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In the foreword to the Interim Report, ^Shifting the Tax
Burden?'/ I expressed the hope that it would promote discussion
and encourage those with an interest in the inquiry to put
forward their suggestions and comment to the Committee. I also
referred to the Committee's long standing interest in and
awareness of taxation matters. This is the fourth report on the
Australian Taxation Office to be presented to the House.
Some of the responses received to the conduct of the inquiry
while not welcome were accepted. It was suggested in one
submission that the Committee had embarked upon a witch-hunt of
massive proportions and that the Committee vdecided to embark on
a smear campaign targeted at some of Australia's largest and most
reputable business organisations'. These suggestions are rejected
by the members of the Committee. The author of the submission was
invited to and accepted the invitation to appear before the
subcommittee.
Other witnesses were also invited to appear, and it was the
analysis by one of these witnesses which provided considerable
media comment. The analysis, which has been included as an
appendix to the report, indicates a cause for concern at the
possible loss of Australian revenue by the operations of tax
havens.
The subcommittee conducted the inquiry according to the standing
orders of the House of Representatives, and did not embark on a
witch-hunt. The subcommittee did not summon any witnesses. We
invited a wide range of individuals and interest groups to appear
before it although not many took up that invitation.
The tax haven activities of four Australian companies analysed by
the Committee utilising publicly available information is a cause
for concern, not only to the Australian Parliament but to the
Australian people.
As noted in the report there are a number of issues still to be
resolved and these will be followed up. The members of the
subcommittee have noted the references to the "unattractive
McCarthyist tone' and to the 'witch-hunt' in relation to the
inquiry in an editorial. However, we will not be intimidated by
such language, nor will we finalise our inquiry until we are
satisfied that the issues have been properly considered and
reported to the Parliament.
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The 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 report of the Auditor-General, dated 25 November 1987, upon
an 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 report.
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Internal Revenue Service of the United States of
America
Income Tax Assessment Act 193S
Income Tax (International Agreements) Act 1953
Organisation for Economic Co-operation and Development
Reserve Bank of Australia

Summary of Conclusions and Recomendations
The Final Word -?

The Committee in its interim report, 'Shifting the Tax Burden',
suggested that too often it is taxation by negotiation rather
than taxation by the application of a law which is clear to
taxpayer and tax collector alike. In this report it is suggested
that the taxation law be simplified, it should also be enforced.
The ATO has indicated that laws are adequate at this time. If
those laws are found to be inadequate then the ATO should report
those inadequacies to the Parliament (para 9.7.1).
On past experience there can be little doubt that there are
people who will take the opportunity to minimise taxation. The
revenue from taxation goes to build a nation, all of the citizens
share, to some degree in the benefits that come from nationhood,
and all should make an appropriate contribution to the nation,
through the taxation system (para 9.7.2).
The Committee recommends that where there are uncertainties, or
where it has not been tested, the Income Tax Assessment Act 1936
should be enforced and where appropriate, tested to ensure that
the uncertainties are removed {Recommendation 26) (para 9.7.3).
The Committee has elsewhere in the report made a number of
recommendations as to the future direction of the ATO and made
specific reference to the use of functional analysis. The method
appears to offer the ATO and the Australian taxpayer an
opportunity to restore the balance of the tax burden
(para 9.7.4).

Tax

The Committee concludes that:
(a)

Australian revenue has been reduced by the operation of
tax havens;

(b)

it is not possible to provide an estimate of the loss,
and

(c)

the quantification exercise currently being undertaken
by the ATO is proving to be of value (para 6.5.4).

The Committee concludes that the amended accruals tax regime will
address AAO's concerns in relation to tax havens in general and
the Cook Islands in particular (para 7.3.6).
The Committee concludes that tax havens have provided the
opportunity for a shifting of the taxation burden (para 7.4.10).
The Committee recommends that:
(a)

the Government pursue at the appropriate international
fora, the methods by which the operations of tax havens
can be reduced (Recommendation 12), and

(b)

the Australian Taxation Office continue to monitor the
taxation performance of companies which have
subsidiaries in tax havens (Recommendation 13)
(para 7.4.11).

future Directions for the Australian Taxation Office

The Committee recoiamends that:
(a)

the ATO seek legal advice to determine whether
functional analysis techniques can be used to base
assessments under the provisions of Division 13 of the
ITAA (Recommendation 14), and

(b)

if functional analysis cannot be so used. Division 13 of
the ITAA be amended to permit its use
(Recommendation 15) (para 8.2.11).

T/he Committee recommends that the Commissioner of Taxation
should, in an appropriate internatxonal profit shifting test
case, invoke the provisions of Part IVA of the ITAA
(Recommendation 22) (para 8.6.20).
The Committee recommends that:
(a)

the ATO keep under review the design of Schedule 25A
(Recommendation 18);

(b)

the ATO take into account the experience of overseas
revenue authorities when designing forms such as
Schedule 25A (Recommendation 19);

(c)

the ATO ensure that only information essential for case
selection and targeting purposes is sought
(Recommendation 2 0 ) , and

(d)

Schedule 25A be required to be lodged by trusts which
have overseas transactions (Recommendation 21)
(para 8.5.8).

The Committee recommends that the ATO consider a more enhanced
use of sections 31C, 42, 213 and 218 of the ITAA in the case of
short term operators (Recommendation 2) (para 2.5.10).
The Committee recommends thats
(a)

efforts to resolve the the legal and practical problems
surrounding the use of S. 255 notices of the ITAA be
expedited (Recommendation 3 ) ;

(b)

the ATO keep:
(i)

a record of S. 255 notices issued;

(ii)

a record of S. 255 notices withdrawn on request of
the taxpayer;

(iii) a record of the circumstances in which S. 255
notices were withdrawn on request, and
<iv)

a record of any defaults in the collection of
revenue following the withdrawal of a S. 255
notice (Recommendation 4) (para 2.5.11).

The Committee recommends that the Management Board of the ATO
continue to monitor communication, co-ordination and co-operation
between the National and Branch Offices (Recommendation 5)
(para 2.6.13).
The Committee recommends that the ATO introduce a standard
requirement for large case program auditees to provide
comprehensive details of their record layout and computer systems
before the ATO undertakes its audit (Recommendation 1)
(para 2.3.7).

XIV

The Income Tax Assessment Act 193$ - Proposals for Change

The Committee concludes that the Income Tax Assessment Act is in
need of urgent review with the aim of not only reducing the
complexity of the Act but also increasing its certainty
(para 9.3.8).
The Committee recommends that:
(a)

the resources allocated to the Law Improvement Unit
within the Australian Taxation Office be increased
< Recommendation 23);

(b)

the Law Improvement Unit consult with the community on
its proposals for amendments to the ITAA
{Recommendation 24), and

(c)

proposals for changes to the ITAA be included in a
regular report to the Parliament (Recommendation 25)
(para 9.3.9).

The Committee recommends that:
(a)

a contemporaneous documentation proposal be introduced
into the Income Tax Assessment Act (Recommendation 16),
and

(b)

costs directly incurred by the auditee in complying with
the contemporaneous documentation proposal should be
allowed as a taxation deduction (Recommendation 17)
(para 8.4.3).

The Committee recommends that:
(a)

an amendment to the ITAA be considered to prevent a
taxpayer from "double dipping' in respect of relevant
expenses incurred before the commencement of the Foreign
Tax Credits System (Recommendation 9 ) , and

(fo) Consequential amendments may be necessary to ensure that
taxpayers cannot also lodge amended returns seeking
credit amendments (Recommendation 10) (para 4.6.5)

The Banking- Industry

The Committee concludes that the EA Report drew attention to the
ATO's audits of the banking sector which involve contested
adjustments of technically complex matters. There are matters
unresolved in regard to the banking industry which the Committee
intends to continue to investigate (para 4.7.7).
The Committee recommends that the ATO continue with its
investigations into the banking industry (Recommendation 11)
(para 4.7.8).
The Committee recommends that a formal advising system be
developed between the ATO and the banking sector, whereby
internatxonal financial transactions which may reasonably appear
to the banks to be suspicious, unusual or worthy of further
inquiry, be referred to the ATO for investigation
(Recommendation 8 ) .
The Committee recommends
Counsel's opinion on the
to resolving the present
Industry (Recommendation

that the ATO take steps to expedite
interest paid adjustment as a first step
dispute with the Australian Banking
6) (para 3.8.3).

The Committee recommends that for agreed formulae between the ATO
and specific industries or taxpayers in those industries the ATO
should s
(a)

advise as early as possible that the use of a
particular formula is being re-examined;

(b)

reach an agreement with the taxpayer with respect to
transitional arrangements;

(c)

agree the formula with the taxpayer;

(d)

agree the date of application of the formula, and

(e)

from 1 July 1990 put these guidelines in place in
relation to the application of the formulae
(Recommendation 7 ) .

Treaty Obligations

The Committee concludes that Australia would meet its obligations
under its double taxation treaty arrangements (para 9.5.5).

The Government Business Enterprises

The Committee concludes that it not pursue the matter of tax
haven involvement by government business enterprises but will
keep the issue under review and may report on it (para 9.4.9)

1.1
1.1.1
This report continues the examination of an Efficiency
Audit (EA) Report 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 EA Report was tabled in both Houses on
26 November 1987 and referred to the Committee. An interim
report, 'Shifting the Tax Burden?', was tabled on
1 December 19 88.
1.1.3
In the interim report the Committee made a number of
recommendations which were directed mainly at improving the
professionalism of the ATO. This report deals predominantly with
the other side of the tax equation, in particular the corporate
sector. As was noted in the interim report the Committee was not
overwhelmed by the response to the inquiry by the private sector.
1.2

Conduct of the Inquiry

1.2.1
The subcommittee received 22 submissions and 38 persons
representing 19 organisations or persons appeared before the
subcommittee at 12 public hearings.
1.2.2
Lists of the submissions authorised for publication and
details of witnesses who appeared at public hearings are included
at Appendixes I and II respectively.
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1.2.3
Officers of the ATO appeared before the subcommittee on
five occasions while representatives of the AAO appeared twice.
There were ten public hearings in Canberra as well as other
hearings in Sydney and Melbourne. In addition, members of the
subcommittee inspected the Foreign Exchange Trading Room of the
National Australia Bank. The subcommittee was briefed on the
methods of tax effective accounting by representatives of a major
accounting firm.
1.2.4
The transcript of the evidence given at public hearings
and submissions and documents authorised for publication have
been incorporated in separate volumes. Copies are available for
inspection in the Committee Secretariat and the Parliamentary
Library.
1.2.5
References to evidence in the text of this report relate
to page numbers in those volumes. References to paragraph numbers
refer to paragraph numbers in the EA Report.
1.2.6
The F&PA Committee had access to the evidence and
records of the former House of Representatives Standing Committee
on Expenditure which had conducted earlier inquiries into the
AAO's efficiency audits of the ATO, pursuant to sessional
order 28B.
1.2.7
Since the interim report both the Business Council of
Australia and the Confederation of Australian Industry have
appeared at public hearings. Invitations were issued to a number
of companies to make submissions and or appear before the
subcommittee. One company, the Bond Corporation, accepted the
invitation but other companies declined. Those companies were
Elders IXL Limited, The News Corporation Limited, Pioneer
International Limited, The Broken Hill Proprietary Company
Limited and Ansett Transport Industries Limited. The subcommittee
decided not use its powers to compel attendance since it
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considered little would be gained from calling a reluctant
witness who did not want to provide information or have the
organisation the subject of parliamentary scrutiny. As an
alternative the subcommittee adopted a suggestion put forward by
Mr Elliott of Elders IXL in a radio interview. Mr Elliott
suggested that the subcommittee look at the annual report of his
organisation to obtain information on its international
operations. The subcommittee adopted this suggestion for
Elders IXl Limited and a number of other companies. The results
of that review of annual reports is at Chapter 6.
1.3

The Interim Report -~ ^Shifting the Tax Burden?'

1.3.1
As with previous inquiries on audit reports the
Committee considered the context of the audit exercise and the
quality of the audit report. The conclusions and recommendations
of the Committee on that aspect are set out in the interim
report.
1.3.2
The interim report concentrated on the ATO's management
of international profit shifting cases and made recommendations
to improve the professionalism of the ATO. The question of
quantification was dealt with in the report and the measures
taken to date are to be commended, particularly the work of the
consultant. Other measures dealt with include tax screening
arrangements and the conduct of the efficiency audit.
1. 4

Industries Chosen for Investigation

1.4.1
The EA Report sets out 'to assess the effectiveness of
the ATO's coverage of international profit shifting'. In the
course of the assessment it looked at the ATO's performance in
respect of two particular industries, banking and oil.
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1.4.2
The AAO suggested that it had not selected the two
industries for investigation. The studies of the ATO had been
reviewed.
They were not so much our studies but rather we reviewed
what studies Tax had made into those particular fields,
knowing that they were fields in which there was a high
degree of vertical integration. Tax invited us to look
at the oil one particularly because it was one that it
had known of for a long time and with which it thought
it had done a fair sort of a job. We selected the
banking industry because it was a major exercise that
tax was currently undertaking (Evidence, p. 81).
1.4.3
The subcommittee sought comments from organisations in
both the oil and banking industries. The responses of those
organisations together with that of the ATO and the AAO are
outlined in the ensuing chapters.

2.1

Introduction

2.1.1
Since 1926 the ATO had been concerned about profit
shifting in the oil industry. The AAO in the EA Report expressed
concern about profit shifting practices in the oil industry and
suggested:
ATO audits of companies in the oil industry could be
improved. ... they were carried out in a cursory manner.
. . . with little, if any computer audit expertise or
resources (EA Report, para 8.2.5).
2.1.2
Reference was made to two particular cases. In the first
a company had adjustments of more than $34m recommended to its
taxable income but the company ceased operations before any
action could be taken. The second case involved adjustments to
taxable income exceeding $28m and more adjustments were likely to
follow. The ATO later advised that the investigation was settled
with adjustments of $14m (Evidence, p. 245).
2.1.3
Submissions were invited from associations in the oil
industry. The Australian Petroleum Exploration Association
Limited declined a public hearing, but in a brief submission
suggested:
that 'oil producers operating in Australia conduct their
business affairs strictly within the taxation and other
laws applicable to their business operations'
(Evidence, p. S52).
2.1.4
The Australian Institute of Petroleum declined to make a
submission or appear at a public hearing.
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2.2

Selection of the Oil Industry

2.2.1
The oil industry was selected by the AAO for review
because it had acquired a reputation for IPS practices, a large
oil company case recently had been settled and the ATO had
undertaken oil company audits over many years. The ATO had
requested the AAO to include the oil industry in the efficiency
audit review as the oil industry was an example of an area which
the ATO had audited effectively (EA Report, para 8.2.1).
2.2.2
According to the AAO, there were indications of profit
shifting being undertaken by companies in the oil industry.
Between 1 July 1982 to 31 December 1986, the ATO made Division 13
determinations on 13 cases of which two involved oil companies.
The AAO was unable to form an impression as to whether or not
profit shifting was more or less prevalent in the oil industry
when compared to other industries characterised by a high degree
of vertical integration (Evidence, p. 223).
2.2.3
In response, the ATO indicated that it had obtained
significant results from assessing and audit adjustments of oil
companies. ATO stated that of $304.6m of Division 13 adjustments
included in determinations, $51m related to the oil industry
(Evidence, p. 240).
2.3

Conduct of the ATO's Audits
Computer Expertise

2.3.1
The AAO suggested that the ATO's audits of companies in
the industry could be improved. Despite the oil companies being
generally highly computerised, ATO's audits were undertaken with
'little, if any, computer audit expertise or resources'
(EA Report, para 8.2.5).
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2.3.2
AAO identified that it was necessary for the ATO to
improve its EDP facility with a nationally based computer network
and considered that the ATO needed to develop its computer audit
expertise at two levels.
2.3.3
First the ATO could make better use of computers to
control the performance of tax audits themselves. Computers could
be used for the allocation of cases and staff, for analysis of
the financial information contained in the returns for producing
reports and for interacting with other areas of the ATO.
2.3.4
At the second level, AAO considered that the ATO needed
to lift the level of computer literacy among its auditors. Faced
with sophisticated users of computer systems, in the oil industry
in particular, and companies in the large case program in
general, the ATO's auditors need to be able to 'audit through the
computers' of auditees, 'rather than accepting them as a black
box and accepting the information — generated by the
taxpayer'(Evidence, pp. 229-230).
2.3.5

AAO went on to suggest:
They need to be able to get further into the computer
operations of these organisations to satisfy themselves
that the data that is being produced from these systems
is realistic in terms of what Tax want to see from it
(Evidence, p. 229).

2.3.k
The Committee understands that in Canada and the United
States before a tax audit commences, corporations are required
to provide details of their record layout and computer systems to
Revenue Canada or the Internal Revenue Service of the United
States of America respectively. They are also required to enter
record retention agreements with the revenue authorities to
retain their computer records for a certain period. A similar
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system would enable ATO auditors to become familiar with the
auditee's computer system in advance of the audit and to identify
and target the precise records they require. Such an approach may
also go some way to address criticisms of the ATO's auditors
going on 'fishing expeditions' for a company's records.
2.3.7
The Committee recommends that the ATO introduce a
standard requirement for large case program auditees to provide
comprehensive details of their record layout and computer systems
before the ATO undertakes its audit (Recommendation 1 ) .
2.3.8
The most appropriate time for the auditee to be
requested to provide these details would be during the planning
stages of the audit.
Cursory Msuuier
2.3.9
In expanding upon the 'cursory manner' of the audits the
AAO saidi
The reference to 'cursory' in the later paragraph deals
with the investigations that Tax was routinely making at
that time. That time was prior to the introduction of
self assessment and Tax had developed a practice with
the large oil industry companies of actually carrying
out oil company audits prior to the issue of an
assessment notice (Evidence, p. 224).
2.3.10

The AAO went on to suggest:
the oil company would submit its return and the tax
auditors would then visit that company and seek
substantiation for various features of the return. The
whole process (of ATO's investigations) was very much
circumscribed by the need to complete the assessment
business prior to 30 June (Evidence, p. 224).

2.3.11
The ATO's pre - 30 June audits were said not to be
in depth audits. They covered adjustments which the ATO felt
could be made prior to assessment and which did not prevent their
auditors going back and doing a more detailed examination of the
company after the assessment was issued. Full audits were
undertaken subsequently. The cases involved companies where the
ATO considered that, on the face of the returns as lodged,
adjustments should be made. These full audits covered transfer
pricing adjustments and adjustments under other provisions of the
legislation, including repairs, investment allowance and interest
payments (Evidence, p. 241). It was claimed to be 'unfair to
compare the sort of treatment that was done pre-assessment to the
sort of detail that is required on a post-assessment audit of a
company (Evidence, p. 242).
2.4

Resources

2.4.1
that:

In its submission of 19 February 1988 the ATO advised

The number of staff available to the National Operations
Branch increased from 30 nationally in 1983 to 161 in
1986-87 (Evidence, p. S27).
2.4.2

In regard to the oil industry:
There is a team of six auditors in the Melbourne Office
who are responsible for audits in the oil industry
(Evidence, p. 239).
The oil industry can also be part of the large case
audit program (Evidence, p. 240).

2.4.3
The ATO witnesses suggested that they had a section in
the Melbourne branch office which had specialised in oil industry
audits over some 30 to 4 0 years, and a degree of expertise had
been developed within the ATO (Evidence, p. 61). Some ATO
officers have 10 to 15 years experience in working on oil company
audits, so the expertise available internally to the ATO is
likely to be considerable. However, recource to an appropriate
external expert could well assist the ATO's internal experts in
their investigations and negotiations with taxpayers.
2.4.4
The move to self assessment from July 1986 enabled the
ATO to release in excess of 800 staff for taxpayer audit work. In
addition, a review of audit structures was undertaken to ensure
that the ATO was making the best use of available resources. The
recommendations of that review included the new comprehensive
large corporate audit program.
2.4.5

The AAO suggested:
We saw it as being only of benefit to Tax if it could
support its assessments by reference to some other
person in the industry who was of standing, whose advice
would be accepted by the industry (Evidence, p. 225).

2.4.6
In its interim report the Committee recommended that the
Commissioner of Taxation be given the opportunity to employ top
experts from the various areas of interest at rates of pay
comparable with the market and further that the ATO should rely
more on contract employment of experts in particular fields. In
summary, the ATO should be able to go out and buy 'high priced
help'. In its report the Committee also recommended that the ATO
should consider using specialist audit teams drawn from the
private sector.

2.4.7
The experience of the oil industry audits adds support
to those recommendations.
2.5

Short Term Operators

2.5.1
When reviewing international profit shifting cases, the
AAO observed that a significant problem faced by the ATO was that
at times non-resident corporations which had operated in
Australia for only a short period ceased operations and removed
their assets from the country before an IPS determination could
be made, assessment issued and the taxation liability became due
and payable (EA Report, para 3.3.7).
2.5.2
The EA Report went on to refer to contractors,
sub-contractors, service companies and the like operating in the
oil and oil exploration industry in Australia for short periods.
It stated:
The potential for such short-term operators to leave
Australia without effectively being subject to income
tax is considered significant (EA Report, para 3.6.3).
2.5.3
The expanded application of Section 255 was suggested by
the AAO and it was claimed the ATO acknowledged the merit of the
suggestion.
2.5.4
The AAO suggested that the use of a para 255 (1) (b)
notice (which requires a resident who is in receipt or control of
money due to a non-resident, to retain sufficient funds to pay
the tax which is or will become due by the non-resident) would be
of particular benefit as it:
puts the resident entity 'on notice', and as such could
be a valuable means of minimising the opportunity for
non-residents to avoid payment of tax ... (EA Report,
para 3.6.2).
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2.5.5
However, AAO witnesses indicated that S. 255 should not
be regarded as a 'cure-all' (Evidence, p. 231). The ATO still had
to be efficient in identifying taxpayers, the relationships
between taxpayers, obtaining lodgement of returns and compiling
audit criteria from its Score and CWIT systems to enable it to
select cases. Section 255 was viewed as a 'last ditch effort' to
catch those taxpayers who moved too quickly for ATO's systems
(Eyidence, p. 231). The ATO witnesses agreed, saying that S. 255
is regarded as a section 'of last resort' (Evidence, p. 253).
2.5.6
An income tax ruling is to be drafted which will draw
Australian resident corporations' attention to their S. 255
obligations when dealing with non-residents. An earlier ruling
had proposed a very limited application of the section.
2.5.7
In August 1988 ATO indicated that a revised ruling on
S. 255 was being considered (Evidence, p. 254). That ruling has
been circulated to the relevant professional bodies. However,
legal interpretation and practical difficulties have emerged and
the ATO is 'back at the drawing board' to try and arrive at a
workable solution (Evidence, p. 419). The ATO later advised that
(22 May 1989) there are still some practical problems and if
these could be resolved the ATO approach could be finalised by
30 June 1989.
2.5.8
Short term operators may, depending on the
circumstances, also be dealt with under other provisions of the
taxation legislation namely:
S. 31C:

purchase of trading stock not at arm's length;

S. 42 :

determination of profits where business is carried
on partly in and partly out of Australia;

S. 213:

bonds or deposits lodged by temporary business, and

S. 218:

Commissioner may collect tax from a person owing
money to the taxpayer.
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2.5.9
The ATO had some success in enforcing the law in the
case of a number of Expo 1988 participants, using both S. 213 and
S. 255.
2.5.10
The Committee recommends that the ATO consider a more
enhanced use of sections 31C, 42, 213 and 218 of the ITAA in
case of short term operators (Recommendation 2 ) .
2.5.11

The Committee recommends that:
(a)

efforts to resolve the legal and practical problems
surrounding the use of S. 255 of the ITAA notices
be expedited (Recommendation 3 ) ;

(b)

the ATO keep:
(i)
(ii>
(iii)

(iv)

a record of S. 255 notices issued;
a record of S. 255 notices withdrawn on
request of the taxpayer;
a record of the circumstances in which
S. 255 notices were withdrawn on request,
and
a record of any defaults in the collection
of revenue following the withdrawal of a
S. 255 notice (Recommendation 4 ) .

2.5.12
Such action would assist in the compliance process and
provide a check on the effectiveness of the notices. The
establishment, maintenance and updating of such a register should
not prove too onerous from an administrative point of view as the
use of S. 255 notices was said to be 'fairly exceptional'
(Evidence, p. 255).
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2. 6

Branch Co-ordination and Le&al Niceties

2.6.1
In relation to short term petroleum drilling ventures,
an ATO witness advised:
We have targeted the petroleum drilling ventures of the
North West Shelf. Often they have drilling ships that
come in for some period of time and then they are out.
There are some legal niceties involved. If the drilling
ships are outside the territorial waters of Australia,
there are some niceties as to whether or not they are
contracted by Australian companies or carrying on
business in Australia. There are some legal niceties
about whether or not they have permanent establishments
in Australia (Evidence, p. 60).
One of the legal niceties was whether the organisation
had a branch in Australia, another related to the
definition of Austalia under 'the old US Double Taxation
Agreement', but 'that has been corrected under the new
agreement' (Evidence, p. 252).
2.6.2
Because tax avoidance in general, and profit shifting in
particular, appeared prevalent among oil industry service
companies associated with the Bass Strait oil fields, the AAO
decided to review the North West Shelf oil contractors. Those
companies are handled by the Perth ATO.
2.6.3
From a list of North West Shelf contractors, the AAO
identified a company (NW) which appeared very similar to a
Melbourne company CBS') which had earlier ceased operations in
Australia.
2.6.4
In late 1985 ('BS') company operating in the Bass Strait
had been audited and draft adjustments of $34m to its taxable
income had been recommended. The matter was not pursued by the
Melbourne ATO as the company had apparently ceased operations in
Australia and removed its assets.
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2.6.5
The (NW) company, already under investigation by Perth
ATO as part of a wider exercise relating to the North West Shelf
project, proved to be related to company BS identified earlier,
both apparently were wholly owned subsidiaries of the same
overseas parent. The AAO brought to the attention of the Perth
ATO the earlier tax performance of the related BS company from
Melbourne, of which the Perth ATO was previously unaware. Perth
ATO then sought details of the matter and copies of the relevant
investigation reports from the Melbourne ATO and began urgent
action to investigate company NW fully (EA Report, paras 8.2.11
to 8.2.16).
2.6.6
The AAO was critical of the situation whereby the
Melbourne ATO (which dealt with BS) did not advise Perth ATO
(which dealt with NW) of its investigation and of the previous
unsatisfactory tax performance of BS. It suggested the case
demonstrated the need for closer contact between the ATO's branch
offices and greater co-ordination by the National Office.
2.6.7

The AAO stated that:
to avoid administration lapses such as those which
occurred with the oil exploration companies, the
co-ordination between ATO branch and regional offices
and monitoring by National Office needs upgrading
(EA Report, para 8.2.21).

2.6.8
One of the difficulties facing the ATO according to AAO
is that its National Taxpayer System ('NTS') is to some extent
State oriented. This means that in practice, information
available in one state branch office of the ATO would not
necessarily be readily available to other branch offices in
Australia.
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2.6.9
below:

The AAO recommendation and the ATO response are set out

Relationship of National and Branch Offices
21. Audit recommends that ATO give greater
priority to the improvement of communication,
co-ordination and co-operation between its branch
offices and National Office (section 6.7)
The ATO reponded:
The establishment of the Management Boad, the Management
Advisory Committee, the Audit Management Board and
various committees within the Audit Group of the ATO
addresses this issue.
2.6.10
In AAO's view, for the ATO to operate effectively,
information on taxpayers should be available to all branch
offices. In addition, relationships between taxpayers should be
able to be identified on a national basis and likewise be
available to all branch offices (Evidence, p. 226).
2.6.11
With the implementation of the large case audit
strategy, national case managers are allocated to each individual
large case. In AAO's view, the lapses in ATO's administration
demonstrated by the situation which arose concerning companies NW
and BS would be 'far less likely to occur again' under this new
strategy (Evidence, p. 226).
2.6.12
The ATO's computer re-equipment program should also help
to eliminate the problem.
2.6.13
The Committee recommends that the Management Board of
the ATO continue to monitor communication, co-ordination and
cooperation between the National and branch offices
(Recommendation 5 ) .
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3.1

Introduction

3.1.1
The EA Report revealed that Australian controlled
trading banks have been using a formula agreed to in 1938 by the
then Commissioner of Taxation, to calculate the annual claims for
interest deductions in their returns. The purpose of the formula
was to ensure that the banks obtained deductions in Australia for
interest and other expenses incurred in earning assessable income
within Australia and did not claim deductions relating to income
of overseas branches or agencies exempt from Australian taxation.
The formula is known as the Interest Paid Adjustment (IPA).
3.1.2

A pictorial representation of the IPA is as follows:
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3.1.3
As the banking industry developed and Australian banks
established offshore branches, including branches in tax havens,
the ATO claimed that the formula produced unintended and
undesirable effects. These claims have been denied by both
the Australian Bankers' Association (ABA), and the ANZ Banking
Group Limited (ANZ).
3.1.4
The ATO indicated that attempts were being made to
establish clear guidelines to be adopted in future with regard to
establishing arm's length interest rates for intra-bank funding.
The ABA and the banks themselves have been asked to participate
in the establishment of these guidelines.
3.2

Background to the Interest Paid Adjustment Formula

3.2.1
In its first submission, dated 11 March 1988, the ABA
indicated that the need for a method of determining appropriate
interest deductions for banks had been the subject of
negotiations between the ATO and the banking industry for the
past 50 years. It is not a new development (Evidence, p. S40).
3.2.2
Because of the complex nature of inter-country banking
transactions and the practical impossibility of quantifying the
actual flow of funds between Australian banks and their offshore
branches, a formula approach was adopted as the most reasonable
method of determining interest deductions. The formula approach
and the result it produced became known as the IPA. Formulae have
been reviewed and modified by agreement over the years. The most
recent review was concluded in 1978. The formulae used in 1978
have been followed by the banks and, until 1984, were said to
have been accepted by the ATO.
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3.2.3
In the circumstances the ABA rejected comments made in
Auditor-General's report that there has been:
the possibility of significant tax revenue foregone on
bank earnings over the 10 years since the problem was
first realised (EA Report, para 8.1.4).
And suggested%
Further, having regard to the history of this matter,
the ABA believes that it was commercially unrealistic
and unjustified for the ATO to now retrospectively amend
the assessments of member banks back as far as the 1980
year in a manner contrary to the formulae agreed with
those banks (Evidence, p. S40).
3.2.4

The ABA claimed that banks:
used the new formulae in good faith over the ensuing
years as they had faithfully used the "old' formulae,
agreed in 1938, until the mid-1970's (Evidence, p. S38).

3.2.5
It was stated that several of the major trading banks
are presently subject to audit in relation to this issue. They
have provided information to the ATO for periods beginning 1980
onwards on the subject of interest deductions. There have been
numerous meetings with ATO officials in Canberra, Sydney and
Melbourne and correspondence on the subject has passed between
both parties. According to the ABAs
Despite the communication flow the true facts still seem
somewhat clouded (Evidence, p. S38).
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