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DUTIES OF THE COMMITTEE

Section 8.(1) of the Public Accounts Committee Act 1951 reads as
follows:

SRR TR S

Subject to sub-section (2), the duties of the Committee
ares

(&} to examine the accounts of the receipts and
expenditure of the Commonwealth including the
financial statements transmitted to the
Auditor-General under sub-section (4) of section 50
of the Audit Act 1901;

R T et

e

(aa) to examine the financial affairs of authorities of
the Commonwealth to which this Act applies and of
intergovernmental bodies to which this Act applies;

RS

{ab) to examine all reports of the Auditor-General
(including reports of the results of efficiency
audits) copies of which have been laid before the .
Houses of the Parliament; e

(b) to report to both Houses of the Parliament, with
such comment as it thinks fit, any items or matters
in those accounts, statements and reports, or any
circumstances connected with them, to which the
Committee is of the opinion that the attention of
the Parliament should be directed;

(c) to report to both Houses of the Parliament any
alteration which the Committee thinks desirable in
the form of the public accounts or in the method of
keeping them, or in the mode of receipt, control,
issue or payment of public moneys; and

(d) to inquire into any question in connexion with the
public accounts which is referred to it by either i
House of the Parliament, and to report to that ‘
House upon that question,

and include such other duties as are assigned to the

Committee by Joint Standing Orders approved by both
Houses of the Parliament,

(v)
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PREFACE

This report outlines the findings of the Committee's
inquiry which was based on the Auditor-General's Efficiency aAudit
Report into the collection of excise duties and deferred customs
duties. The Auditor~General reported in March 1982 on the systems
employed by the then Department of Business and Consumer Affairs,
now Industry and Commerce, in the collection of:

« excise. duties on beer, spirits, tobacco and
petroleum;

. customs duty on imported goods held in licensed
warehouses; and :

. diesel fuel tax payable under the terms of the then
scheme when fuel purchased duty free was subsequently
used for a dutiable purpose.

The audit undertaken by the Auditor-General was
designed to establish whether the operation of the control
systems used by the Department efficiently and effectively
collected revenue due to the Commonwealth., The audit also made
suggestions for improvements in operations where these were
deemed necessary. .

The Committee commenced its inquiry in 1982, however
action was interrupted by competing inquiry activities and an
election early in 1983. The Committee's. inquiry paid considerable
attention to the Department's operations in the area subjected to
Audit's scrutiny and also to the suggestions made by Audit both
from the Department's and industry's point of view. In addition,
the Committee also considered the operation of the petroleum
products freight subsidy scheme.

The Committee was informed by a senior representative
of the Department that it was extremely worthwhile to have had
the Audit Office examining the Department's administration of
this complex control system. While the Committee does not agree
with all the comments and recommendations made in the
Auditor-General's Report, there is considerable merit in the
overall conclusion that while the principle of using producers’
own information is a satisfactory approach, increased attention
and effort should be devoted to ensuring accuracy and security in
this area of significant of revenue collection.

The Committee wishes to thank the staff of its
secretariat and acknowledge the unstinted co~operation given by
officers. of the Department -of Industry and Commerce and
representatives of the industries concerned. For and on behalf of
the Committee,

Senator G Georges
’ i

M. J Yalberg \p ;

Secretary

Joint Parlimanetary Committee of Public Accounts
Parliament House

CANBERRA ACT 2600

3 October 1984

(ix)



CHAPTER 1
INTRODUCTION

1.1 ‘This inguiry was based on the concerns expressed in the

'Auditor~General's Report on an Efficiency Audit -~ The Collection
of Excise and Deferred Customs Duties' of March 1982, In that
Report the Auditor-General examined the procedures used by the
then Department of Business and Consumer Affairs (now Industry
and Commerce) in the collection of excise on beer, tobacco and
tobacco products, potable spirits, and petroleum products. The
efficiency audit also looked at the operation of the bonded
warehouse system which is used for deferring customs duties, The
aim of the Auditor-General's efficiency audit was to check that
controls and procedures used are adequate to protect the
Commonwealth Government’s revenue,

1.2 The system used by the Department of Industry and
Commerce for excise collection and verification is known as
'commodity control'. Under this system the Department relies on
producers' returns for data on the amount of excisable production
of each commodity. Audit was satisfied that the principle of
commodity control was sound so long as the Department carried out
sufficient, rigorous, validating checks of the producers' returns
and accounts. In fact it was in this area of validating checks
that Audit found deficiencies. Audit's main suggestions for
improvement were in the following areas:

. development of risk management operating
philosophies;
. development of independent. and secure measurement

systems. at the earliest possible points in the
production processes to establish the volume of
dutiable products and therefore potential revenue
due;

. the direction of field checks toward proving the
adequacy of companies' own control systems rather
than detection of clerical errors;

. the effectiveness measurement system used by the
Department to provide cost benefit feed-back
information on any changes made to control
procedures and systems; and

. the identification and use of independent data on
production, product sales or raw material inputs,
to validate the production volumes given on
returns.



1.3 More detailed recommendations were also made under the
following subject headings:

Management System;
Beer;

Spirits;

Tobacco;

Petroleum products;
Diesel fuel;and
Bonded warehouses.

1.4 The Committee decided to take up this inquiry so that
it could examine Audit's concerns in detaili. The £following terms
of reference were decided upon:

. review the comments of the Auditor-General in his
Report on an Efficiency Audit - The Collection of
Excise Duties and Deferred Customs Duties
(Bfficiency Audit Report No. 4) within the context
ofs

- cost effectiveness of the Auditor-General's
recommendations;

- reaction of the Department of Industry and
Commerce; and

- reaction of private industry to the

Auditor~General's recommendations and
conclusions. .
. monitor. the implementation of the

Auditor-General's recommendations within the
Department of Industry and Commerce and within
private industry;and

. review of effectiveness and efficiency  of
departmental policies in carrying out the
collection of excise auties and deferred customs
duties.

1.5 The terms of reference were later extended to include
consideration of the petroleum products freight subsidy schenme,
which is also admm:.stered by the Department of Industry ana
Commerce..

1.6 At this point it may be useful to outline briefly the
role and significance of excise as a form of taxation. In
Australia ‘'we understand excise to mean a tax applied solely to
certain goods manufactured in Australia.



1.7 Historically, the introduction of excise in many
countries was justified on moral grounds, to discourage the use
of goods considered socially undesirable (eg spirits, beer and
tobacco). Two centuries ago David Hume used the following words
to describe commodity taxation: .

‘The best taxes are such as are levied on
consumptions, especially those on luxury; because
such taxes are least felt by the people., They
seem, in some measure, voluntary; since a man may
. chuse (sic) how far he will use the commodity
which is taxed. They.are paid gradually, and
unsensibly: They naturally produce sobriety and
frugality, if judiciously imposed: And being
confounded with the ° natural price of the
commodity, they are scarcely perceived by the
consumers, '

1.8 In practice however, the imposition of excise on some
of these commodities does not greatly influence 1levels of
consumption, It is this very characteristic which makes excise on
these commodities, a convenient form of tax., Price increases ténd
not to lead to significant decreasés in consumption-and therefore
to reductions in excise revenue (ie some of these commodities
have low price elasticities of demand)., Recent experience in the
spirits area however, has shown that consumption of potable
spirits can be quite responsive to variations in price (or
increases in excise). The response to the 1978/79 Budget
increases in excise on potable spirits illustrated this point. It
is difficult however to determine whether any price ~ induced
decrease in consumption of potable spirits leads to a decrease in
total alcohol consumption or a shift to consumption of other
forms of alcohol.

1.9 In Australia excise is levied on only a few commodities
eg beer, tobacco, spirits, petroleum products and crude oil,
Nevertheless it is a very important source of revenue for the
Federal Government which has exclusive power over commodity
taxation by virtue of Section 90 of the Constitution. In 1983/84
net excise revenue from the commodities being considered in this
inquiry was $4,083 million representing approximately 9% of total
Commonwealth tax revenue. The components are shown in Table 1.l.

1.10 Excise revenue in 1983/84 compares with approximately
$2,400 million revenue derived from customs duties on imports,
over the same period.

-1 D Hume, 'Of Taxes' (1752) Reprinted in
b . , ed T H Green and T H Grose,
Longmans, London, 1875, vol. 1 p. 358.



TABLE 1.)l EXCISE REVENUE FROM THE COMMODITIES UNDER CONSIDERATION

7
commodi ty Sfé' g Excise Revenue
g
;“ 1982/83 . 1983/84 1984/85
4 Estimate
Smillion 114
Beer £ 1123 1159 1212
Potable Spirits 3 1l4(a) 118 113 (¢)
Tobacco Products g, 799 864 906
Petroleum Products(b)} 1293 1973 2151
Other (inc. credits) 7, -9 ~31 =31
7t .
TOTAL =z, 3320 4083 4352
¥

(a) Includes fortifying spirit

(b) Includes fuel oil, heating oil, kerosenes.

{¢c) Net of revenué of about -$5m collected as excise on
fort}fying spir‘lt in 1983/84 which is to be refunded in
1984/85.

Source: 1883/84 Budget Paper No. 1.

1.11 In carrying out its inquiry the Committee took note of the
criticism by some sectors of industry that during the Efficiency
Audit there had been no consultation with industry and the audit
had been concentrated in Sydney. Consequently the Committee's
ingquiry strategy wag designed to ensure that the sectors of
industry affected by the recommendations of the Efficiency Audit
would have every opportunity to put their views, either directly
to the Committee or by submission.

" .

1.12 The Committee's:‘inquiry strategy was as follows:

. interested companies and industry ‘organisations
were invited to make submissions;

. advertisements were placed inl all major daily and
some weekly newspapex:s calling  for submissions
. from the public; .

. inspectionsv-were madé of production processes in
each of the commodity areas under investigation as
well as several bonded-warehouses;



g

. a submission commenting ofi the conclusions and
recommendations in ‘the Auditor-General's Report
was sought from the Departmentj °

. the Committee held public hea:i.ngs at which
witnesses £rom the Department of Industry and
Commerce were éxamined;

. a series of <further written requests for
information and clarification was made to the
Department f£ollowing on f£rom eviaence given at the
public hearings; and

. the. Committee was briefea by Mr B. Creenaune of
Touche Ross and Co., Chartered Accountants, on the
'systems based investigation techniques' which are
being introduced into the Department's repertoire
of investigative tools.

1.13 In addition to the above, the Committee had access to,
and drew upon, the Department's own report on an internal review
ot Inland Services' activities carried out in 1977/78.

1.14 The mdterial collected in this way was analysed by the
Committee and £orms the basis of this Report.



CHAPTER 2 '
SUMMARY OF RECOMMENDATIONS

Thig Chapter reproduces, in a consolidated form, all
the recommendations made by the Committee, These are
cross-referenced by page number to their location in the text.
The recommendations, summarised below, should be considered in
conjunction with the supporting material and the Committee's
other comments which are to be found in the relevant chapters. It
should be noted that the Committee does not envisage a large
increase in the overall staffing resources being required as a
result of these recommendations. Rather it considers that these
initiatives could be largely handled with the redeployment of
resources at their current level.

General HManagement Strategy (Chapter 3)

1. The Department begin work immediately on a detailed
plan which translates overall objectives into specific
operational processes, The plan should £facilitate
co-ordination, permit systematic review of options and
assist in the formulation of timely and detailed
strategies for the improvement of excise collection
procedures, The. results of these routine
investigations should feed back into current
operations and the plan itself. Within this framework,
attention should be paid to the role and influence of
State Collectorates. (p. 16)

2. Customs under take and document in detail a
comprehensive examination of the possibilities for
using independent data sources in the validation of
declared production quantities of excisable
commodities. (p. 17)

3. The excise collection system proposed in Chapters 5, 6
and 8 serves as an example of the options toc be
considered in a detailed examination of alternative
methods of excise collection aimed at streamlining
arrangements and increasing security over dutiable
product. {(p. 19)

4. Computing and staff resources be made available to
allow the immediate implementation of a national risk
assessment program and that resource allocation
decisi;ms be made by Central Office on this basis.
(p. 20)



Distilled
T

10.

11.

The numbers of officers who have undergone adequate
training and the numbers still requiring training in
specified skills be monitored by Central office.
(p. 22} :

The Department undertake, as a matter of urgency, a
comprehensive review of staffing requirements in
Central Office and the States, The key issue which
should be considered in this review is the level of
staffing required in the various Customs offices to
protect adequately the revenue collected through those
offices. (p. 24)

Spirits (Chapter 4)

Urgent: attention be given to increasing powers
exercigsed by officers under the Excise Act to make
them comparable to those exercised under the Customs
Act, particularly regarding the powers of access to
documents. The Committee recommends that care be taken
to safeguard civil liberties and to prevent the
possible abuse of powers. (p. 47)

A national loss control strategy for spirits be
developed and implemented as a matter of urgency.
(p. 49)

The Committee reiterates the recommendation of the
National Loss Control Working Party that consideration
be given to a simplified approach to loss control,
involving an adjustment for losses being given in the
duty levied. (p. 49)

The Committee agrees with the views of the Distilled
Spirits Industry Council and recommends that spirits
bottling only be permitted on licensed premises which
are subject to control by the Department. This would
eliminate one category of operator, and should reduce
the rigk of illegal extension of duty-paid spirit with
duty-free spirit. (p. 50)

Departmental resources be applied to ensure proper
surveillance and investigation of end users of pure
alcohol s0ld excise-free for industrial, scientific
and educational applications. (p. 50)



12.

Beer (Chapter 5)

13.

14.

Tobacco (Chapter 6) o

15.

16.

17.

18.

The Committee supports the Department’s annola'zcement
that a review of their spirits operations is ¢ frently
being undertaken. The Committee recommends th¥% this
review be compr ehensivé and that sufificient
Departmental resources be allocated to allow i¥ to be
completed urgently. The review should pay pa ticular
attention to the control of fortifying spirit Bs well
?s excise—free spirit used in other appliaptions.
P

z:
3

Customs readdress the Auditor-General's recomméhdations
on the possible use of independent. sources of)data to
develop a means of estimating potential reveme due.
(p. 63) .

Adequate resources be made available to thé;” Inland
Revenue and Dumping Division to enable%, prompt
implementation of systems based reviews in the} brewing
industry. (p. 64) i

{

The Department devote  greater effort to the
identification and use of alternative sobrces  of data
on production volumes in order to. estimate the excise
revenue due from tobacco products. (p. 74)

Adequate resources be made available to increaae‘ the
rate of progress in the development of systems based
investigation techniques in the tobacco industry and to
allow regular review of companies' systems. (p. 74)

The introduction of a computerised inventory control
system, such as TABS, to enable proper inventory
control of under-bond goods by Customs. In the case of
tobacco products, effective implementation w©of this
system would require declaration to Customs. . of the
quantities of excisable manufactured pzodud‘.s and
imported products moved into licensed warehouses. Such
a system could also monitor all product movements under
bond. This recommendation would need to be modified if
the point of excise collection were moved. (p. 75)

The Department assess:

. thg cost in time of imposing the controls,
an

w
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. overseas experience of, and possiblé
alternative systems for, prevention of this
type of speculation. (p. 78)

Where unusually high clearances of excisable products
occur. immediately prior to the imposition of quota
controls, a detailed investigation of the circumstances
be undertaken and the results be reported to the
Minister. (p. 78)

Bonded Warehouses (Chapter 7)

20.

21.

22.

23.

24,

25,

There be a formal "entry into bond" for domestically
produced excisable goods with documentation and control
comparable to that exercised over imported goods under
bond. (p. 91)

The Committee considers that the Department's control
procedures for bonded warehouses lack sophistication
and that better use could be made of ADP facilities in
this area. The Committee recommends that immediate
attention be given to upgrading control systems for
bonded warehouses. (p. 91)

Customs promptly develop and implement a computer
system which reconciles bond entries and releases to
provide sufficient information to allow proper
inventory control in bonded warehouses, (p. 92)

The Committee endorses the Auditor-General's
recommendations that Customs should analyse dwell times
of goods under bond and direct investigative efforts to
those goods with apparently lengthy dwell times.
Similar comments apply to Audit's suggestion that
efforts should be concentrated towards those warehouses
which yield the greatest revenue. (p. 92)

Customs examine the benefits to be gained from
effectiveness surveys, correct the methodological
problems experienced with the warehousing survey and
proceed with further surveys as soon as possible so the
results can be used as management aids. (p. 92)

The perceived need for the bonded warehouse system
should be re-examined, including the implications of
abolishing or modifying the system. The Committee
considers that this issue should be referred to the
:Endustties Assistance Commission (IAC) for inquiry,
P. 93)



Petroleum
26,

Products (Chaétet 8)

Customs seek sgources of independent data to allow
checks of revenue due against revenue collected.
gstimates should be made against crude oil input
figures and any available sales or usage figures,
(p. 106) ’

Diesel Fuel (Chapter 9)

27.

Petroleum

28.

29.

The Department review the effectiveness of the
administration of the diesel rebate scheme. (p. 109)

Products Freight Subsidy Scheme (Chapter 10)

The Committee concludes that abuses of the Petroleum
Products Freight Subsidy Scheme are not under control
and the deterrents are inadequate. The Committee
recommends:

. immediate substantial increases in penalties;

. the freeing of more resources from other areas
for transfer to investigation work in this
area; and

- the application of aDP resources to the
administration, control and monitoring of the
f£reight subsidy scheme. (p., 114)

A comprehensive review of the Petroleum Products
Freight Subsidy Scheme be undertaken within a year of
the introduction of the other recommendations. The
review should include consideration of:

N the extent of abuses and their revenue
implications; :

. the costs of administering the scheme as well
as the costs of increasing surveillance and
investigation to plug the apparent gaps;

. means of streamlining procedures and

requirements to minimise opportunities for
abuse;

10



the implications, cost and benefits -of
abolishing the scheme; and

alternate ways
outcome. (p. 114)

of achieving the intended

11



CHAPTER 3
GENERAL MANAGEMENT STRATEGY

Background

3.1 The Australian Customs Service is currently a part of
the Department of 1Industry and Commerce, The State Customs
Collectorates and Sub-Collectorates have the direct operational
responsibility for the collection of excise and the control of
bonded premises.

3.2 Within the Central Office of the Department,
responsibility for the planning and coordination of strategies
for the collection of excise and deferred customs duties rests
with two branches in the Inland Revenue and Dumping Division.
These are, the 'Inland Services Branch' and the 'Resources Excise
and Bounties Branch'. The Inland Services Branch looks after all
the traditional excisable commodities other than energy related
products. This branch and the State counterparts are sometimes
referred to collectively as Inland Services in this report.

3.3 This Chapter deals with those general problems within
the Department of Industry and Commerce and the Australian
Customs Service which are common to the management of several of
the commodities under consideration by this inquiry., In this
respect the Committee's report roughly follows the organisation
of the Efficiency Audit Report which also looked at general
management issues separately from each commodity area.

3.4 The Committee identified a number of general management
issues, some of which had been raised by the Efficiency Audit
Report, some by the 1978 internal Management Review of Inland
Services operations, as well as other issues. These issues are
dealt with under separate sub-headings later in this chapter.

The Auditor-General's Recommendations on General Management and
the Departmental Response

3.5 The Concluding Summary of the Efficiency Audit Reportl
contained the following recommendations on the Inland Services'
management system:

'(i) Central Office should assess industry-wide production
and distribution systems for each commodity with a
view to establishing possible revenue gaps and
opportunities for evasion and use the results to set
out national control programs.

1 Australia, Parliament, Report of the Auditor-General
on_an Efficiency Audit: the Collection of Excige

i « Parl, Paper No.
70/1982, p. 11-12.

12



¢11) Central oOffice should create and monitor a consistent
and comprehensive risk management system for use by
Collectorates.

(iii)Central Office should review the points of measurement
of product within the production processes to ensure
the full accountability of producers for revenue due.

{(iv) The face value of penalties should be reviewed.'

3.6 Several further recommendations were made in
Appendix 11 of that Report:

', Central Office should establish and maintain a system
to monitor performance, to review changing risk
factors and to ensure cost-effective allocation of
investigation resources

. Collectors should establish similar risk management
procedures as well as investigation systems according
to guidelines set by Central Office. These
investigation systems should be systems—based aimed at
validating firms’ reporting systems and checking
points of revenue risks, and -

. there is a need to independently assess with some
confidence the full potential revenue due so that it
may be compared with revenue received and form an
integral part in the assessment of risk.' i

3.7 Audit also endorsed the conclusions of the internal .
Departmental review of Inland Services, carried out in 1977/78.
In particular, Audit reiterated the importance of effectiveness
measurement:

‘Central Office would be expected to be able to justify the
level of resources used in each Collectorate through a
control process relating program objectives and performance
effectiveness meagures to resource needs.’

3.8 The Department responded differently to each of the
recommendations, Overall however, progress has been
digsappointing. In this Section the Department's responses are
indicated briefly. More detailed Committee comment is made in
the following sections dealing with specific issues.

3.9 Progress with industry reviews has been very slow.
After completion of the tobacco industry review in 1983 the
program was delayed while attention was concentrated on the
development of systems based investigation techniques, In May
1984 the Department announced that it was conducting a review of
the spirits area. The program for completion of other industry
reviews has not been available.

I Efficiency Audit Reports, op..cit., p. 36.
2 ibide, p. 37. ' !

13



3.10 In fact Customs has been directing considerable effort
into developing and testing a systems based investigation
methodology aimed at validating £irms® reporting and control
systems and checking points of revenue risk. The consultant
Touche Ross and Co. is being used extensively in this process.

3.11 The recommendation on the introduction of a national
rigk management system was accepted by the Department and work
has been proceeding on the development and trial of a system
across several States. The Department claims that commodity risk
management policies will evolve when information starts flowing
from systems based investigations of individual companies. The
Department also claims that Audit's concerns about effectiveness
measurement will be accommodated by the risk management system.

3.12 Some consideration has been given to the points of
measurement of product for beer and tobacco but any changes were
ruled out. The recommendation on penalties was accepted by the
Department and penalties have been revised.

Strategic Planning

3.13 The Committee is concerned about the Department's
overall approach to the improvement of its management and
control systems. The concern stems from what the Committee
perceives as insufficient attention to careful, detailed,
strategic planning and priority setting.

3.14 In a submission presented to the Committee on 21
September 1983, the Department provided a list of the aims and
objectives of the 1Inland Services control program.l At the
public hearing on 21 September 1983 the Committee gquestioned
Departmental representatives about the overall strategy for
achieving these aims and objectives.2 Following that hearing
further clarification was sought from the Department on this
matter.

3.15 A two page response was provided on 8 September 1983
and is reproduced at Appendix 1. In this response the Department
argues that a timetable of activities has not been set because
of the importance of maintaining a flexible approach. The paper
nevertheless does identify several so called ‘'short term
cbjectives!, including

'the development of a national training program in
conjunction with State Officers; the means to
improve investigation techniques particularly in
the area of computerised record keeping; the
maintenance of uniform cost-effectiveness data by
State Officers; an effectiveness review of
warehousing operations; commencement of industry
reviews beginning with the tobacco industry.’'

1 Joint Parliamentary Committee of Public Accounts,
Inquiry into the Collection of Excise and Deferred
Customs Duties, Minutes of Evidence, p. 376-377.

2 ibid., p. 403-422.

13
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The Department appears to have contentrated on the development
of a risk management system and the introduction of systems
based investigation techniques. While these ‘tools are important,
they are not sufficient in themselves.

3.16 It appears to the Committee that Depdrtmental efforts
have been too heavily concentrated on developing the systems
based investigation techniques with very little progress in the
other areas identified. For example:

. tobacco is the only commodity £or which an
industry review has been completed;

. progress. on the introduction of a national risk
management system has been very slow;

. an effectiveness review of warehousing was carried
out but the Department now states that the
methodology was faulty and no use has been made of
that review and no further work has been carried
out in this area; and

. work on the training program has been proceeding
without an overall assessment of training needs or
achievements (this was only tackled after the
Committee asked for details).

3.17 The Department commissioned the consultants fTouche
Ross. & Co to undertake two reports entitled 'A Review of Excige
Investigation Technigues' and ‘'Modern Excise Investigation
Practice'. These were completed in the middle of 1982. In the
first of these reports Touche Ross states that

‘The 1Inland Services Branch needs fo formulate a

which is capable of
implementation in a medium term planning frame of say
three years.'

Touche Ross actually prepared a ‘first draft plan'. The
Department however, did not proceed with this management plan
choosing instead to devote resources to a pilot study using
systems based investigation techniques which were also suggested
by Touche Ross & Co. To the Committee's knowledge the draft
management. plan has not as yet been taken up.

3.18 Inland Services also appears to have difficulties with
the development and rigorous evaluation of options/policies for
control strategies,Issues seem to be dealt with on an ad hoc
basis as they arise rather than being tied into  the development
of an overall plan.
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3.19 The inquiry cast some doubts on Central oOffice's
ability to plan and coordinate strategies centrally, because of
the difficulties it appears to have in exerting control over
State Collectorates. The 1977/78 internal review of Inland
Sexrvices drew attention to this problem. Although this
difficulty has been somewhat alleviated with the increased staff
numbers in Central Office it seems that the problem persists.

3.20 The Committee is concerned at the length of time it
seems to take the Department to respond to changes and %o
suggestions for improveménts. Commodity control was introduced
during the 19608, There appears to have been ample time for
Customs to identify and implement control requirements under
this system, but it seems that this was only just starting to
happen in 1983. Similarly the internal review of Inland Services
was complete in 1978 and it seems that many of the
recommendations have not yet been acted on. The Committee
considers that more attention within the organisation to setting
objectives and priorities and strategic planning, might assist
with this problem.

3.21 In summary, evidence provided by the Department
suggests inadequate detailed planning to further the broad
objectives which have been identified. It is the Committee’s
view that while objective setting is extremely important, it is
of limited use if no plan of action is devised to match.
Identification of priorities also seems to need further work.

1. The Committee recommends that the Department begin
work immediately on a detailed plan which translates
overall objectives into specific operational
processes. The plan should facilitate co-ordination,
permit systematic review of options and assist in the
formulation of timely and detailed strategies for the
improvement of excise collection procedures, The
results of these routine investigations should
feedback into current operations and the plan itself.
Within this framework, attention should be paid to the
role and influence of State Collectorates.

Independent Validation of Production Quantities

3.22 A major problem with the current excise collection
procedures is that without independent statistical data on
production gquantities, the Department can never be confident
that its control strategies are effective because it cannot
estimate the revenue due and compare it with revenue collected.

3.23 Despite several requests the Committee did not see
evidence that the Department had undertaken a detailed study of
the posgsibilities of wusing independent data sources for
obtaining even 'order of magnitude’ estimates of production and
hence excise revenue due.
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3.24 In a supplementary submission. to the Committee,
following the Juner 1982 public hearings, the Department
indicated that a preliminary investigation of the possibility of
using Australian Bureau of Statistics (ABS) data for thé
independent validation of production volumes had not yielded anx
positive results. In a later submission (dated 12 August 1983)

the Department referred back to that investigation calling it ‘a
detailed examination'. When questioned about this discrepancy at
a public hearing in. September 19832 the Departmental
representative discussed the unsuitability of ABS data for this
purpose but indicated that further work was being carried out.

3.25 The Committee is not convinced that sufficient effort
has been directed to this area and suspects that for some.
commodities, ABS and/or other statistics could be used to obtain
approximate f£igures, once allowances were made for factors such
as time lags or duty~free components. The Committee is not
necessarily concluding that more work was not done by the
Department. However, the Committee despite several attempts, was
unable to extract the documentation covering the study from the
Department.

3.26 The Committee Aappreciates that there may be some
shortcomings associated with ABS figures. A more useful
independent source would be to consider production data. Firms
no doubt monitor their production processes by comparing actual
and expected outputs from known inputs., The Committee considers
that the Department should devote more attention to this avenue
and incorporate it in their systems apalysis.

3.27 The Committee also suspects that there may be
insufficient emphasis in’ the Department on the maintenance of
proper documentation on the background and basis on which
decisions are made. Such documentation is fundamental to an
efficient operation. Without proper records, work may have to
be répeated when staff changes occur or when personal
recollections fade.

2. The Committee recommends that Customs undertake, and
. document in detail, a comprehensive examination of the
possibilities for using independent data sources in
the validation of declared production quantities of

. excisable commodities. ’

Minutes of Evidence, .op. git., .p, 387.
ibid., p. §45-446. e

(S
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The Point at which Excise is Collected and the Tteatmex{t of
Losses

3.28 The Committee gave considerable thought to possible

~ modifications of the excise system, particularly the possibility

of changing the point at which excise is collected and the
manner in which losses are handled. These issues are covered in
detail for each of the affected commodities in the chapters
dealing with those commodities, At this stage however, it may be
useful to outline in broad terms the principles concerned.

3.29 Under present arrangements, excise is payable upon
entry of goods into home consumption. For a large proportion of
excisable goods this takes place only after the goods have been
transported or stored for some time under bond. When goods are
released from bond they are entered into home consumption and
excise duty 1s paid. Bonding essentially provides a means of
deferring excise payment until shortly before the point when the
excise paid can be recouped through sale of the product. The
same outcome could be achieved by means of an earlier point at
which duty is collected combined with more generous credit
arrangements for payment.

3.30 One approach considered by the Committee was moving
the point at which excise is collected back towards the end of
the production process for beer, tobacco products and petroleum
products, The proposal would reduce under~-bond movement and
storage of these exisable products and replace this arrangement
wi‘tli\ an extension of the settlement period for the payment of
excise.

3.31 The main advantage of such an adjustment to the system
would be that the length of time during which the products need
to be under Customs control would be decreased. This should
reduce the risk of diversion of product prior to duty payment as
well as reduce the Customs manpower resources required to
control these products. This should free up resources for use in
other, higher priority areas.

3.32 The main disadvantage of such a proposal would be the
cost, to the producers, of financing earlier excise payments. Aan
appropriate extension to the settlement period for excise
payment could compensate for this cost. The extension would need
to be based on an estimate of the average length of time that
the various commodities stay under bond.

3.33 The Committee appreciates some of the practicalities
agssociated with implementation of the proposal, particularly the
new administrative procedures that would be regquired to account
for ducy-free sales, exports, losses and the varying impact on
revenue and working capital that such measures might impose. The
Committee also notes that the measures and records which would
be required for assessment and collection of excise at. the
earlier points (identified in the relevant chapters on
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individual commodities) are already made by firms and in most
cases submitted to Customs. The proposal may streamline
procedures by eliminating some of the steps in the present
arrangements and, in some cases, reducing the number of premises
needing to be supervised. The Committee is not in a position to
recommend firmly such a modification in the excise collection
procedures, However it considers that possible alternative
methods of excise collection, such as this one, should be given
careful consideration by the Department of Industry and Commerce
and other appropriate departments in consultation with industry.

3.34 During the Committee's examination of this issue, the
associated problem of how to handle reimbursement of excise paid
on product losses which occur after the point of excise
collection, also emerged as requiring attention. The Committee
considers that under the present arrangements too much effort is
directed to the documentation and validation of product losses
both by Customs and by excise paying firms. The Committee is
anxious to ensure that further efforts are not wasted in this
area as a result of the proposal to move the point of excise
collection. .

3.35 Since losses constitute a relatively small proportion
of total excige liability care needs to be taken to ensure that
a disproportionate amount of time and effort is not put into
this area. 2An alternative approach should be devised which
yields the same amount of revenue but eliminates the need for
extensive validation and surveillance.

3.36 The Committee suggests (see chapters on individual
commodities) that a more cost-~effective approach would be to
make an automatic fixed percentage adjustment to the assessed
quantity of excisable product in the calculation of excise
liability. The adjustment £for each commodity would be based on
historical loss data over several recent years., The advantages
of this approach. would be that the need for validating losses
would be eliminated and firms would have a financial incentive
to minimise losses (the firms who managed to reduce losses below
the adjustment percentage would gain a net financial advantage).
vhe adjustment percentage would need to be determined by the
Department in close consultation with the affected industries.
This issue is covered in the recommendations associated with
each commodity in later chapters of this report.

3. The Committee recommends that the excise collection
system proposed in Chapters 5, 6 and 8 provide the
bagis for detailed examination of alternative methods
of excise collection aimed at streamlining
arrangements and increasing security over dutiable
product,
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Risk Management

3.37 In the Efficiency Audit Reportl the auditor-General
stressed the importance of a nationally coordinated «risk
management program .to enable Customs to maximise the
effectiveness of its control procedures by concentrating
investigative resources in areas of greatest risk to revenue.
This approach was also supported by the 1978 internal review.
Audit's concern was that at the time of the Efficiency Audit,
rigk assessment of firms was only being carried out at the
Collectorate level and separately for each commodity. This did
not allow the national coordination of resource allocation
according to risks to revenue. :

3.38 At the hearing on 7 May 1984 the Department advised?
that a 'standard premise risk rating form' has been developed
and that the risk management program is now proceeding in
Queensland, New South, Wales, Victoria, South Australia and
Western BAustralia. The program is concentrating on 15,000
premises in the warehousing area. Eztension to other areas isg
planned for sometime in the future. The Department also advised3
that the Inland Services Branch was seeking a microcomputer to
record and analyse the results of State investigations of
premises to replace manual data processing of the results of
risk management programs and cost effectiveness figures.

3.39 While the Committee welcomes the £act that some
progress is being made in this area it is extremely disappointed
that the advances have been s0 slow and so limited. Basically
the approach seems to have been to develop a set of guidelines
and leave it to each State to apply them. The guidelines
developed so far are apparently only for warehouses. In the
Committee's view, this is only a very minimal advance on the
J?ituation brought to our attention by Audit at the beginning of
982.

3.40 The Committee considers that the risk assessment
program (and therefore resource allocation) should be operated
by Central Office on a national basis., This clearly requires the
system to be computerised to allow Central Office to coordinate
inputs from States and to make decisions about relative
investigation staffing levels across Collectorates and
Sub-Collectorates throughout Australia as well as across
commodities, The Committee hopes that the microcomputer which is
being sought is intended for this purpose.

4. The Committee recommends that computing and staff
resources be made available to allow the immediate
implementation of a national risk assessment program
and that resource allocation decisions be made by
Central office on this basis.

Efficiency audit Report, op..git., p.32.
. T s SR._cit., p. 516.
ibid.. p. .

W ps b
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Systems Based estigation Technigues

e . -

3.41 Cusfins collects excise duties by means of a system
known as ‘cpmiodity control'. Under commodity control the
quantity of exisable product produced and the duty liability is
agsessed and fdeclared to Customs by the producing company. In
other words Cjstoms relies on the companies' production figures.
Customs has %access to company documentation and accounts.
Various checkE are made on these accounts to try to validate the

7

declared prodfction figures.

3.42 Theﬁ_cammittee agrees with Audit's view that Customs
should put more effort into systems based investigations aimed
at validating;firms' own reporting and control systems to ensure
that these ‘e adequaté for the protection of Commonwealth
revenue. This process, sometimes described as 'systems
auditing', lj@sically involves checking the company’s own
controls to %Zdentify points of risk to revenue. Where a
company's opérations are largely computerised, computer audit
software packdges are used in the process.
B

s
3.43 as ii‘iscussed in Chapter 6 the Department commissgioned
Touche Ross ahd Co to carry out a pilot exercise on one of the
cigarette maniifacturers to demonstrate the use of systems based
investigation ‘techniques. Following the success of that exercise
Touche Ross drew up a four phase consultancy program which ran
between Octobér 1983 and March 1984. It was designed to provide
Customs with systems based and ADP auditing skills, The program
consisted of: .

. Phase I - initial training of ten officers in ADP
concepts and systems based auditing; :

. Phage - II - first round of faur on-the-job field
investigations including investigation of another
tobacco company; T

. Phase III -~ further training in management
accounting, software review and evaluation of
Phase II case studies; and

. Phaée w - seéond’ round of on-the-job £field
investigations. !
3.44 In May 1984 the Department advised that three phases

had been completed and it was working on Phase IV of the
program,! which would cover a brewery, a distillery and a
licensed petroleum installation. A program of investigations had
akso been drawn up for 311 States for the remainder of 1984,

3.45 Systems baged investigation is <clearly a very
important technique in the collection of excise, and the
Committee is encouraged to see¢ it being developed with some
impetus. While the Committee recognises the importance of this

1 Minukes of Evidence, op. cit., p. 518.
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approach, it does consider that the Department has been relying
too heavily on this single investigative tool to the detriment
of other areas and methods which also require attention. These
are identified throughout this report.

Training

3.46 The 1978 internal review of 1Inland Services
highlighted the importance of training officers in investigative
techniques and suggested that this area had been neglected and
that there had been too much emphasis on industry and
departmental knowledge.

3.47 In response to discussions at the June 1982 public
hearings, on 16 September 1982 the Department provided details
of what was described as a draft .of ‘The Department's %raining
package! which was to be run as a pilot course, evaluated and
introduced early in 1983. No evidence of training in
investigative techniques appeared in this draft.

3.48 In September 1983 the Department advisedl that the
pilot course had been run in Melbourne in November/December
1982, Ip January 1984 the Department advised that the
standardised course on Inland Revenue had now been developed and
had been conducted in Brisbane and Melbourne in November/
December 1983, In mid 1982 the introduction of the course was
programmed for early 1983 and in the event it did not take place
until the end of 1983, This delay may either be interpreted as
evidence of the Department being over-optimistic about expected
progress when reporting to the Committee or, less charitably, of
its inability to achieve set targets.

3.49 The Committee chose to pursue with the Department the
question of training in investigative techniques., In response to
the Committee's detailed questions about numbers of courses.
conducted and the numbers of officers at different levels who
had completed these courses, the Department undertook a survey
of the extent of training of officers in all State offices.

3.50 The Committee does not wish to comment on the result
of the survey, but to make a more general observation about
Customs' approach to this quite crucial part of its operations.

3.51 The Committee considers that the information obtained
through this survey should have already been available to
Central Office, in aggregated form, to enable Customs to plan
its training program and direct training efforts to areas of
greatest need. The Committee cannot understand how the
Department could possibly be planning or managing resources
responsibly in this area without such an overall picture of what
has already been achieved and where the gaps are.

5. The Committee recommends that the numbers of officers
who have undergone adequate training and the numbers
still requiring ' training in specified skills be
monitored by Central Office.

1 Hinutes of Evidencs, Qp..cit., p. 390.
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Staffing Levels

3.52 Many of . the general management difficulties
experienced, have been attributed to inadequate staffing of the
Central oOffice units responsible for the development and
coordination of excise collection strategies and procedures, For
example, in Appendix 2 of the Efficiency Audit Report, the
Ruditor~General stated: '

'audit found that Central Office has not
undertaken systematic analyses of the general
control problems associated with individual
dutiable commodities and to assess industry-wide
production systems and distribution networks from
the point of view of opportunities for evasion.
Collectorates have largely functioned
independently and as a result, naticnal
intelligence or operational information has not
been sufficiently collated and applied to the
improvement of administration ...

The currently limited role of Central 0ffice in
Inland Services' Program direction and
co-ordination is ascribed by the Department to the
low relative priority accorded Inland Services in
Central Office. The Department advised that, in
response to other priorities, a decision was taken
in 1975 to reduce the Central Office Inland
Servic?s' organisation from Branch to Section
level.

3,53 At the public hearing on 7 May 1984 the Department
informed the Committee that there had been considerable staff
increases over ‘recent years. At the time when the Efficiency
Budit Report was tabled there were 27 Central Office staff in
the Inland Services and Resource Excise areas while on 7 May
1984 thére were 48. The Department also indicated that
agsociated with these increases a new Division has been created.
This is known as the Inland Revenue and Dumping Division and has
two branches devoted to the excise function, the Inland Services
Branch and the Resources Excise Branch. In the Inland Services
Branch there are two directors, one responsible for operational
matters and the other for planning and review activities, The
Resources Excise Branch has three directors: one responsible for
bounties and the others for operational matters in the resources
excise area.

3.54 The Committee considers that co-ordination and
strategic planning are vital in excise collection to ensure that
consistent and efficient procedures are used all over Australia
and this can only be done with a strong Central Office role.
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3.55 The Committee therefore welcomes these increases in
staffing at Central Office but is deeply concerned that it has
taken so long to build up the staff levels in an area that is.
responsible for very significant amounts of ‘tax revenue.

3.56 puring its visit to Bundaberg the Committeé . also
became aware that there are Customs Sub-Collectorates which have
very low staffing levels and are responsible for millions of
dollars of revenue. For example, Bundaberg has a total of four
staff and responsibility for over $10 million per year in excise
collection - alone, 1If the risk assessment approach being
developed currently is applied nationally, it should ensure that
there are no significantly under-resourced pockets.

3.57 The risk assessment approach .should be applied by
comparing risks to revenue at different locations and examining
relative staffing levels. The Committee, however, i3 not
convinced that the Department®s risk assessment system has yet
reached such sophistication and considers that the staffing
issue needs immediate attention.

6. The Committee therefore recommends that the Department
undertake, as a matter of urgency, a comprehensive
review of staffing requirements in Central Office and
the States. The key issue which should be considered
in this review is the level of staffing required in
the various Customs offices to protect adequately the
revenue collected through those offices.
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CHAPTER 4
DISTILLED SPIRITS

General Background

4.1 Customs and excise duties and sales taxé are levied on
spiritious beverages including brandy, rum, whigky, gin, vodka
and liqueurs. In 1983/84 excise revenue from s;;irits totalled
$118 million. This compares with $114 million in 1982/83 and $121
million in 1981/82,., Revenue from customs duty on :I:mported spirits
amounted to approximately $228 million in 1983/84. 7 ,v

4.2 Indexation of excise rates was introduced in the 1983
Budget. The rates will be increased every six months to reflect
increases in the Consumer Price Index (CPI}. In February 1984 the
excise rate for brandy became $17.37 per litre Bf alcohol, the
general rate for other spirits became $20.36 per litre of alcohol
and $20.90 per litre of alcohol for other spirits and liqueurs.

4.3 The production, bottling, storage and istribution of
thege items are all subject to Inland Servicess controls. The
initial duty liability falls on the quantity of dlcohol received
by ‘'spirit’ receivers' (storage vessels at the end of the
distillation process). Excise is paid on packaged quantities at
the time of release of the goods to the market. Distillers are,
required to account for losses between the stage of initial duty
liability and packaging. .

4.4 There are approximately 30 general distillers who
distill a range of different spirits, 30 wine distillers who only
distill wine into brandy and over 300 wine fortifyers (i.e. most
wine makers). In June 1983 there were also:

. 85 under-bond bottlers;
. approximately 27 out-of-bond bottlers who purchase
and bottle duty-paid spirits; ;
. 155 spirit storage bonds; and ‘
. 76 general bonds also handling packaged ;pirits.
4.5 Customs controls include licensing and registration of

producers and dealers. supported by field and documentary checks,
with the latter being regarded as the primary control mechanism.

4.6 Two areas which are of -particular concern to the

Committee, and which perhaps bear some further background
explanation here, ares v
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. spirit used to tortify Australian wine; and

. duty free spirit’ tor industrial, scientific and
medical applications. ‘

Spirit Used to Fortify Australian Wine (2J Spirit)

4.7 Prior to 23 August 1983, spirit £or fortifying
Australian wine (excise item 2J) was free of duty provided it was
actually usea for this purpose.

4.8 Fortifying spirit became autiable at $2.61 per litre of
alcohol as from 23 August 1983. On 21 September 1983, however,
this was reduced to $1.50 per litrze of alconol, backdated to 23
August, In February 1984, as a result of six-monthly indexation,
the rate became §1,56 per litre of alcohol. This duty was removed
on 22 June 1984 ana it was subsequently announced that revenue so
raised would be refunded.

4.3 Under the system which opefated for some 10 months the
spirit was liable to duty as soon as it was used for
fortification purposes and the duty was payable under the normal
weekly settlement arrangements for paying excise duties. If the
spirit were used other than to fortify wine, duty was payable at
up to $20.08 per litre of alcohol. Customs controls were
maintained up until the spirit was used for the express purpose
of fortification of Australian wine.

4,10 It should be noted that the aisparity in treatment
of fortifying spirit compared with other potable spirits creates
an incentive for the illegal diversion of fortifying spirit to
other spirits. The Committee makes further comment on this issue
at the end of this chapter.

Duty Free Spirit for Industrial, Scientific and
Medical Applications

4.11 Alcohol used for a range of non-potable purposes is
excise free but is subject to supervision by Customs because of
the potential for substitution for potable spirit. Spirit usea
for non-potable purposes accounts for more than 808 of total
spirits production in Australia.

4.12 Denatured spirit used in non-potable applications
is excise free. Denaturing is carried out by the addition of
toxic substances to make the spirit unfit for consumpcion.
Denaturants are specially selected to be unfit for consumption,
difficult to separate from alcohol and compatible with the
intended downstream industrial use of the alcohol,



4,13 Alcohol for non-potable use is produced in three
forms:

. fully denatured alcohol -~ completely outéide
Customs control {approximately 26% of production);

. 'specially methylated!' or ‘partly denatured’
alcohol =~ users must have Customs approval to
purchase (approximately 60% of production);and

. pure or undenatured alcohol =~ users must have
Customs approval to purchase (approximately 15% of
production} .

4.14 When such alcohol is used for industrial,
scientific, educational or therapeutic purposes it is excise
free., These spirits are listed in the excise tariff schedule
under the following items:

2M - spirit for industrial or scientific purposes (for use
in manufacture of vinegar, essences, scents and toilet
preparations); .

2N - specially methylated (or denatured) spirits;
2P - spirit for scientific or educational purposes;

2Q - spirit used for medical purposes (e.g. in public
hospitals, universities etc, and for medicinal
preparations) .

4.15 Spirit covered by items 2M, 2P and 2Q is pure
alcohol and chemically indistinquishable from alcohol used in
alcoholic beverages., This raises the possibility of diversion of
duty-free spirit to potable uses to avoid duty. (The Committee
comments on this in a later section of this Chapter.) On the
other hand item 2N covers spirit used for industrial purposes and
specially methylated to make it non-potable by the addition of
toxic chemicals.

4.16 CSR has the major share (approximately 90%) of the
market for spirits covered by items 2M, 2N, 2P, 2Q. Bundaberg
Sugar Company is the other producer of non-potable spirit.

The Auditor-General's Comments

4.17 The Auditor-General idefitified several areas of
.risk to revenue. The major areas are summarised below.

s Verification of production
The Auditor-General claimed that since Inland Services
is unable to verify company production independently,
revenue erosion through- the understatement of the
initial excise liability 1is posesible. Physical and
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clerical checks are performed on an occasional basis by

-Intand Services but do not provide comprehensive

confirmation of production. For spirits, the production
process involves distillers and bottlers;

Distillers

Independent monitoring of distilling production volumes
could be achieved through gealed meters. Audit
considered that the potential application of sealed
meters to s8tills to measure production should be
pursued by the Department. {Audit also pointed out that
in the UK the point of liability is set earlier in the
production process.):

Bottlers

The Auditor-General stated that the major risk to
revenue associated with licensed bottlers is the
possible understatement of production and release of
the excess without duty payment. Other risks lie in
false scheduling of duty-free exemptions, tariff
misclassification and late payment of duty.
Understatement of production could occur through
bottling of more than the recorded stocks of bulk
spirit and through overstatement of losses,
underfilling of bottles or understrengthening of
contents; .

Out of bond (unlicensed) bottlers
puty could be evaded by extension of duty-paid stocks
with duty-free bulk spirit;

Losses

The BAuditor-General stated that Inland Services'
controls over production losses of spirit were
deficient in that losses were accepted on the basis of
historical performance of individual licensees, without
independent technical analysis., Losses on customable
and excisable clearances can amount to as much as §12
million per annum (3% of customable and excisable
clearances). Audit considered that the data base
available did not permit Inland Services to monitor
spirit losses effectively and that national 1loss
standards should be developed as. a guide to control
officers. .

Control over product substitution

Audit stated that the production of substitutes is a
major revenue rigk for spirits. This has two aspects:
the production of potable producte not subject to duty
as substitutes for dutiable items; and the addition to,
or substitution of, duty-free spirit for spirit subject
to duty in the production of dutiable items;
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4.18

Control over use of 2M 2P and 2Q spirit

Audit drew attention to Inland Services' own surveys
which suggest that users of duty-free spirit under’
these tariff items do not keep adequate records of
uptake and use of spirity

Controls over spirit used for fortifying wine (27
spirit)

The Auditor~General expressed concern about this area
because of the considerable incentive and scope for
substituting 2J spirit for potable spirit subject to
duty. The incentive arises £from the considerable
difference in value between the two products. 1In
Audit's words:

'not only are there more producers, but there is
greater scope for producers to divert product as
grape stocks are used for many purposes, most
products not being under 1Inland Services' control
and stocks cannot be reconciled with 2J production.
For example, grape stocks may be K used for wine
production or for distillation as brandy or high
strength spirit and only some of the latter may
subsequently be cleared as 2J spirit. 2J spirit is
chemically closely similar to brandy, and is a
ready base for liqueurs,'; and

Additional control tools suggested by Audit

Because of the complexity of the spirits industry Audit
suggested that the Department shoulad consider
alternative ways of collecting the excise revenue on
spirits, such as by means of a sales tax. Auait also
suggested that the Department examine the possibility
of - using high resolution chemical analysis "in their
investigation procedures. This method could be used to
distinguish alcohols produced from aifferent raw
materials.

The ‘'Concluding Summary' of the Auditor~-General's

Efficiency Audit Report contained the following recommendations:l

'{i)

(i)

A risk management approach based on concentrating
control efforts on areas of greatest risks of loss of
duty shoula be applied. The approach shoula include
using workload, efficiency and effectiveness data as
the basis for resource deployment and details are set
out in Appendixes 1 and 2. (of the Audit Report).

A consoliaated data base on losses should be prepared
as a basis for decision on a standard losses policy.
There should be a move away £rom acceptance of losses
on the basis of patterns of precedent to one based on
objective assessment of the production processes.

1 Ihe Efficiency Audit Report, op. cit., p. 12.
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(iii) In view of -the aifficulties associatea with control
over excise revenue the relative advantages of an
extension of sales tax yis a vis the current excise
duty should be considered for review by the appropriate
authorities.

(iv) Changes in production and consumption patterns for
alcoholic beverages (e.g., away from dutiable items)
and the consequent possible need for amendment of the
Excise Tariff, should be monitored.'

Appendix 4 of that report also contained a further recommendation
on spirits:

'Audit recommends that the Department investigate
the feasibility and cost of chemical analysis as a
control tool.?®

Departmental Response

4.19 The Department accepted the Auditor-General's
recommendation that risk management principles should be appliea
to ensure that control eifforts ih <the spirits area are
concentrated on areas of - greatest risk.2 The Department is
developing a risk management system for use across all
commodities. The issue is discussea in Chapter 3 of this report.

4.20 In its _£irst submission to the Committee the
Department stated that

'A Working Party comprised of officers from the
States and Central Office is examining losses with
a view to achieving a national loss control
policy.'

4.21 In a later submission to the Committee the
Auditor-General's recommendation on a standard losses policy was.
specifically accepted by the Department and reference was made to
the Working Party.?

4.22 After several written requests to the Department
seeking clarification about progress in the losses area it became
apparent that the Working Party hao been daispandea arter
reporting to the September 1982 Collectors' Conference. The
Conterence had accepted the Working Party's recommendation that
all spirits volume measurements be corrected to the standard
temperature of 209 celsius.. .

1 The Efficiency Audit Reporf, s Pe 55.
2  Minutes of Evigence, op. Cit., p. 317.

3 ibide, P. 27.

4 ibid., p. 317.
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4.23 Other £findings. reported by the Working Party
includeds

L there are insurmountable difficulties in £ixing a
standard loss tolerance for vat storagey

. States apply a scale of loss allowance to cask
storage but the scale varies from State to State;

. there are no common bottling loss allowances;

B there is no common approach to the seeking of loss

data or returns from companies, the frequency of
lodgement, format or content of the returns.!'

4.24 The same Working Party also made the suggestion
that consideration should be given to a simplified approach to
loss control, involving an adjustment for losses being given in
the applicable rate of duty.

4.25 In a written response to the Committee, dated 12
December 1983 the Department stated that ‘'the goal of
establishing industry standards may not be practicable given the
differing products manufactured, processes, equipment and
efficiencies which exist in the spirits inaustry’. The matter of .
loss. control for all commodities was not clarified at the public
hearing on 7 May 19841 when the Department stated:

'The area that we have concentrated on so far has
been the spirits area, and our spirits review is
still examining that particular aspect.®

ana
'woin terms of the national loss control policy,
the only area we are making significant progress
in at the present time is the potable spirits
area.’ .

4.26 ' On the issue of collecting revenue as sales tax

rather than excise, the Department initially statea that it would
be discussing the matter with the Australian Taxation Office.2
on 12 August 1983, however, the Department submitted that:3

'Action dependent on Government direction as this
Recommendation involves. Government taxation
policy.'

4.27 The issue of sales tax versus excise is dealt with
in some detail in the next section of this chapter.

1 Minutes of Evidence, op. cik., p. 527.
2 jbid., p. 8.
3 ibid., p. 317.
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4.28 The Department rejected the recommendation that
Customs should monitor changes in production and consumption
patterns for alcoholic beverages.l The grounds given were that
this related to a government taxation policy matter which was not
seen as a Customs responsibility and that resources were too
limited.

4.29 The recommendation that the Department should
investigate the feasibility of chemical analysis as a control
tool was accepted by the Department. This matter is to be taken
uplin the recently announced review of the spirits industry (see
elow) .

4.30 At the public hearing on 7 May 1984 the Department
informed the Committee that a review of their spirits operations
had been initiated.2 The review, which is to examine the
effectiveness of controls, will concentrate initially on
concessional spirits and then potable spirits.

Industry Views

4,31 A8 a part of the inquiry the Committee inspected
digtilleries and bottling plants in Sydney, the Barossa Valley
and Bundaberg. These visits gave the Committee an opportunity to
become familiar with the technical processes involved in
distilling and bottling, to examine the control systems employed
and to seek the views of the industry on the matters raised by
the Auditor-General. . :

4.32 During the course of the inquiry the Committee had
many opportunities to seek informal views from various parts of
the spirits industry. In this process the Committee became aware
of considerable concern in the industry about unfair competition
from operators who appear to be avoiding at least part of their
duty liability. (See comments at the end of this chapter.)

4.33 The Committee also received submissions £rom
several groups concerned with the distilled spirits industry, and
more particularly, with Audit's response to the problems it
perceived in the area. Among the contributors were:

. Distilled Spirits Industry Council of Australia
and the Federated Wholesale Spirit Merchants
Agsociation of Australia in a joint submissionj

. Australian’ Wine and Brandy Producers' Association
Incy;

. Tarac Industries Pty Ltd; and

. Bundaberg Sugar Company Ltd,

1 Minutes of Evidence, op..cit., p. 317
2 ibid., p. 522.
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4.34 In .addition to general comments on the approach
taken by Audit, these submissions also addressed gpecific issues
highlighted in the Efficiency Audit Report. Industry's general
reactions and these specific issues are dealt with belodw.

General Reactions

4.35 A common general reaction by industry groups to the
Efficiency Audit Report, was to offer assurances of the integrity
of members and state that the Report indicated a lack of
appreciation of the practicalities of the distilling industry.

4.36 Tarac lndustries Pty Ltd, for example, disputed thne
assertion that there are incentives and many avenues for revenue
eévasion. They claimed that 'commodity control has operated
smoothly for more than a decade with little proven malpractice or
even suggestion of it.' The submission by the Distilled Spirits
Industry Council of Australia and the Federated Wholesale Spirit
Merchants on the other hand, reterred to a single case where
Inland Services detected that duty on fraudulently unrecorded
product "amounted to $0.5 million. . .

Point of Liability for Excise Duty

4.37 The Auditor-General noted that in the UK liability
for duty is determined earlier in the production process than in
Australia, In the UK duty is determined on wort and wash
production. This approach was not. supported in the. ipdustry
submissions received by the Committee. The Distilled Spirits
Industry Council suggestea that excise on spirits should be seen
as a consumption tax and not a production tax and shifting the
point of liability forward to the wort and wash stage is
impractical., It claimed that in distilleries producing both
industrial and potable spirits (i.e. some spirits free of duty
and others dutiable) there were to0 many sSide streams ana
recycling stages for adequate control.

4.38 While the Wine and Brandy Producers' Association
shared the Council's view that liability for excise should be
blaced at the last point prior to release for home consumption,
Bundaberg Sugar Company Ppointed briefly to the ramifications of
shifting the point of liability, either to a point earlier in the
production process or later in the production process. Bundaberg
submitted that shifting the point of 1liability back in the
process would lead to measurement. problems especially where there
was variability of product yield. On. the other hand Bunaaberg
contended that shifting the point of liability forward may create
problems in apportioning loss volumes among joint products (such
as rum, industrial alcohol and denatured spirit) when only some
of these may be subject to auty.
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Verification of Production

4.39 The kfficiency Audit Report drew attention to
Inland Sexvices' inability to verify the production data declared
by companies. Audit suggested that indepenaent monitoring of
distillery production volumes by sealed meters should be
considered as a method of overcoming this deficiency.

4.40 Industry submissiong advanced numerous problems
which would hinder the accurate measurement of spirit production
with meters, incluaing differing spirit strengths ana variations
in temperatures along pipelines. Industry did not believe that
the technology was capable of meeting the complexities and
vagaries of the process. In addition, concern was expressed
regarding the cost of the devices - particularly if they were to
be used in addition to current controlling mechanisms and if back
up control devices were also installed. Bundaberg Sugar Company
estimated that the instruments required would cost $30,000 before
installation. It alsc doubted whether at this price the meters
could be made adequately secure.

4.41 To counter Audit's argument that additional
controls, such as independent monitoring of production by sealed
meters, were necessary, the Distilled Spirits Inaustry Council
ana the Federated Wholesale Spirit Merchants' Association
contendea that:

. Inland Services has access to distilleries and can
compare actual raw material yield and expected
yiela and this process should quickly indentify
any .diversion;

. the collusion reguired to thwart current controls
would have to be extensive and large enterprises
are not motivated to engage in such activity; and

. verification of bottle levels and contents are
already handled by weights and measures
authorities ana health authorities.

4.42 Rudit noted that out-of-bond bottlers may evade
duty by extension of duty-paid stocks with duty-free bulk spirit.
This point was picked up in several submissions. It was

suggested that to safeguard against such f£raudulent behaviour
spirits bottling should only be permitted on ljicensed premises
under the control of the Department of Industry and Commerce and
particular attention should be paid to out-of-bond hottlers in
isolated areas. Bundaberg Sugar Company not only supported the
proposition regarding out-of-bond bottling but also suggested
that all production steps should be brought under Customs control
and the potential for using ADP analysis of movements as a
control device should be realised.
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4.43 The Wine and Brandy Producers' Association also
advocated that all bottling be done under bond. The Association
suggested an encouragement for this by removal of the separate
licence charges for bonded warehouses. This would permit, for
example, an Australian distiller to bottle imported, under-bond
spirits as well as his/her own product without having to pay for
another licence.

4.44 Bundaberg Sugar Company made the general point that
improvements in controls would increase costs. It speculated that
penalties were too low to encourage improved control among less
conscientious f£irms, and advocated that liability for losses and
penalties for avoidance/evasion of duty should cover Inland
Services' costs, in large measure.

Losses

4.45 Audit drew attention to the dearth of quantitative
information on losses and stated that 'Inland Services was aware
of the major factors affecting losses but had only limited data
on the quantitative impact of some of these factors.' The
Distilled Spirits Industry Council and the Federated Wholesgale
Spirit Merchante' Association of Australia downplayed this issue.
They submitted that losses had received ‘tan inordinate
expenditure of bureaucratic manhours disproportionate to the
magnitude of the perceived problem'.

4.46 A common sentiment amongst distilling industry
groups was that losses in distilling and bottling were inevitable
and in fact were an intrinsic part of the production process as
were variations in efficiencies. Tarac Industries Pty Ltd, for
example, objected to Audit's quest for a system of loss control
based on some objective assessment of the process., It claims that
for its own purposes it had a refined approach to inventory
control (losses and gains) as part of the distilling process. In
essence, normal business practice operating from the impetus of
the profit motive was a potent deterrent against excessive losses
- indeed a more potent deterrent than regulatory measures.

4.47 Of significant concern to the industry were the
number of variables which could influence production, bottling
and measurement. Tarac Industries Pty Ltd, for example, submitted
several pages of material on factors contributing to losses in
the distillation process. Mention is made of some of these
contributing factors, in the paragraphs following.

4.48 Variations and losses may arise while feedstock
wine is being handled. These - may be due, for example, to the
limited accuracy of sampling from large wine charges where there
may be a mixture of thick and thin wine and water. There are also
difficulties in accurately dipping gassy and frothy material, and
in determining alcohol content. The measured alcohol strengths
may vary according to the method of determination used eg
hydrometry, refractometry or chromatography.
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4.49 At distillation there can be losses from the still
vent when pressure build-up in the still is released, from leaks
in flanges, manholes or corroded pipes or resulting from
vaporisation if products are not sufficiently cooled. buring
spirit movement and storage, there may be leakages, shrinkage of
product volume on cooling, evaporation of spirit while dipping
tanks and variations resulting from different calibrations of
vessels.

4.50 Transportation and spirit maturation are also
stages during which variations in measurements and losses may
occur. Factors which impinge on readings during the transport
phase include the accuracy of road tanker calibrations, the
sealing effectiveness of valves and manifolds and temperature
fluctuations in transit. Figures provided by Tarac relating to
losses during spirit maturation suggest that losses vary over a
two year period from 5.5% to 3.7% according to whether small wood
or large wood vessels are used and the age of those vessels.
Revatting, according to Tarac, accounts for losses of 0.8%.

4,51 While quite extensive material on the factors which
may contribute to losses and variations along the production
process was provided, there was only very limited information
provided as to their magnitude, This observation is consistent
with the Auditor-General's £findings regarding the lack of
quantitative information on losses.

4.52 The industry groups submitted that there were
significant difficulties involved in developing an industry
benchmark for losses. The Distilled Spirits Industry Council
asked, for example, how should the standard be set without being
too low (and thus allowing an unprecedented bonus for the
majority of the industry) or being too high (and thus imposing
costs on the majority of the industry who may be £forced to
install costly equipment to match the high standard)., For their
part, Bundaberg Sugar Company advised that losses should be
considered specifically for individual seagments of the industry
and for various stages within each segment. It suggested that not
only do losses vary between different types of product, for
example rum versus brandy, but also losses vary between regions
for a given product. One factor contributing fo this variation
between regions is climate.

4.53 The treatment of losses iz one of the issues taken
up by the Committee at the end of this chapter,

Substitutes

4.54 While there was general agreement on the potential
for substitution between dutiable and non~dutiable product, there
was considerable diversity of opinion on the manner by which best
to minimise the problem. The joint submission from the Distilled
Spirits Industry Council of Australia and the Federated Wholesale
Spirit Merchants' Association supported an equivalent tax on 2J
spirit (that is the grape spirit used for wine fortification
purposes}) as on other spirits., This move would reduce the
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incentive to s'ubstitute or extend dutiable material with 2J
spifit. These groups did not support a concessional rate of duty
for fortifying spirits.

"4.55 In contrast, the Wine and Brandy Producers'’
Association sought an abolition of the $1.56 per litre of alcohol
tax on 2J spirit. It argued that this impost would not overcome
the diversion and substitution problems and only make 2J spirit a
less viable product. This view was also put by Tarac and Penfolds
during the Committee's visit to distilleries in the Barossa
Valley, Informal information provided to the Committee suggested
that some operators had been particularly ill-affected by the tax
and that grape stocks would accumulate as its use in spirit
fortification declined as a result of the increased cost of
fortifying spirit. (The excise on grape spirit for fortifying
wine was abolished on 22 June 1984.)

4.56 The joint submission from the Distilled Spirits
Industry Council and the Spirit Merchants' BAssociation also
suggested that to counter substitution, greater use be made of
Section 7 of the Excigse Tariff Act in relation to substitutes and
imitations of excisable goods. (Section 7 émpowers the Minister
to direct that goods which could -be substituted for any excisable
goods, or are intended to be, will be charged at an appropriate
excise rate.) They also recommended that more stringent controls
be introduced in relation to 2M, 2N, 2P, 20Q spirit which are the
undenatured and specially methylated types of spirit. Bundaberg
Sugar Company also suggested a tightening of controls
particularly by ADP analysis of stock and fransfers. )

Alternative Methods

4.57 A number of submissions from spirits industry
groups canvassed the additional control tools suggested on page
55 of the Efficiency Audit Report. The Distilled Spirits Industry
Council and the Federated Wholesale Spirit Merchants' aAssociation
supported consideration of the use of chemical analysis to detect
product substitution. They indicated that they would like to be
able to explore this with the Department of Industry and
Commerce.

4.58 The Bundaberg Sugar Company's view of the
usefulness of chemical analysis was much less sanguine. In its
opinion, chemical analysis was severely limited in its possible
use for the detection of substitution or extension. The Company
instanced that extension of brandy, illegally, using 2J spirit,
would be very difficult to detect by current chemical analysis
procedures as the chemical ratios of the tyo products were very
similar. The Company suggested, however, -that chemical analysis
be undertaken as an occasional, supplementary exercise rather
than as standard procedure.
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. The Bundaberg Sugar Company supported the
eyelopment of a consolicated data base and extended ADP
fdgilities to improve revenue security. It noted that the network
shijuld cover all production processes rather than concentrate
oriy on one aspect such as warehousing. Bundaberg suggestea that

it data, may not be necessary as it may be sufficient to
jrove the guality of data already supplied - perhaps by using
terial from other bodies such as the State Licensing Board and
th¥ Australian Bureau of Statistics.

Extension of credit period

PRETI

ra
4.6 While making their views known on issues raised by
the Bfficiency Audit Report, several groups took the opportunity
tol press for an extension of the credit period for payment of
duty. It was argued, that this would be appropriate given the
significant financial burden of the tax and the favourable terms
wilich had been extended for excise payment on crude oil and coal
exports. Bundaberg Sugar Company advocated an extension of the
cuirent credit period for payment of duty. At present, it was
arguea, the credit extended averages 3.5 aays. The Company sought
anj.extension of at least one week.

T

Sales Tax versus Excise

4.61 In summarising the findings of the Efticiency Auait
the Auditor~General noted that, in relation to duties on spirits:

'...given the aifficulties of the control task and
the fact that spirits are also subject to a sales
tax, Audit suggests that, as part of a more
systéematic examination of current control
procedures, the Department, in consultation with
tne Taxation Office, investigate the possibilities
for collecting by way of sales tax, revenue now
payable as excise duty. The attraction of this
option would be that it would no longer be
necessary o0 apply controls to producers; the
. existing control system applied to sales tax
. collection at the wholesale level woula be used.'y:

4.62 The Committee pursued this suggestion, taking it to
be a general proposition for extension of sales tax to currently
excisable products, and it obtained advice from the Department of
Industry and Commerce, the Commissioner of Taxation and the
Commonwealth Department of the Treasury. The Treasury and
Taxation submissions are reproduced at Appendix 2. The suggestion
also received comment from elements of the distilled spirits and
tobacco industries in their submissions.

1 The Efficiency Audit Report, op. cit., p. 6.



- s

General Information on the Tax System

4.63 Before undertaking a review of the points raised in
the various government and industry submissions, it may be useful
to consider some background information on the section of the tax
system on which the Auditor-General's suggestion impinged.

4.64 Excise duty is a tax on goods and services and is
paid indirectly via the purchase of those items, Accordingly,
excise is an 'indirect' or 'commodity' tax. Broadly, goods of a
type which are subject to excise when manufactured in Australia
are automatically subject to a similar customs duty when
imported. In addition to this 'excise component' of customs duty,
there is a 'protective component' which is designed to provide
assistance to domestic industry.

4.65 Excise on commodities such as alcohol and tobacco
has its rationale partly as sumptuary taxation., A sumptuary tax
is one that is levied on the manufacture, sale or consumption of
a good or service deemed to be 'undesirable'. The purpose of the
tax is to reduce consumption of the good or service relative to
other goods or services. While excise on spirits, beer, tobacco
and petroleum products produces significant revenue, this ’‘moral’
aspect distinguishes it somewhat £rom sales tax which broadly
functions as a general revenue raiser. Associated with the notion
of sumptuary taxation is the notion of externality. It is
generally accepted that the consumption of alcohol or tobacco
imposes costs and benefits which are not born only by the
consumer. Society at large, for example,- bears some of the costs
associated with the health care required in the treatment of
alcoholism and other drug abuse. The excise system partially
takes such considerations into account.

4.66 Excise in Australia is a 'unit tax'. This means
that it is applied at a.'specific rate per unit of guantity. For
example, excise on brandy is levied at the rate of $17.37 per
litre of alcohol irrespective of whether it is a cheap or an
expensive brandy. Because the tax is levied per physical unit,
tax revenue increases only when consumption of the particular
item subject to tax increases or when the rate of tax is
increased., In other words, an increase in price under a unit tax
system reduces the real value of the tax rate unless the nominal
rate is increased to keep pace. The 1983 Budget decision to
introduce half-yearly indexation. of the excise rates largely
overcomes this erosion.

4.67 Like excise, sales tax is a tax on goods and
services. However, unlike--.excise, sales tax is levied on an ad
valorem basis. This means that the tax is expressed as a
proportion of wvalue. Consequently tax revenue increases with
price increases as well as with increases in consumption. The
real value of an ad valorem type of tax is maintained when prices
increase. This adjustment is automatic and does not rely on
discretionary adjustments in the tax rate.

v
3
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4.68 The Commissioner of Taxation provided the Committee
with very useful background material on the operation of the
sales tax system. The remainder of this sub-section draws heavily
on that material.

4.69 Sales tax is a single stage tax which is designed
to fall primarily on sales by wholesalers and manufacturers, to
retailers. The intention is that all goods which are produced or
imported into Australia for use or consumption in Australia bear
sales tax unless they are subject to a specific exemption. The
levy, in fact, is not limited to sales only. Imported goods are
taxed when imported by retailers and consumers and goods leased
by tax payers are also subject to sales tax.

4.70 Sales tax is payable by three general classes of
persons: manufacturers, wholesalers and importers. Manufacturers
and wholesalers who are dealing with taxable goods must register
with the Tax Office in each State in which they have a place of
business. The Commissioner issues the registering parties with a
certificate which enables the manufacturing wholesaler to
purchase his raw materials or inventory, free of tax.

4.71 Tax is incurred only at the point of the 1last
wholesale sale to the retailer, A manufacturer who sells to a
wholesaler would be given a 'quotation of certificate' by the
purchaser and would not be required to pay tax. The wholesaler
who sells to a retailer charges his/her customer tax and accounts
for that tax on monthly returns lodged with the Tax Office.
Payment of the tax accompanies the return.

4.72 Manufacturers and wholesalers who purchase imported
materials or goods may do so free of sales tax by quoting their
certificate number when clearing the goods for home consumption,
Wholesalers charge sales tax when they sell to retailers. In the
context of the spirits industry, under the sales tax law, the
category ‘'manufacturer' includes parties who import, blend or
dilute overproof spirits to derive a product suitable for
consumption, Thus an importer of overproof spirits to be diluted,
blended and bottled in Australia enters the goods at Customs,
free of sales tax by quoting his/her certificate number. Import
duty is payable when the goods are cleared from bond, ie. entered
for home consumption. Sales tax is levied at the point of the
last wholesale sale in Australia.

4.73 . Sales tax is payable: on what is termed ‘'sale
value'. In general terms, this means the amount for which the
goods are sold. Where, for instance, the taxable transaction is.
something other than a sale by a wholesaler to a retailer, tax
applies to an amount which represents a fair wholeizale value of
the goods.

4.74 Sales tax is generally payable to the Taxation
Office 21 days after the month in which the last wholesale sale
was- transacted. In contrast, excise and customs (import) duties
are payable when the goods are entered for home consumption at
which time they are removed from Customs control. Generally,
there is a settlement period of 7 days.
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4.75 There are four rates of sales tax - 7.5%, 10%, 20%,
and 32.5%. Some goods are exempt from sales tax. Of the excisable
commodities, potable spirits, liqueurs and spirituous liquors
whether imported or locally produced, imported beer and imported
non-alcoholic grape wine and cider are taxable at 20%. Beer of
not more than 1.15% alcohol by volume is free of excise duty but
is subject to 20% sales tax., Domestically produced beer with an
alcoholic strength of more than this amount is excisable but is
exempt from sales tax. Imported beer is subject to 20% sales tax
irrespective of its alcoholic content. Non-alcoholic mead, perry,
sakeé, other similar fermented beverages and beverages similar to
cider or wine are exempt from sales tax whether they are imported
or locally produced. .

4.76 As from 21 Rugust 1984, sales tax at the rate of
10% is applied to Australian and imported alcoholic wine, cider,
mead, perry, sake and other similar fermented alcoholic
beverages, Imported alcoholic grape wine will also be subject to
additional ad valorem customs duties, equivalent to a
discriminatory tax of 10%, while imported alcoholic ciders are
subject to additional ad valorem customs duties equivalent to a
discriminatory tax of 20%., Similarly, imported non-alcoholic beer
is subject to additional ad valorem customs duties equivalent to
a discriminatory tax of 20%. Those products are not subject to
excise duties. Tobacco and tobacco products and petroleum
products such as crude oil, petrol, kerosene and diesel fuel
which are excisable are exempt from sales tax whether produced in
Bustralia or produced overseas.

4.77 For the purposes of the sales tax legislation,
beverages are regarded as being "non-alcoholic" where they do not
contain more than 1,15% by volume of alcohol.

The Sales Tax Proposal - Implications

4.78 As mentioned earlier, a feature of an ad valorem
tax such as sales tax is that the rates automatically maintain
their real value in the face of rising prices whereas per unit
tax rates decline in real value unless they are specifically
adjusted in line with prices. Data produced by the Department of
the Treasury in August 1983 document the fluctuations (and
overall decline) in the real rates of excise in the period
1973/74 to 1983/84. Those figures are reproduced in Table 4.1.

4,79 The 1983/84 Budget introduced six-monthly
indexation of excise rates based on movements in the Consumer
Price’ Index (CPI), with the adjustments to be made in August and
February each year. (The protective element of customs duties is
not adjusted as part of this process.)
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1983 Budget initiatives to index excdige duties and the excise
companént of customs duties and the &ecision to levy excise of
§1.56 per litre of alcohol on grape {gpirit used in fortifying
wine, (item 2J in the Excise Act), refiove the justification for
the sales tax option. (It should be £notea, that the excise on
grape spirit was removed on 22 June 1984 4dnd revenue so collected
is to be refunded in 1984/85.) The Bufidaberg Sugar Company, for
instance, changed their position on thé sales tax/excise topic as
a result of the 1983 Budget measuresi Its May 1982 submission
claimed that incentives for substitutidn would be reduced if the
sales tax proposal were taken up. Its’ September 1983 submission
argued, however, that the newly introduced excise on grape
spirit, albeit at a concessional rate :¢ompared’ to other spirits,
reducéd the incentive tor the illegal use of 2J spirit in the
extension of duty-paia spirit. The Coﬁipany also maintained that
ag with the sales tax case, the six-ménthly indexation of excise
rates would enable excise rates to kegp pace with inflation and
also remove the need for pre-Budget fguota controls to curtail
speculative buying. 7

4.80 Elements of the spirit%ﬁ_i’nuustzy argued that the

4.81 While the excise indexation measures eliminate one
reason for the extension of sales taxy “there is another feature
of the excise system which bears consideration. A per unit tax
such as excise imposes an equal absolute burden. on products
subject to duty. However that burden is more significant for
cheaper items than more "expensive items. In contrast, an ada
valorem type of tax imposes a burden Which is constant compared
to the value of the product, although it may vary in absclute
terms between similar types of product. An ad valorem tax
therefore does not intluence price relativities between more .and
less expensive products. In this sense an ad valorem tax does not
give distorted signals to consumers and producers regarding the
relative attractiveness of items and is to be preferred on
resource allocation grounds. .
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4.82 The economic arguments favouring an ad valorem tax
on resource allocation grounds only go some way towards resolving
the question of the appropriate tax system for currently
excisable goods. This is because the ad valorem prescription only
applies in the case where there are no externalities associated
with the good or service. Economic theory suggests that where
there are no costs over and above those which flow to the
specific congumer or producer (that is, negative externalities),
all goods and services should be taxed at the same ad valorem
rate. Where, however, there are negative externalities involved
there is an argument for an additional tax on those goods
commensurate with those negative externalities. In this way the
producers and consumers are reqguired to pay a cost which reflects
the full costs associated with the good's or service's production
or consumption. It might be reasonable to suggest that the tax
consist of a per unit of value element plus, where applicable, a
further component per unit of alcohol, tobacco or fuel. For
spirits, the current system of sales tax plus excise dJuties
incorporates these two elements. (This is currently not the case
for excisable products such as domestically produced beer with an
alcoholic strength in excess of 1,158 alcohol by volume,
cigarettes and other tobacco goods, crude oil, petrol, kerosene
or diesel fuel.)

4.83 Administrative implications of the sales tax
proposal also need to be considered. The replacement of excise
with sales tax would require that a number of excisable goods
presently exempt from sales tax be made taxable. This would
require a restructuring of the sales tax system to accommodate
the revenue to be collected from the products concerned.

4.84 Sales tax rates would also need to be restructured.
Rates required to generate equivalent revenue from spirits, for
example, would be in excess of 200% -~ a massive increase on
existing rates. The Commissioner of Taxation noted that while it
would be possible administratively to alter the law to introduce
such rates of sales tax, wider issues would need to be
considered. Several submissions - both from the spirits and the
tobacco areas - argued that there may be political problems
associated with the high ad valorem rates required to generate
equivalent revenue. The Distilled Spirits Industry Council of
Australia and the Federated Wholesale Spirit Merchants
Association made the additional point that those high rates may
cause. problems from the producer’s point of wview in that
consumers may switch to consumption of less alcoholic beverages
once they realise how heavily taxed spirits are.

4.85 The Efficiency Audit Report made it clear that the
extension of sales tax at the wholesale level was proposed
because of concern that the Department of Industry and Commerce
could not exercise sufficient control under the present system
without a disproportionate commitment of control resources.l The
Taxation Office acknowledged that the Office could take on the
administration of the proposed sales tax. The controls

1 ZXhe Efficiency Audit Report, op, cit., p. 50.
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" exercised through reqular audits by Taxation officers would

replace those currently operated by the Department of Industry
and Commerce. The ‘Taxation Office suggested that since
wholesalers would replace producers as the group required to
account for tax and because of the significant amounts of revenue
involved, there would be more frequent audits by Tax officers.
(At present investigations are conducted every 3 to 8 years.)

4.86 The Committee appreciates that it may be possible
to improve control and achieve administrative savings by
replacing Inland Services' administration of the excise system
with an extension of the sales tax system. It notes, however,
that the latter system is not perfect ‘and that there have been
problems with sales tax evasion over the years. In part these
problems have stemmed from wholesalers misclassifying goods to
take advantage of the wide range of sales tax exemptions
permitted, and also from practical difficulties in determining
wholesale value particularly where the retail enterprise does not
operate at arm's length from those at the wholesale level.

4.87 The Taxation Office noted that customs duties on
imported goods include an excise component. Any move from an
excise system to a sales tax system which ignores the excise
element of customs would result in divergent treatment of
imported and local product.

4.88 It is important to appreciate the practicalities ot
any change in.the current system of commodity taxation. PFrom the
Commonwealth point of view the switch from excise to sales tax
would, under present credit arrangements, involve a once~off loss
to revenue. This would arise because sales tax credit terms for
traditional excises average approximately 3.5 days. It is
estimated that the transition would amount to a loss of excise
revenue (including the excise component of customs duties) of the
order of $25 million on the basis of 1982/83 figures.

4.89 From the industry's point of view there would be
disruption to the current structure of the industries concerned
particularly during the period of transition from one system to
the other. As noted above, the current excise system favours
relatively expensive products at the expense of cheaper products.
Production and marketing strategies have been formulated on the
basis of this tax structure. This point was made in the
submission by W.D. and H.0. Wills which held that 'much of our
manufacturing and marketing methods and skills and millions of
dollars. of investment are determined by the current excise
systen'.. .

4.90 A change in the tax system would influence
production strategies and may also lead to changes in market
shares, There would be winners and losers in this transition and
among the winners would be consumers, producers and importers of
cheaper products, The Bundaberg Sugar Company Limited extended
this argument and claimed that in fact there would be a tendency
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to produce inferior 'prqducts and there would be increased
activity by backyard operators which would increase the
surveillance burden on Inland Services.

4.91 Another practical consideration is that collection
of all the revenue as sales tax would increase the time that
excisable products need to be under Government control, This
would mean that there would either be increased risk of diversion
or a greater requirement for resources to control the product or
both, It must also be remembered that the product, in the case of
spirits, would be potentially very valuable during this period
prior to the collection of the sales tax. This period would
extend from the time of production until the point of the last
wholesale sale., The incentive and opportunity for diversion would
appear quite considerable.

4.92 The Auditor-Generall summarised the control
problems in the spirits area in the following terms:

'There is no question that a large and intricate
control network is required to manage the risk for
spirits given the incentives and many avenues for
revenue evasion,'

In view of the considerable control difficulties experienced
under the present arrangements for collection of excise on
spirits the Committee cannot support the proposal to collect
excise revenue as sales tax. In the Committee's view this move
would only increase the opportunities for evasion of the tax and
would therefore exacerbate control problems.

4,93 Another consideration is that under the present
arrangements the risk to revenue is in a sense diversified for
some products bhecause the money is collected in two stages: as
excise and as sales tax. Collecting all the revenue in one stage
would in a sense consolidate this risk into one collection point.
Successful evasion of this one new tax would deprive the
Commonwealth of all revenue from spirits whereas under current
arrangements both stages have to be avoided to achieve this end.

The Committee's C ts and Rec dations

4.94 As indicated earlier in this chapter, parts of the
spirits industry seemed convinced that significant evasion of
duties on potable spirits does occur, either by extension of
duty-paid spirit with duty-free or fortifying spirit or by sale
of spirit on which duty has not been paid. The Committee is most
concerned about the possible effects of such practices because - of
the great difference between the cost of duty-paid spirit
compared with duty unpaid spirit. The incentive to avoid duty is
clearly considerable.

1 The Efficiency Audit Report,.op..git., p. 54.
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4.95 The potential disruptive effect on the market, of
duty-unpaid spirit competing with duty-paid spirit, is also
considerable. The Committee is particularly concerned about the
potential effect on the viability of honest operators, of the
marketing of spirit which may be costing the dishonest operator
up to $7 or $8 per bottle less than the cost incurred by the
honest operator. The problem has serious implications not only
for the Commonwealth revenue but also for the health and
stability of the whole potable spirits industry. The Committee
considers that this issue should be of concern to Customs because
it is the imposition of high excise rates which produces these
potentially unstable conditions in the market.

4.96 The Committee considers that Customs should devote
special attention to the collection of excise duties on spirits,
particularly in view of the siezure by Customs of an illicit
still in Sydney in July this year. In addition to the still which
is believed to be the largest illicit one ever found in
Australia, Customs officers also confiscated 5000 1litres of
distilled ethanol spirit representing some $100,000 in evaded
excise duty.

4.97 The Committee considers that an event such as this
provides. disturbing evidence to substantiate industry disquiet
regarding illegal -practices, The Committee itself received
information which was directly relevant to this matter and views
the incident with considerable concern,

4.98 The Committee believes that the Customs
investigation of the case may have been hindered by provisions of
the Excise Act. The Excise Act which relates to domestic goods
provides officers with powers which fall short of those available
under the Customs Act which relates to imported goods. For
example unlike the Customs Act, the BExcise Act provides officers
with the authority only to inspect goods and not documents.

7. The Committee recommends that urgent attention be given
to increasing the powers exercised by officers under
the Excise Act to make them comparable to those
exercised under the Customs Act particularly regarding
the powers of access to documents. The Committee also
recommends that care be taken to safeguard civil
liberties and to prevent the possible abuse of powers.

4.99 The Committee is also concerned about the spirits
area because the excise rates for spirits are so high that the
increase in vdlue due to the imposition of the excise amounts to
several times the cost of production of the spirit. Hence once
the spirit is in a potable form and duty liability has been
incurred the Government in effect has the major 'stake' in that
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product. As the producer's ‘stake' is lower it is only to be
expected that companies acting in their own interests would
‘design controls appropriate to the protection and control of the
lower value product. Consequently, the Committee is not convinced
by the argument that producers' own commercial interests
necessarily ensure adequate control of the products for excise
purposes.

4.100 " Furthermore, the sspirits area represents a
difficult control problem for Customs because of the complexity
of the production/distribution system. The complexity arises
because of the large number of different types of producers and
bottlers and distributors. While there are several very large
producers there are also many small producers and bottlers, All
these factors contribute to making this a high risk area from the
point of view of excise collection,

4,101 These control problems also need to be looked at in
the light of the value of revenue involved. While approximately
$112 million is collected per annum as excise on spirits, Customs
has no reliable way of estimating actual production and therefore
actual revenue due. Given the system's complexities and the
control difficulties, it is 1likely that improvements would be
labour intensive and therefore expensive. Customs has
consistently claimed that independent statistics on production
and sales are either not available or not reliable.l Furthermore,
Customs apparently has not considered independent flow metering
for spirits.

4.102 In these circumstances it seems to the Committee
that one remaining course open to Customs is to make improvements
progressively in their controls and to monitor each changed
procedure to ascertain costs and benefits. In other words Customs
should at the very least, have a rigorous system of effectiveness
reporting in each State. In this way results should be feeding
back to Central Office to allow evaluation of the effectiveness
of existing procedures and controls. This should then feed into
further adjustments to the control procedures.

4.103 The Committee is concerned that the Department:
still seems to have difficulty achieving a consistent approach to
the treatment of losses across States and across dJifferent
producers. The Department claims that all losses must be reported
and justified but there appear to be enormously varying standards
for acceptable losses in different States, For eXample, during
industry inspections, the Committee saw evidence to suggest that
much higher bottling losses were considered acceptable in New
South Wales compared to South Australia.

4.104 As indicated earlier in this chapter the Committee
made several attempts to establish what progress the Department
had made on loss control in the spirits area. Overall the

1 Minutes of Evidence, op. cit., p. 387.
2 ibid., p. 379. ’ !
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Department's responses did not clarify this issue adeguately. It
appears that the only progress made since the Efficiency Audit
has been the acceptance of 200 Celsius as the standard
temperature to which all measurements should be corrected,

4.105 The Committee is not convinced that the Department
has made adequate efforts to tighten up the problem of spirits
loss control since it was raised in the Auditor-General'’s report.
The Committee has been unable to extract any evidence from the
Department to suggest that any ‘cross-State' comparisons had been
made. At the very least State Collectorates could have a lot to
learn by exchanging ideas about experiences and methods used in
this area. The <Committee also considers that the Department
should have made more progress towards deciding on the
practicality of industry standards.

8. The Committee recommends that a national loss control
strategy for spirits should be developed and
implemented as a matter of urgency.

9, The Committee reiterates the recommendation of the
National Loss Control Working Party that consideration
be given to a simplified approach to loss control,
involving an adjustment for losses being given in the
duty levied.

4.106 The Committee has identified two main arguments in
favour of this approach. One argument is that there would be
savings in administrative and investigative resources currently
used to monitor and check losses. The second positive effect
would be that incentive for the producer to minimise losses would
be increased if the duty (with the appropriate adjustment) had
been incurred as soon as the spirit was received into the spirits
receiver and no further allowances could be made. It would then
be in the company’'s commercial interest: to control the spirit
more securely because its value to the company would inciude the
quite considerable excise component. Any losses would decrease
the company’s returns much more significantly than is the case
under the current system. Currently the commercial incentive to
minimise losses only amounts to the cost of production (which is
a small part of the ‘'excise pald" value of the spirit).
Currently, the difference between the cost of production and the
'excise paid' value of the spirit, represents the commercial
incentive to divert excise-~free spirit (such as ‘'acceptable'
losses) to potable uses. Under the proposed system in which duty
is incurred earlier than at present, that incentive would not be
there for the company after the distillation was complete.
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10. The Committee agrees with the views of the Distilled
Spirits Industry Council and recommends that spirits
bottling only be permitted on licensed premises which
are subject to control by the Department. Thiz would
eliminate one category of operator, and should reduce
the risk of illegal extension of duty paid spirit with
duty-free spirit.

4.107 As outlined earlier in this chapter, a significant
quantity of pure undenatured alcohol is produced and sold for
industrial, scientific and educational applications. This alcohol
is excise-free, but is chemically indistinguishable from potable
alcohol., The volume of alcohol involved would attract annual
excise revenue of the same order of magnitude as that currently
collected on potable alcohol. Consequently the potential revenue
involved is substantial and the potential for substitution
considerable,

4.108 While end users of this alcohol must be registered
with the Department and must be ‘'approved' to receive pure
alcohol, the Committee is not convinced that the controls over
the disposal of this spirit by end users, are as rigorous as
those exerted over the producers. This suggests that there is a
real weakness in the system in this area. The Department has
advised that as registrations are renewed, each user will be more
carefully examined., The Committee is not satisfied however, that
sufficient control or surveillance of end users takes place. The
Committee considers that this area needs urgent and considerable
attention. The end users should be required to maintain proper
records of how the alcohol is used and these records should be
reqularly checked and verified by the Department.

11. The Committee recommends that Departmental resources be
applied to ensure proper surveillance and investigation
of end users of pure alcohol so0ld excise-free £for
industrial scientific and educational applications.

4.109 The Auditor~General in his Efficiency Audit Reportl
stated that:

‘the Department proposed in March 1980 the
establishment of a Working Party to examine
existing controls over 2J spirit and to report
upon the efficiency of controls with
recommendations for appropriate and feasible
changes including an implementation program.
Subsequent to the completion of audit fieldwork
Audit was advised by the Department that enhanced
control procedures had been introduced.’

1 The Efficiency Audit Report, op, cit., p. 53
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4.110 The nmajor change on 2J spirit was the introduction
of excige at the concessional rate of $1.50 per litre of alcohol.
This duty was removed on 22 June 1984. The Department argues that
officers are more diligent about controls ‘wvhen there is some
revenue involved than when there are no revenue implications.
Such sentiments ‘do not provide much comfort in light of the
recent decision to remove the duty. The large discrepancy in the
treatment of fortifying spirit compared with other spirits
provides a considerable incentive for diversion. Persistent
rumours in the industry about abuses in this area add to the
Committee's considerable concern about fortifying spirit.

12. The Committee supports the Department's announcement
that a review of their spirits operations is currently
being undertaken. The Committee recommends that this
review be .comprehensive and that sufficient
Departmental resources be allocated to it to allow it
to be completed urgently. The review should pay
particular attention to the control of fortifying
spirit as well as excise free~spirit used in other
applications.
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CHAPTER 5
BEER

General Background

5.1 Beer is defined.in the Excise Tariff 1901 as any
fermented liquor, of more than 0.5% alcohol content by volume,
brewed from a mash and containing hops or other bitters.

5.2 Excise on beer is levied by the litre, rather than per
litre of alechol , as 1s the case with potable spirits. The
excige yield from beer in 1983/84 was $1159 million. It is the
second largest source of excise revenue after petroleum products
and accounts for 15% of total excise revenue. Six-monthly
indexation of excise rates was introduced in the 1983 Budget, The
1984 Budget reduced the rate of excise on beer of not more than
3.8% alcohol by volume but more than 1,158 by volume from 66
cents per litre to 58 cents per litre. Beer of an alcoholic
strength in excess of 3.8% faces excise of 66 cents per litre.

5,3 According to Australian Bureau of Statistics (ABS)
figures, overall beer consumption fell from 1939.6 million litres
in 1981/82 to 1890.7 million litres in 1982/83. This represents a
reduction of 2,25% in consumption over the period. It appears
that this trend may continue.

5.4 There are currently seven major brewers in Australia,
operating from 21 breweries. All are members of the Australian
Associated Brewers (RAB), which is the peak council of brewing
interests in Australia.

The Brewing Process

5.5 Beer, as defined above, commonly includes ales, lagers
and stouts. The variations in the colour and flavour of these
beverages result from the use of slightly different raw materials
and brewing techniques. in each case.

5.6 All raw materials are measured before being added to
the production process. The brewers also carry out regular
reconciliations of inputs and outputs. Various methods are used
in the measurement of liquid product during processing and there
appears to be little uniformity between breweries in the types of
Teasugement devices in operation. The range of devices used
ncludes:.

. sight glasses on the storage tanksj

. meters - for example, between the fermentation and
maturation tanks or between the bright beer tanks
and the packaging units; and

. sensors inside the storage tanks.
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5.7 The basic commercial brewing 'pzocess includes four
phases: malting, mashing, worting and fermentation.

5.8 Malting )

The raw cereal, usually barley, is steeped in water at
a controlled temperature then allowed to germinate. Germination
enables the development of a number of enzymes required later in
the brewing process. When the shoot has appeared, the malt is
dried in a kiln until growth is halted or at least retarded.
After drying, the malt is cleaned, polished and cured. Malting
usually takes place away from the brewery and is often carried
out by independent operators.

5.9 Mashing

At the brewery, the ground malt is mixed with warm
water in a false bottomed tub to form a mash. Other ground
cereals such as unmalted barley, wheat or rice are sometimes
added to the mash to introduce particular characteristics, The
temperature is raised progressively to enable the enzymes
developed during malting to convert the starches into fermentable
sugars. The mash is then allowed to settle. The spent grain forms
a filter bed through which the liguid, now known as the wort, is
drawn off into the wort kettle. The grain is 'sparged’ (sprayed)
with hot water to separate any remaining wort. This liguid is
also drained into the wort kettle.

5.10 Worting

The wort is then brought to boiling point and the hops
added, usually in three stages. Hops give beer its characteristic
bitter flavour and partially clarify the wort. Boiling
concentrates and sterilizes the wort., The process takes about two
hours. Immediately after the last addition of hops, the wort is
drained from the kettle. The hops are strained and sparged to
remove any remaining extract.

5.11 Fermentation

The wort is cooled quickly and yeast added to enable
fermentation to cccur. The fermentation time varies according to
the product desired and the type of yeast used. For example,
lager is fermented at up to a maximum® temperature of 169C for
about 8-10 days using a yeast that settles on the bottom of the
tank. Ale is fermented at temperatures of up to 240 C for 5-8
days using a yeast that rises to the top of the vat. Carbon
dioxide, a by-product of fermentation, is sometimes collected
during this process for use at a later stage.

5.12 Maturing ard Pinishing

The new beer is pumped into storage tanks and is
maintained under pressure from this point. It is allowed to
mature for some time: a minimum of 7 days for draught beer, 14
days for packaged beer. The new beer may be carbonated by
allowing controlled secondary fermentation to occur under
pressure during maturation. Alternatively, carbon dioxide is
injected into the beer as it is filtered. After filtration the
product is known as bright beer. If necessary, product is blended
to maintain uniformity and de-aerated water may be added to lower
the alchohol content. Product that does not meet quality control
standards is reprocessed.
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5.13. Bulk beer is pasteurised following £filtration. The
bright beer is then stored in large tanks at low temperature
prior to packaging in kegs, bottles or cans. Packaged beer is
pasteurised after it is bottled or canned.

5.14. Customs controls are concentrated at the point of
packaging. Brewers are obliged to submit new containers to
Customs so that their capacities can be established. The kegs,
into which the beer from the bright beer tanks is pumped, are
counted manually and the number and size of the kegs is recorded
by the company. The product is then moved into on site storage
facilities under Customs control. In the case of canned and
bottled beer triple~banked pressure-~sensitive counters are used
to record the number of filled containers produced. The counters
are locked and the keys are held by Customs. All losses after
counting must be accounted for. Refunds of excise duty are
allowed on bulk beer if the beer is unfit for consumption and not
more than one eighth of the content has been removed. No refunds
are allowed on packaged beer.

5.15 Excise on beer is assessed by multiplying the dutiable
quantity in litres by the excise rate, Dutiable quantity is
assessed by multiplying the number of containers by their average
volume. Excise duty is. collected when the product is entered for
home consumption.. All losses between packaging and payment of
duty: must be accounted for to Customs. The smaller breweries
usually enter product directly into home consumption as it leaves
the factories. However, considerable under-bond movement of
product occurs from the major breweries.

The Auditor-General's Comments

5.16 In the Bfficiency Audit Report, Audit observed that for
beer, Customs concentrates its resources at the packaging stage.
Audit questioned whether revenue was adequately protected under
these arrangements. The possibility of diversion of product
between the bright beer and the packaging stages was discussed.l

5.17 Audit suggested that, if the point of excise liability
were to remain at the packaging stage, the Department should
assess the need for improved upstream checks. Considerations
raised by Audit included:

. the possibility of reconciling raw material and/or
production processing data with final yield data
(recognising the considerable variability which
characterizes the brewing process); and

. the significant losses between the bright beer and
packaging stages - these vary between 2% and 3.5%
on Audit's observation and are not subject to
systematic departmental verification..

1 The Efficiency Audit Report, op, cit., p. 44, 45.
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5.18 Audit suggested that liability for excise duty on beer
might be calculated at the bright beer stage. If this were done,
an allowance for losses after the bright beer stage could be
built into the calculation of excisable quantities. This would
provide an additional incentive for manufacturers to minimise
losses and maximise security against diversion.

'5.19 In its response to Audit during the Efficiency' Audit,
© the Department indicated that: :

. considerable difficulties existed in accounting
for product at the bright beer stage;

- the tanks were not calibrated sufficiently
accurately for measurement purposes;

- bright beer was often recycled through the
production process or extended with water when
the alcohol content was too high; .

- excise was payable only on product that went
into home consumption, not on production
wastes; and

. diversion of bright beer was highly unlikely as it
would require conspiracy by senior management.

5,20 Audit responded that use of accurate sealed measuring
devices at the bright beer stage would overcome most accounting
problems. The National Measurement Laboratory which was consulted
on the possible use of measurement devices at the bright beer
stage considered that unless the volume of bright beer produced
was. accurately measured, Customs would be unlikely to detect any
diversion of product. Audit stated that preliminary enquiries had
indicated that appropriate measurement devices could be purchased
for approximately $2,600., However, the Laboratory agreed with
Customs' view that diversion was unlikely "and would require
conspiracy at a high level.

5,21 Auditl recommended that:

1) Consideration should be given to assessing
. liability for duty at the 'bright beer' stage
of production. . .

(ii) Additional independent. checks of production
quantities should be undertaken to provide
assurance of adequate accountability for
product.. This should be  achieved .by use of
devices for measuring product volumes where
increased assurance is deemed warranted.

(iii) " Check programs should be designed to validate
the adequacy of the producers' accounting and

T The Efficlency Audit Report, op. oif., p. 1Z.
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recording systems rather than to detect
clerical errors. Effectiveness monitoring
should be re-directed to evaluating the
reliability and accuracy of control systems
“and revenue protection away from the current

emphasis on clerical checking of
documentation,'
5,22 Auditl also recommended:

. the use of independent production volume data,
such as ABS statistics, to validate beer
excise duty collections

. promulgation by Central Office of detailed
guidelines on appropriate field checking
methods to validate production losses between
the bright beer and packaging stages

o application of a suitable risk management
process in a systematic way.

Departmental Response

5.23 The Department's response to Audit's recommendation
that consideration be given to relocating the point of excise
liability on beer to the bright beer stage, was guarded at first.
In its initial submission to the Committee, the Department
accepted that meters could be used to ascertain the volume of
bright beer.2 Acceptance was based on discussions held with the
AAMB and one meter supplier. However, meters were seen to be
costly and inaccurate. The point was also made that as diversion
at the bright beer stage would require collusion within senior
management, meters would not necessarily prevent diversion of the
product.

5.24 In its submission of August 1983,3 the Department
rejected Audit's recommendation on the following grounds:

. the industry strongly objected to the proposition;

. there was no evidence and little 1likelihood of
diversion of product at the bright beer stage;

. there was no loss to revenue involved in waste
losses during the beer production processes;

. there were doubts whether knowledge of the
quantity of bright beer produced would provide
greater assurance that the revenue was protected
as production wastes could not be measured; and

. transfer of excise liability upstream would
require more Customs resources and could not be
cost effective.

' The Efficiency Audit Report, op. cit., p. 45.
T v QPa.Git.. p. 18.
ibid., p. 18.
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5.25 Audit's recommendation for additional independent
checks of production quantities using measuring devices received
a similarly guarded first response. As set out above, the
Department accepted that meters could be used for measurement
purposes, but guestioned their practicability. Production losses
between the bright beer and packaging stages were seen to present
a particular problem as they were not adaptable to measurement.
The Department reiterated that manufacturing losses were not
revenue losges - which Audit had recognised - and were therefore
the responsibility of the manufacturers, not the Department.

5.26 Further to that response, the Departmentl rejected
Audit's recommendation on the use of meters at the bright beer
stage on the following grounds:

. acceptance of the Australian Association of
Brewers’objections to the use of meters (see later
in this chapter); and

. perceived legal problems relating to ownership,
installation, access to meters and the cost
factor.

5.27 In response to Audit's recommendation that check

programs be designed to validate the adequacy of the producers'
accounting and recording systems as opposed to checks for
clerical errors, the Department cited the planned introduction of
systems based investigations (see Chapter 3).

5,28 In September 19822 the Department outlined the giounds‘
for rejecting the use of ABS figures to validate the amount of
excise duty collected on beer, on the basis that:

. the data do not include statistics on duty-free,
export, under-bond storage, breakage and return
quantities; and

. where information is available on exports, under -
bond storage quantities, etc. it cannot be related
to particular production runs.

5.29 The Department referred again to these reasons for
rejecting use of ABS data in its submission of Aaugust 1983,3 It
claimed that a detailed feasibility study had been carried out on
the. use of the figures and that no alternative sources of data
had been identified. However, at the public hearing of 7 May
1984, the Department. stated that it was following up the
possibility of using . industry figures for reconciliation
purposes.

Minutes of Evidence, op. cit., p. 314, 315.
2 Information supplied on 16 September 1982 by the
Department of 1Industry and Commerce in response to
questions. raised by the Committee at the June 1982
hearings (Submission No. 9).

. ¢ QP cit., p. 316, 387.
dbid., p. 581,

- W
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5.30 The Department argued that Audit's recommendations
that:

. Central Office promulgate detailed guidelines on
appropriate f£ield checking methods to validate
production losses between the bright beer and
packaging stages; and -

. a suitable risk management process be applied in a
systematic way

were being implemented through the introduction of risk
management and systems based investigation programs. At the time
of writing, one brewery had been investigated using systems based
investigation techniques and was found to have strong internal
controls. The Department planned . to examine another five
breweries during 1984, The Department informed the Committee on
11 May 1984 that risk management had not yet been applied to the
brewing industry.

Industry Response

5.31 During the Inquiry, the Committee visited Carlton and
Onited Brewery's MAbbotsford plant and the Northern Territory
Brewery Pty Ltd. The latter is an approved place for the storage
and distribution of packaged beer. The 'AAB made a submission to
the Committee and gave evidence at a public hearing in June 1982.

5.32 The Association was critical of the Auditor-General's
Report on a number of grounds including:

. lack of consultation with the industry;

. false imputations of product diversion without
evidence;
. lack of understanding of the processes which take

place after the bright beer stage;

. se of overseas practice in support of its
findings without citation of evidence to support
relative costs and benefits;

. suggested use of meters where adequate yield
agsessment techniques are already in place; and
. understatement of the cost of measurement devices.
5.33 The AAB opposed Audit's suggestion that liability for

excise duty on beer could be moved upstream to the bright beer
stage. This position was taken for the following reasons:

. it would involve huge increases in working capital
costs leading to sharp rises in retail prices; -
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. Audit's assumption th#Ebright beer is a finished
product and therefore fjazketable, is not accurate;

account to Customs for

. the companies alrea
fter packaging; and

losses both before and

. overseas experience E:as» -shown that the factory
gate is the most efffpient point for excise duty
collection. Eow

5.34 The AAB also strong%y opposed the introduction of
sealed measurement devices at the bright beer stage for either
excise collection purposes or; for production monitoring., It
acknowledged that flow meters“were already in place in some
breweries but stated that these. are pot used where accurate
measurement is required. Meterd for Customs purposes were seen
as: . ¥

i,
. too expensive (an est’iﬂﬁhte of $4.5 million for the
industry as a whole wa;s__ suggested) ;

Fr

. inaccurate, for exam] e ~bBecause of the need to
reprocess somé brighty béer, flush the pipes for
cleaning purposes; 2% .

. unhygienic;

. expensive. to maintain &nd recalibrate; and
. requiring full-time Cuétoms superv.ision.
5.35 The AAB submission made several general points. It

supported commodity control as cost efficient and effective and
denied that any diversion of product takes place between the
bright. beer and packaging stages noting that Customs controls are
in fact concentrated at the packaging stage. The submission. also
pointed out that the companies already carry out upstream audits
and: reconciliations of inputs and yields.

5.36 Towards the end of this inquiry the Committee sought
the industry's views on the specific proposal that excise duty be
collected at the point of packaging, rather than at entry for
home consumption. The Committee. received comments f£rom the AAB
and Cooper and Sons Limited expressing their concern ‘at the
possible: consequences. of the: Committee’s. proposal, which in
effect. would rule out storage and movement of products under
bond. Representatives of both: the: AAB' and Cooper and Sons Limited
rekterated the views: at the: pubkic: hearing held on 19 July 1984.

5.37 " cooper's: p&:t:icul&r concern: was that ale and stout,
which account for approximately+50% of their sales, continue to
ferment after bottling.. During this time: the products must be




stored and are unfit for sale. Storage in cellars may last up to
6 weeks, Coopers also claimed that they transport a significant
proportion of product interstate which increases the time the
product remains under bond,

5.38 The AAB also rejected the proposal arguing that the
widely differing operating strategies of brewers including the
differing under-bond dwell times <for different producers’
product, would cause inequities under any offsetting
arrangements. The AAB was also concerned that such a move would
distort the current balance between production and storage
facilities because of the higher cost of holding excise-paid
stock. 1Instead, the AAB suggested discussions between the
industry and the brewers on the introduction of a computer-based
monitor system for under-bond movement and storage of product.

Audit's Response to Industry Criticism

5.39 In its submission of 11 June 1982 to the Committee,
Audit commented on the AAB's criticisms of the conduct of the
Efficiency Audit.

5.40 Audit remarked that, given the scope of the Efficiency
Audit, it would have been inappropriate to have undertaken in
depth consultations with the industry. It saw its role as
assessing the adequacy of the controls used by the Department for
protecting revenue, Where deficiencies had bheen identified,
possible improvements had been suggested for consideration by the
Department..

5.41 Audit claimed that in accordance with its brief it had
identified the possibility of diversion of product between the
bright beer and packaging stages. It had not implied or asserted
that such diversion was taking place. Audit commented that if
upstream audits of input and yields were already carried out by
industry and if such audits gave an objective indication that
diversion was not taking place, then measurement at the bright
beer stage would be less necessary.

5.42 Although the AAR claimed that measurement of product at
the bright beer stage would be difficult in view of the
additional processes undertaken after that point, inspection by
Audit had confirmed that there were only three or four pipes
running from the bright beer tank to the packaging stage.

5.43 hudit stated that it had referred to overseas practice
in order to place Australian practice in context rather than
necessarily to support its own suggestions. Audit did note,
however, that some references made to overseas practice in the
ARB's submission, including its reference to the use of metering
systems in the United States as a check on production losses, in
fact supported some of Audit's recommendations.
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5.44 Audit suggested that an independent expert report might
be sought on the question of metering, given the significant
differences in opinion expressed by Audit and the AnB,

The Committee's C ts and R dations

5.45 As previously noted, excise duty on beer forms a major
part of the total excise revenue collected by the Government.
Consequently, ensuring that the revenue due from excise on beer
is sufficiently protected should be a high priority with the
Department..

5.46 The Committee considers that from the viewpoint of
administering the collection process, duty on beer would be
better collected at the packaging stage rather than at the point
of entry into home consumption, as occurs under current practice.
Bulk beer is usually consumed soon after production. The shelf
life of packaged beer is quite short: approximately three months
in bottles, six months in cans. Consequently, dwell times in bond
should not exceed these periods. The Committee expects that this
approach would result in some savings in staff resources applied
to the supervision of beer products stored and transferred under
bond. The main advantage would lie in decreasing the time the
product is under Customs control, thereby diminishing the
opportunity for diversion prior to payment of excise duty.

5.47 The Committee appreciates the point made by industry
that given the widely differing warehousing policies by brewers
and Cooper's maturation requirement, the proposal may
discriminate between firms. Against this negative feature, the
proposal has the positive effect of reducing the number of
controlied premises and the number of under-bond movements. On
balance the Committee considers it appropriate to suggest that
excise be paid when the product leaves the brewery. This proposal
would eliminate under-bond sales to other parties and go some way
towards meeting the competing objectives of improving control
procedures and minimising the burden on industry.

5.48 The Committee recognises that moving the point of
excise collection may cause some inconvenience and cost to the
industry, resulting from:

o commitment of capital resources to the storage of
excise-paid product; and

- payment of excise on product. subsequently used for
duty-£free purposes.

5.49 The Committee suggests an extension of the settlement
period for duty payment to compensate the industry for the
additional financial costs incurred due to the earlier point of
collection. The extension should be based on the average length
of time that stocks are held under bond under current
arrangements. Industry representatives would need to be closely
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ERNIRC)

involved in the determination of an appropriate extension of
time, Cooper and Sons, for-example, have indicated that 50% of
their production is ale and stout which require several week's
fermentation in bottles to complete the production process. Such
issues would need to be considered when determining the period ot
duty payment.

5.50 To ensure that local product is not disadvantagea by
implementation of the proposal, customs duty could be collected
on imported beer, with an appropriate credit period, after
release from the initial warehouse into which goods are entered
upon importation. Under-bond transport to further warehouses
would not be allowed.

5.51 The Committee stresses that its intention in suggesting
a shift in the point of excise collection is to free Customs
resources for more cost-effcctive purposes. The Committee would
not wish to see the resources which had been freed then diverted
to the assessment of post-production losses. Control of
post~production losses should, in the Committee's view, be the
respongibility of the companies. The Committee believes that
Customs resources could be used more effectively in areas other
than the validation of loss claims., All consideration of losses
could be eliminated by incorporating an automatic, £ixed
percentage adjustment to production volumes in the calculation of
excise liability. The adjustment should be calculated on the
basis of average losses in the industry over recent years.

5.52 The current rebate system for excise-paid, duty-free
and. export sales could well remain appropriate under the proposed
system..

5.53. While the Committee has given some consideration to the
possible consequences of the proposed shift in the point of
excise collection on beer, it hesitates at recommending that such
a modification be instituted. The Committee concludes that the
area of alternative methods of excise collection be given more
detailed examination. This examination should canvass alternative
methods of collecting excise on beer, including the particular
proposal that:

. excige duty on beer be collected at the point
where the product leaves the brewery in
accordance with the general principles outlined
in Chapter 3; .

. the settlement period for payment of excise duty

be extended to compensate industry for the
increased costs involved in the proposal;
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. the length of the extension be established by the
Departments of the Treasury, Finance and Industry
and Commérce in consultation with industry;

. loss validation be replaced by an automatic,
£ixed percentage adjustment to the production
volume assessed as excisable; and

. the present rebate system for excise-paid,
duty-free and export sales remain.

5.54 Whether or not the Committee's suggestion to move the
point of excise collection upstream is accepted, metering remains
an important question. The Auditor-General pointed out in his
Efficiency Audit Report that Customs was unable to assess
independently the amount of revenue due and therefore was unable
to assess the effectiveness of its revenue collection controls.
the situation has not changed materially during the course of
this inquiry, particularly since no advances appear to have been
made with the identification of independent data sources.
Furthermore, the Committee is not convinced that the Department
has made an adequate technical assessment of this issue,

5.55 The Committee K accepts the Customs and industry view
that diversion of bright beer is unlikely and that liability for
excise duty on beer should be assessed at the packaging stage.
Consequently, the Committee has not pursued Audit's
recommendation that meters be installed at the bright beer stage.
However, the Committee is most concerned that the Department has
not approached the investigation of other sources of data for
reconciliation purposes, such as ABS retail £igures,
enthusiastically. Until Customs is able to make independent
estimates of the amount of revenue due, it is in no position to
assess how effective its controls are. The Committee was
interested to learn that the indistry already carries out
reconciliation exercises of inputs and outputs (see earlier this
chapter). The Committee welcomed Customs' preparedness to look at
the results of these exercises. The Committee considers that,
given the amount of revenue involved, Customs should give a high
priority to establishing independent estimates of revenue.

13. The Committee recommends that Customs readdress the
Auditor~General's recommendations on the possible use
of independent sources of data to develop a means of
estimating potential revenue due.
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5.56 As is the case with other commodities, the Committee
is concerned at the length of time taken by Customs to commence
inplementation of the Auditor-General's recommendations on risk
management and systems based reviews in the brewing industry.
while the Department mentioned both programs in its initial
submission to the Committee in 1982, at the time of writing risk
management had not been introduced into the brewing industry and
gystems based reviews of breweries were just commencing.

5,57 As the excise derived from beer is such a major source
of excise revenue,

14. the Committee recommends that adequate resources
be made avaflable to the Inland Revenue and
Dumping Division to enable prompt implementation
of systems based reviews in the brewing industry.
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CBAPTER 6
TOBACCO
General Background

6.1 Excise duty is levied on all manufactured tobacco
products. The excise yield from tobacco products in 1983/84 was
approximately $869 million or approximately 21% of total excise
revenue. Duty derived from cigarettes is the most important
element of tobacco excigse; it amounted to $828.1 million in
1983/84. Customs duty is also levied on imported tobacco: revenue
from this source amounted to $44 million in the same year.

6.2 As previously noted, indexation of excise rates was
introduced in the 1983 Budget. As from 21 August 1984, excise on
cigars and cigarettes is levied at the rate of $32.25 per kilo of
tobacco. The 1984 Budget announced a discretionary increase in
excise on manufactured tobacco by $5 per kilo to $25.92 per kilo.

6.3 There are three major manufacturers of cigarettes and
other tobacco products in Australia: W.D. & H.,0. Wills
(Australia) Ltd, Rothmans of Pall Mall (Australia) Ltd and Philip
Morris Ltd.

The Tobacco Industry

6.4 Tobacco is grown in areas of Queensland, Victoria and
New South Wales. Growers must be registered with the Department
of Industry and Commerce, The Australian Tobacco Board, in
association with the State Tobacco Leaf Marketing Boards and the
Australian Agricultural Council, regqulate the production and
marketing of all but a small percentage of tobacco leaf by the
imposition of quotas and by fixing prices. Substantial Australian
content in manufactured tobacco products is actively encouraged
by the application of concessional rates of customs duty on
imported tobacco where the local finished product contains at
least. the specified percentage of local 1leaf. Currently this
percentage is set at 50% by law, but an agreement. between the
Australian Tobacco Board and the growers sets the actual level
at 57%.

6.5 The manufacturing process for cigarettes is a
relatively simple one. The manufacturer makes an initial
declaration to Customs of the standard weight of each brand of
cigarette. Local and imported leaf is held in store under Customs
control until ready for use. It is requisitioned from store in
appropriate amounts. for each brand, weighed and a Customs entry
made out for the weight of imported leaf entered into production,
Customs duty is paid at this point on the imported leaf. The bulk
leaf is then progressively mixed, shredded, £lavoured if
necessary and cut for use in the cigarette-making machines.
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6.6 Production is generally monitored electronically to
ensure that the weight of each cigarette corresponds with the
declared weight for that brand. Sample batches of cigarettes are
then test-weighed in lots of 500 to ensure that they £all within
a statistically acceptable margin of the standard weight.
Rejected cigarettes are returned to the manufacturing process and
all waste must be accounted for to Customs, The cigarettes are
packaged into standard sized cartons and then containers. At this
stage, they are considered by Customs to be excisable goods.
Bxcise 1liability is assessed by multiplying the number of
cigarettes by the declared standard weight for each brand.

6.7 The containers are counted manually and the number of
cigarettes recorded by the company £for its records., 7The
containers are then taken £rom the £factory to the licensed
warehouse. Where necessary, the goods are transferred to other
localities under bond. This generally takes place under
continuing permission arrangements (see Chapter 7). Records of
all product movements must be maintained for Customs inspection.
Bxcise is paid when the goods are entered for home consumption.

The Auditor-General's Comments:

6.8 The Auditor-Generall identified three broad control
measures that are required of manufacturers of tobacco products
under the commodity control system:

. accurate declaration by companies of the weights
of tobacco 'products liable for duty and company
control cover deliveries;

. company control over the weighing of imported
tobacco and the use of at least 50% Australian
tobacco; and

. regular reconciliation of physical inventory
stocktake results against book stocks £for raw
materials and for packaged stocks.

6.9 As a part of the Efficiency Audit the Auditor-General
sought advice from the National Measurement Laboratory on the
adequacy of measurement procedures and processes used in tobacco
factories. After an inspection of a tobacco company Mr Bell of
that Laboratory made the following observations:¢

. the company should be asked to produce the
relevant calibration report for the weights used
to verify the special weights employed in the
batch weighing of cigarettes; and

» OR..git., p. 58.

N

ibid., p. 20.

66



. the balances used in the laboratory and for the
final’ test weighing should be regularly serviced
and certified by a National Association of Testing
Authorities (NATA) registered laboratory.

6.10 The Auditor-General recommended! that:

. more - attention be given to assessing material
balances and to the use of systems based checks;

. greater attention be paid to the reconciliation of
the available raw material data with production
data; and

. Central Office should examine alternative sources
of data on production volumes, particularly
Australian Bureau of Statistics (ABS) retail data,
to provide checks on revenue due.

6,11 Of particular relevance in the tobacco area are the
Auditor—General's recommendations on Inland Services' management
system.2 These covered the collation of information on the
technical production and distribution systems for each commodity,
“the development of commodity risk management operating policies
and the application of systems-based investigation methodologies
to validate companies' own reporting and control systems.

Departmental Response '

6.12 In response to Audit's general recommendations Customs
selected tobacco products for its first industry review. Tobacco
was seen as a small, well-controlled industry on which to test
new approaches. The tobacco review report, 'Tobacco Growing and
Manufacturing in Australia'’ was completed by the Inland Services
Branch in April 1983, It includes examinations of the tobacco
growing and manufacturing processes, commodity cohtrol in the
industry and the recommendations of the Efficiency Audit Report.
The tobacco report contained 12 recommendations of which six were
accepted and four are under consideration by a small Departmental
working party which has Central Office and State membership.3

6.13 The Department alsc selected a tobacco company on which
to test the systems based investigation techniques being
developed through the Touche Ross consultancy. To this effect a
pilot exercise was «carried out in 1983 on the tobacco
manufacturer, Rothmans of Pall Mall (Australja) Ltd. The aim was
to demonstrate the effectiveness of systems based audit
techniques in revenue-gathering areas and to gain some experience
in their use. In systems based auditing, the client's management
and accounting systems - including, for example, forms, records,
procedures and devices used to process data - are studied in
detail then tested for their effectiveness in the control of
product and the protection of Commonwealth revenue. Both manual
and ADP systems are reviewed and potential risk situations are

1 The Efficiency Budit Report, op. git., p. 12, p. 58.
2 ibid., p. 36. ’ ’ r P
3 Minutes of Evidence, op. cik., p. 575.
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. the balances used in the laboratory and for the
£inal test weighing should be regularly serviced
and certified by a National Association of Testing
Authorities (NATA) registered laboratory.

6.10 The Auditor-General recommended that:

. more - attention be given to assessing material
balances and to the use of systems based checks;

. greater attention be paid to the reconciliation of
the available raw material data with production.
data; and

. Central Office should examine alternative sources
of data on production volumes, particularly
Australian Bureau of Statistics (ABS) retail data,
to provide checks on revenue due.

6.11 Of particular relevance in the tobacco area are the
Auditor=General's recommendations on Inland Services' management
system.2 These covered the collation of information on the
technical production and distribution systems for each commodity,
“the development of commodity risk management operating policies
and the application of systems-based investigation methodologies
to validate companies' own reporting and control systems.

Departmental Response. '

6.12 In response to Audit's general recommendations Customs
selected tobacco products for its first industry review. Tobacco
was seen as a small, well-controlled industry on which to test
new approaches. The tobacco review report, 'Tobacco Growing and
Manufacturing in Australia' was completed by the Inland Services
Branch in April 1983. It includes examinations of the tobacco
growing and manufacturing processes, commodity control in the
industry and the recommendations of the Efficiency Audit Report.
The tobacco report contained 12 recommendations of which six were
accepted and four are under consideration by a small Departmental
working party which has Central Office and State membership.3

6.13 The Department also selected a tobacco company on which
to test the systems based investigation techniques being
developed through the Touche Ross consultancy. To this effect a
pilot exercise was carried out in 1983 on the tobacco
manufacturer, Rothmans of Pall Mall (Australia) Ltd. The aim was
to demonstrate the effectiveness of systems based audit
techniques in revenue~gathering areas and to gain some experience
in thelr use. In systems based auditing, the client's management
and accounting systems - including, for example, forms, records,
procedures and devices used to process data ~ are studied in
detail then tested for their effectiveness in the control of
product and the protection of Commonwealth revenue. Both manual
and ADP systems are reviewed and potential risk situations are

1 The Efficiency Audit Report, op, cit., p. 12, p. 58.
2 ibid., p. 36. ' ' !
3 Minutes of Evidence, op. git.., p. 575.
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rated according to the likelihood of 'errors' otéurring: in this
case, the failure to collect revenue. Rothmans': production sales
system was also checked using computer audit sofs:i;;gre.

6.14 The techniques demonstrated during the:‘;.,pilot study were
found to be effective., However a small underpaymént of $52,187.64
excige duty was discovered and two minor weaknesses in the
accounting system were identified, viz receipts of leaf into
store were not signed for as evidence of goods: received against
documentation, and there was a general lack of ah effective avdit
trail in the newly computerised daily sales and stock statements,
These problems were rectified by the Company.

6.15 The Department did not directly address the
Auditor-General's suggestion regarding comparison of measurements
taken during the production process andz at _the fipal
test-weighing in either its Submission of 24 May 19821 or in its
submission of 12 Rugust 1983.2 However, in the' tobacco review
report Inland Services stated that this check wag already carried
out in some investigations and recommended that ¥t be inciuded in
all investigation programs.3 At a later publi‘ib, heéaring,4 this
matter was said to be under consideration byi a working party
investigating excise controls over tobacco produgts.

ks

6.16 audit's suggestion that the material “balances used in
the laboratory and scales used for the final test weighing should
be regularly serviced and certified by a {NATA registered
laboratory was accepted by the Department in its submission of
24 May 1982, The tobacco review report recommended its
implementation and claimed that it was included in some current
control procedures. .

6.17 The Department’s response to the recommendation that
raw material data be reconciled with production data as a eheck
on the amount of ‘excise that could be expected to be collected
was less positive, The Department claimed in its submission of
24 May 1982 that such an approach was impractical because tobacco
is susceptible to variations in moisture content.? The use of ABS
production data was rejected because Customs supplies this data
to the ABS and it is not, therefore, cohsidered to be
sufficiently independent to be of use. .

L1 y y Op. cit., p. 33,
2 JAkid., p. 320. ] - .
3 Department of Industry and Commerce ~ Australian Customs

Service 2

Canberra 1983 p. 64, p. 2. .
Minutes of. y OPacit., p. 575.
JAbid., p. 33.

: -3.;2..@.:-. p. 64, p. 2.
op._cit., p. 33.
Jdbid., p. 387, and 'informatio'n; supplied on 16 September 1982
by Department of Industry and Commerce - in response to
questions raised by the Committee at thé June 1982 hearings
{Submission No. 9). .

U
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6.18 Subsequently, Audit's suggestion for reconciliation of
raw material and production data was accepted by Inland Services
in the tobacco review report! and in the Department's submission
of August 1983.2 This apparently followed the discovery that the
tobacco companies already carried out checks of this sort for
production accounting purposes. At the time of writing, this
recommendation was also under consideration by the tobacco
working party.

6.19 The Department rejected Audit's recommendation that
Central Office should examine alternative sources of data on
production volumes after examination of the problems associated
with the use of ABS retail data.3 It was establisned with ABS
that their retail figures are based on sales value, As retail
gsale prices aiffer so much for the same items, the Department
claimed that the data would be useless for comparative purposes.

Industry Response

6.20 Submissions were sought £from the industry at the
commencement of the inquiry in 1982 and when it resumed in 1983.
AlL manufacturers argued for maintenance of the status quo in the
basic system of collection of tobacco excise.

6.21 W.D. & H.0. Wills (Australia) Ltd ana Philip Morris Ltd
accepted Audit's suggestion that material balances be serviced
and certified by a NATA registered laboratory.

6.22 W.D. & H.0. Wills argued at some 1length that the
present means of assessing cigarette excise on a dollars per kilo
basis is preferable to collection on a cents per cigarette basis
on the grounds that:

. the present system is erficient;

. the cents per stick approach would discriminate
against lighter cigarettes; and

. to change would substantially increase the cost of
the product to consumers.

The Company also stated in its submission that it reconciles the
amount of leaf that goes into the manufacturing process with
production output figures twice yearly.

6,23 Philip Morris suggested a number of minor changes that
they claimed would not affect revenue but would streamline the
system from their point or view. These included:

1 Tobacco Growing and Manufacturing, Op..¢it., p. 64.
2 Minuteg of Eyvidence, op. gik., p. 320.
Information supplied on 16 September 1982 by Department of

Industry and Commerce in response to questions raised by the
Committee at the June 1982 hearings (Submission No. 9).
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. a standara allowance £for production losses be
agreed between Customs and the companies (at
present all 1losses during production must be
accounted for);

. assessment of excise on the average declared
weight of all cigarette brands, rather than on
each brand as is currently the case;

. adoption of a moisture standard ot 11% as the
basis for calculation of standard declared weights
- this is current practice at Philip Morris and,
in their view, should be formalized; and

. calculation of the declared weight of cigarettes
at the point where duty is payable (when the goods
are entered for home consumption) - this is also a
current practice which the Company would 1like
formalized.

6.24 At the time of writing, the tobacco working party
referred to earlier in this chapter, was examining these
suggestions. However, during an in camera hearing, Customs
indicated that the first two Philip Morris suggestions could have
revenue implications.

6.25 As part of its inquiry the Committee sought the
industry's response to the suggestion that excise duty be
collected at the point of packaging., The Committee recuguised
that this would cause a considerable increase in costs for the
inaustry and suggested that the auty settlement period coula be
extended to offset those extra costs.

6.26 The industry identified a number of problems invoived
in the possible implementation of the procedure including,

. increases in costs, due to increase in value of
excise-paid stocks prior to distribution;

. discrimination against local producers compared
with inporters who could locate non duty-paid
stock around Australia;

. discrimination against small stock lines that are
manufactured infrequently 'and held for long
periods;

. the aiscouraging of stockpiling; and

. daifficulties in obtaining refunds on duty-free
stocks.

6.27 Two manufacturers identified the possibility of

collecting excise at the factory gate rather than at the point of
packaging. However, such an approach would disadvantage
manufacturers who lack large storage facilities at the factory
site.
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6.28 Philip Morris Ltd, supported the proposaL to collect
excise at the point of packaging and offered to participate in an
experiment to test this approach. W.D. & H.O. Wills {Australia)
Ltd and Rothmans of Pall Mall (Australia) Ltd were not in favour
of a change in the point of collection of excise and supported
the continuation of the present system.

The High Court Cases of 1969 and 1973

6.29 During the course of the inquiry, the Committee
received information that during the 1960s an attempted
reconciliation of records had shown substantial discrepancies
between entries for warehousing of imported tobacco products ana
entries fof home consumption for the same products. In response
to the Committee's request for details of the reconciliation
exercise and follow-up action taken, the Department proviaea
copies of two High Court judgements: Chipp vs Campbell Beaumont
Trading Pty Ltd and Others (Barwick C.J. 1969) and Murphy vs
Campbell Beaumont Trading Pty Ltd and Others (Barwick C.J. 1973).

6.30 The first was a prosecution under the Customs Act, 1301
for false entry of information relating to the importation of
cigars, evasiorn of duty, intent to defraud the revenue and
smuggling. In essence: ’

. the case concerned 1,360 entries of cigars ex
warehouse for home consumption, and 60 entries of
cigarettes ex warehouse for home consumption;

. the defendants apparently became aware in about
1948 that Customs in Sydney did not physically
check the weights of cigars entered for home
consumption;

. their business was based at that time on
importation of «cigars into Melbourne, where
physical checks were a regular feature of Customs
controls;

. - it was allegea that Customs in Sydney used a
schedule . of conventional weights ~ in checking
entries to home consumption; the detenaants had
obtained a copy of a schedule of this kind,
although Customs denied its existence;

. the defendants moved their «cigar importation
business to Sydney;

. in éydney the imported cigars were correctly
entered for warehousing at the manufacturer's
weight;

. some time later they were entered for home

consumption at the conventional weight cited in
the schedule, which was always less than the
manufacture's weight;
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. although the Customs officers had the entries for
warehousing to hand, the entries for home
consumption vwere stamped ‘Particulars Correct® in
each case and passed;

. goods to the value of §$1,872,000 were involved ana
the amount of duty evaded was $343,326;

B Barwick C.J. found the aetendants gquilty on the
charges relating to false entry and evasion of
duty but not on the charges relating to intention
to defraud the revenue and smuggling;

. he found that the Customs officers involvea had
been negligent in accepting the conventional
weights without physical check ana was disposed to
accept the defendants' claim that a schedule of
conventional weights existed; and

. he did not consider that their conduct necessarily
involved intent to defraud.

6.31 The second case was very similar to the £irst. It
related to 692 entries for home consumption for cigars imported
between December 1965 and 1968 which had apparently been omitted
from the original charges. The total value for duty of the cigars
involved was $1,005,855.89. The duty evaded amounted to
$187,548.57. During the case Customs conceded that a register of
conventional weights existed and that officers used the register
to check the weights of cigars entered for home consumption. In
his Judgement, Barwick C.J. repeated his earlier comments on the
conduct of the officers involved.

Speculative Clearances of Products Prior to the 1983 Budget

6.32 Another matter which came to light during the inguiry,
was the unusually high movement of tobacco products which had
taken place prior to the Treasurer's Economic Statement of May
1983 and also prior to the imposition of pre-Budget quota
controls on 22 June 1983. Quota controls limit the amount of
product that companies can clear from Customs control during a
specified period and are based on an assessment by Customs of
average weekly cleaxances by each company over a previous period.
The sample period is usually of about four months' duration to
enable a reasonably accurate estimate of clearance patterns,

6.33 There was no increase in e¢xcise rates announcea in the
May 1983 Treasurer's Statement. However; an increase of $1.28 per
kilo on cigarettes and six-monthly indexation ot excise rates was.
announced in the 1983 Budget. Therefore, while companies gainea
no advantage from their speculation prior to the May Statement, a
substantial saving in excise payments was made by the companies
through pre-Budget speculation. Clients who placed large orders
for stocks just prior to imposition of the controls achieved an
advantage over their competitors.
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6.34 The pre-Budget quota controls were imposed nine weeks
before the Budget ~ the longest period ever. Extremely large
clearances ox tobacco products were made on the two days
preceding the imposition of the controls, taking the clearances
for that week to more than twice the June weekly average.
Unusually high clearances of spirits were also made on those two
days. This speculation was not investigated by Customs. The
reason given for the decision not to investigate the matter was
that the large number of people (and Departments) involvea in
imposition of the quotas meant there would only be a slight
chance that the illegal disclosure of intormation could be
traced.

6.35 In May 1984, following Parliamentary comment, the
matter was referred to the Australian Federal Police for
investigation.

6,36 It should be noted that the speculative clearances were
not illegal; excise duty was paid at the appropriate rate im each
case, However, had the additional clearances not been made, the
Government could reasonably have expected approximately $600,000
more in revenue from excise on cigarettes after the 1983 Budget.

The Committee's C ts and R dations’

6.37 ° It may be tempting to dismiss the issue of Customs
control over tobacco products on the groundas that there is heavy
Government regulation of tobacco production and marketing and a
limited number of manufacturers. However, the considerable size
of these manufacturing operations, the magnitude of the
associated excise liability and the significance of the possible
gains or losses to revenue make it an extremely important area ot
control. Thus, while tobacco could be considered an area of
comparatively low risk, it is extremely important tor Customs to
be quite certain of the effectiveness of its controls.

6.38 As discussed earlier in this chapter, since the release
of the Auditor-General's report in 1982 the tobacco industry has ,
been used by Customs as a testing ground for its new approaches
to excise control. Given the prominence Customs has placed on the
industry, the Committee is surprised at the difficulty apparently
experienced in formally introducing even the simple control
measures recommended by Audit. These include the recommendations
relating to checking material balances, reconciliation of
production and final test weighing data and reconciliation of raw
material data with production data.

6.39 In view of the large amount of excise revenue derivea
from tobacco products, both in absolute terms and as a percentage
of total excise revenue, the Committee considers that more
attention should be paid to the establishment of an independent
means of estimating the revenue due £from excise payable on
tobacco proaucts, The Committee recognises that there are
probiems associated with the use of, for example, ABS retail data
L

L
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for this purpose. However, the Department could take a more
constructive and imaginative approach to solving these problems.
While it may be impossible to £ind a completely accurate and
independent source of data, it should be possible to use 2ABS
material to derive useful estimates.

15. The Committee therefore recommends that the Department
devote greater effort to the identification and use of
alternative sources of data on production volumes in

order to estimate the excise revenue due from tobacco

products..

6.40 The Committee welcomes the progress made by Customs
during the past twelve months in the development of systems based
investigation techniques in the tobacco industry. It is, however,
a matter of some concern to the Committee that vital planning and
development resources were made available to the Inland Revenue
Division only after it came under scrutiny by Audit and this
Committee. The Committee is also concerned to ensure that once
the initial systems investigation of a company has been
completed, follow~up checks, based on the results of the original
investigation, are made regularly.

16. The Committee recommends that adequate resources be
made available to increase the current rate of progress
in the development of systems based investigation
techniques in the tobacco industry and to allow regular
review of companies' systems.

6.41 The Committee agrees with the industry's and Customs'
view that the current method of calculating excise duty on
cigarettes on a dollars per kilo basis is the more appropriate
method. In relation to industry's other proposals, the Committee
agrees with Philip Morris Ltd's suggestion that the declared
weight of cigarettes be calculated where duty is payable. It is
not, however, convinced that the Company's suggestions regarding
standardised loss allowances and assessment of excise on an
average declared weight for all brands, would have no effect on
revenue. Nevertheless, the Committee believes that the Department
should give consideration to Philip Morris' suggestions.

6.42 The High Court cases referred to earlier illustrate the

problems caused when documentary checks are inadequate. The
Committee is not convinced by Customs' claims that the
introduction of commodity control in the tobacco area necessarily
precludes a recurrence of the particular problems to which the
cases referred. Customs and excise duty on manufactured tobacco
products is still calculated by wmultiplying the number of
cigarettes by the declared weight of each’ brand. Entries,
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releagses and stocks in bonded warehouses are still not properly
reconciled, Currently, Customs relies very heavily on the records
of importers (who are usually also manufacturers) to establish
how much product. should be on hand at any one time, The High
Court casés illustrate the importance of combining the computer
system that records entries into licensed warehouses with the
system that records releases from warehouses (see Chapter 7).

17. The Committee recomménds the introduction of a
computerised inventory control system, such as TABS, to
enable proper inventory control of under-bond goods by
Customs. In the case of tobacco products, effective
implementaticn of this system would require declaration
to Customs of the quantities of excisable manufactured
products and imported products moved into licensed
warehouses. Such a system could also monitor all
product movements under bond. This recommendation would
need to be modified if "the point of excise collection
were moved as canvassed below.

6.43 As noted earlier, the Committee sought the views of the
tobacco industry on the possibility of moving the point of
collection of excise duty from entry for home consumption to the
point where excise liability is first incurred: that is, when the
product is packaged. Changing the point of excise collection to
the packaging stage would simplify the administration of excise
collection because: L

. it is at this point that most Customs controls are
currently concentrated;

. opportunities for diversion of product prior to
duty assessment and payment. would be severely
curtailed; and

. Customs would no longer be required to supervise
under-bond movement and storage of locally
produced tobacco products.

6.44 In attempting to estimate staffing implications
resulting from this proposal, it ig important to remember that
the Committee does not consider that current controls are
adequate. It has recommended that better inventory controls be
introduced if the present method of collecting excise on tobacco
products is maintained. This suggests that estimates of staff
cost savings prepared on the basis of current procedures would be
increased if the point of comparison were a more rigorous control
system than the one currently in existence.
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6.45 The Commi tee recognises that moving the point of
excise collection -the point of packaging could cause some
inatial problems whi n’ would need to be addressed when designing
the new system. Thes‘ include:

. an increaf in the £financial burden carried by
industry dife to the cost of financing exc:.se-paz.d
stock durigg storage;

. the handlipg‘of returns to manufacturers of stale
product on'--which exgise has been paid;

. a system pﬁ rebates or credit would be reguired
for the uty paid on product used later for
duty-free purposes; and

. the aavar}bage bestowed on imported tobacco
products “because they can be stored and
transporteéw under bond.

6.46. The Commit¥ee considers that it shoula be possible to
offget’ the extra Ej,nancial costs imposed on industry. FPor
example, payment of ‘éxcise duty coula be deferred for a periou or
time sufficient to Jffset the additional cost of financing duty
during storage. This could be assessed after obtaining detailed,
accurate information:on the average dwell time of products. under
bond. buty-free sales could be accommodated with  the
establishment of a credit system. For example, the excise paid on
duty-fzee product could be claimed agamst the weekly payment or
excise.

6.47 To ensure that local product is not disadvantaged by
implementation of the proposal, customs ity could be collected
on imported manufactured tobacco products atter release from tne
initial warehouse into which gooas are entered dpon importation.
Unaer~bond transport to further warehouses would not be allowea,
This would have the added advantage of freeing Customs ofticers
from supervision of undez-bond t:anafex:s of xmported product.

6.48 The Commitf:ee noted with -interest industry s proposal
that excise could be' collected at the factory gate rather than at
the point of packaging. However, the Committee' belLieves that such
an approach would place the manufacturer with the greatest
storage capacity at a considerable . advantage over other firms.
This may also create an ingentive for firms to redefine their
faciories to incorporate adjacent bond stores. In other words,
the Committee considers that the definition of 'factory gate'’ is
not sufficiently clear to ensure consistent treatment of all
producers. w

6.49 Nor does the Committee accept that implementation of
the proposal need financially disadvantage industry: deferral of
paymen\é could be organised’ to offset. those additional costs
imposed. )



6.50 The preceding comments are made essentially from a
layperson's understanding of the proposal's consequences. The
Committee considers that the area of alternative methods of
excise collection should be given more detailed examination. This
examination should canvass alternative methods of excise
collection, including the proposition that:

. excise duty on manufactured tobacco products be
collected at the point of packaging:

. payment of excise duty be deferred for a period of
time sufficient to offset the added costs to
industry:

. the period of deferral be established by the
Departments of Treasury, Finance and Industry and
Commerce, in consultation with industry;

. customs duty on imported manufactured tobacco
products be collected when the product leaves the
varehouse in which it was first stored at the
point of entry into Australia; and

. a credit system be established for refund of
excise payments on product used for duty-free
purposes.

6.51 The Committee recognises that Customs faces
considerable difficulties in attempting to prevent excessive
speculation prior to the introduction ‘of new excise rates.
Although the present system of six-monthly indexation of excise
rates should lessen the attractiveness of pre-Budget speculation
while the rate of inflation is 1low, it will not solve the
problem, Also, it seems unlikely that the imposition of quota
controls could ever be totally effective in preventing
speculation. The Committee recognises that Departmental officers
must necessarily come into regular, close contact with their
clients in order to establish effective working relationships.
Bxistence of close working relationships between clients and
Customs officers provides opportunities which may be exploited
either intentionally or otherwise.

6.52 The Committee notes that the matter of speculation
prior to the imposition of pre-Budget guota controls in June 1983
has finally been referred to the Australian Federal Police for
investigation. The Committee did not accept the Department's
reasons for not investigating the causes of this matter. The
quotas came intc effect earlier than ever before. The unusually
high clearances of tobacco products and spirits took place on 20
and 21 June 1983 - the two days immediately preceding imposition
of the controls.
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A full-scale investigation at the -time would have shown that
Customs places great importance’ on the maintenance of
confidentiality and the integrity of the revenue.

18. The Committee recommends that the Department assess:

. the cost in cfficers® time of imposing the
controls; and

. overseas. experience of, and possible
alternative systems for, prevention of this
type of speculation.

19.. The Committee recommends that where unusually high
clearances of excisable products occur immediately
prior to the imposition of quota controls, a
detailed investigation of the circumstances be
undertaken and the results be reported to ‘the
Minister,

It must be stressed that the Committee has no evidence
f:hat information was disclosed prior to the imposition of the
controls, other than statements in Parliament. The statistics
would suggest that a disclosure had taken place.

6.54 With a view to preventing such an occurrance in the
future the Committee considers that the Department should
investigate means of reinforcing the reguirement that officers
act with probity at all times,
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CHAPTER 7
BONDED- WAREHOUSES
General Background

7.1 Storage of goods under bond provides a means of
deferring payment of excise duty on domestically produced goods
or customs duty on imported goods, until the commoai.y is
released for home consumption.

7.2 Domestically produced excisable goods can be stored
under bond in what is known as an approved place which is a
premise approved under 8 5A of the Excise Act 1901 for the .
storage of excisable goods. Imported goods can be stored under
bond in a customs warehouse which is a premise licensea under the
Customs Act 1901 for the storage of imported goods or for the
manufacturing of goods under bond using imported components.
Many bonded warehouses have been licensed under the Customs Act
for storage of imported goods as well as having approveda place
status under the Excise Act. There are only a very few approved
places wnich are not aiso customs warehouses., Warehouses may also
obtain permission under reg 92(2) of the Customs Regulations to
store auty-paid gooas under prescribed conditions. This chapter
deals mainly with customs warehouses, although the following
short section outlines the procedures used for moving goods into
and out of approved places. :

Approved Places (excisable goods)

7.3 The control of each of the excisable goods under
consideration by this inquiry is discussed in some detail in the
chapters devoted to those goods. This chapter sets out the
general principles of the storage and movement of excisable
goods.

7.4 The Inlana Services' General Operations Manual defines
an approved place as: .

'A place approved in terms of Section 5A of the Excise
Act by the Collector, to which excisable goods may be
removed and stored under Excise Control without payment
of duty or where activities governed by the Excise
Legislation may be carried out eg, Vinegar made f£rom
Spirits entered for Home Consumption under a security..
These may also be licensea warehouses including oit
installations.!' '

7.5 All manufacturers of excisable goods are licensed under
834 of the Excise Act 1901. A license fee is payable and a
security is required.. .

7.6 . Bxcisable goods are not 'entered' into bond as are

imported -goods. They are moved from the production area or
licensed facvory, into the approved place, which may bé adjacent.
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diffe:ent State. These movements take place underz:i.C
permission: either continuing permission or single trgqsacnon
permission (see next section), Most major producers of Bxcisable
goods operate under continuing permigsions. A cpntinuing
permission holder is required to maintain normal c‘%me:cxal
documentation snowing all movements of goods unger that
permission, While no returns covering these movemgnts are
furnisned to Customs they do have access, for checking Purposes,
to the commercial documentation. <

7.7 Excise becomes payable when the commodity J.B,- teleased’
from bond and entered for home consumption, by means of . ,a Nature
40 entry.

Customs Warehouses (imported goods)

ety o e

k1

7.8 Customs warehouses are essentially secure fptem:.ses
which have been licensed to allow a range of permitted agtivities
under bond. A warehouse license speoifies the type o¥ use to
which a particular warehouse may be put. On this ba%zs, the

forlowany types or warehouses can be identified: 1
. general warehouses for warehousing goods
generally; N

. private warehouses for warehousing goods wnich ‘are
the property of the licensee; .

. macninery warehouses for warehousing of machinery
and similar heavy or building goods;

. manufacturing warehouses for warehousing goods .for
use under prescribed conditions, in a warehouse
used in any manufactured goods trade or process;

and
. transit warehouses for the temporary warehousing
of goods. N
7.9 In January 1984 there were approximately 1,400%licensed

premises in Australia and of these over 1,100 were customs
warehouses as opposed to approved places. A breakdown of the
various types of licensed premises is given in Table 7.1.

7.10 In 1982/83 customs duty paid on goods =released from
bond in Australia was approximately $600 million and as a rough
guide, the value of goods in bond ovér that period was
approximately three or four times. that amount. « .
7.11 Licensees must pay an annual licence fee ana a fee for
each entry. A security is also required. At March 1984 annual
licence fees for customs warehouses were $1,300 and $7 for each
entry.
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TABLE 7.1 NUMBER OP CONTROLLED PREMISES (At 27 March 1984)

NSW VIC QLD WA SA TAS NT  ACT TOTAL

a 5 6 4 1 2 2 1 21
B 2 2 2 6
c 15 11 3 1 16 2 48
D 90 31 3 2 126
E 14 5 4 1 16 40
F 4 4 2 10
G 4 6 9 . 19
Ha 29 29 35 24 13 11 13 154

Hb. 47 16 21 18 6 2 4 2 116

Hc 297 236 108 111 66 22 10 4 854

H 373 281 164 153 85 35 27 6 1124
TOTAL 507 315 208 161 128 4 28 6 1394

Breweries

Tobacco Factories
Liqueur Manufacturers
Coal Mines

General Distillers
Vigneron Distillers
Wine Distillers

[2RoRR-Nol ok )

H Customs Warehouses ~
a Petroleum
b Duty Free Shops
¢ Other

Note: The above figures, particularly those relating to

warehouses, are subject

to change.
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7.12 Licensees of bonded warehouses are required to ensure
that the goods under their control are physically secure and that
all movements and transactions involving these goods are properly
documented. Specified details of the transactions which formally
enter goods into bund are declared to Customs. Similarly, details
of all transactions removing goods £rom bond, into hnome
consumption are aiso declared. The declarations are made on forms
known as Nature 20 and Nature 30 entries. Nature 20 entries are
used for documenting the entry of imported goods into bond.
Nature 30 entries are used for releasing imported goods from bond
into home consumption. The entry and release information £for
imported goods is recorded separately on separate parts of the
Customs computer system.

7.13 Movement of under-bond goods £rom one warehouse to
another requires Customs approval. This is either obtained
separately for each transaction or through use of the 'continuing
permission' facility whereby approval is given to some licensees
to transfer under-bona gooas without notifying Customs
beforehand. Licensees who are granted ‘'continuing permissions’
are required to keep documentation on all transfers ot goods made
under this arrangement. This information is not submitted to
customs but is available for inspection by Customs otficers.
Details of under-bond transfers are not held by Customs.

7.14 The Auditvor-General's Efticiency Audit Report describes
the operation in the following words:

'Bond stores operations are simple ‘'in-hold-out'
operations wherein goods remain untouched during
storage and the recording or movements is a basically
simple inventory recording system. The potential duty
is known once the goods are declared on entry into
Australia. However, goods may be received under-bond on

single transaccion permissions or continuing
permissions which are not recordea through ADP
facilities,*

Since the details of transfers of under-bond goods are not
entered into the Customs ADP system, and entry and release data
is kept separately, it appears that Customs is not in a posi.ion
to establish, independently, what stocks should be in any
warehouge at any point in time or to identify easily the length
of time goods stay under bond (ie dwell times)..

7.15 Under the ‘'commodaity control' system, the owner
declares the dutiable value of goods when entering them into bond
and again wnen entering them for home consumption. Customs
officers perform documentary checks of records kept by warehouse
licensees as weill as pnysicai checks or goods held in a
warehouse, and goods being entered into bond or being moved..
These checks are designed to ensure that the documentation
covering these transactions is accurate. 'The documentary checks
matcning entry information held on the Customs ADP system with
warehouse licensee records, cover 100% of entries. The same holds
for releases from bond., Physical checks are only carried out on a
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sample of transactions or goods. Whem dgoods are released from
bond for home consumption, Customs officers also retrieve the
data on, the original entry of those goods into bond, and check
that the description of the goods and the declared dutiable value
is the same as that declared on the entry into home consumption.

7.16 Customs also carry out assessments of the performance
of warehouses and since licenses must be renewed annually this
provides a direct means of control over licensees.

7.17 According to information provided by Customs (Table
7.2) only 43 man-years were devoted to warchousing throughout the
whole of Australia in the 18 months from January 1982 to June
1983. These resources had to cover over 1,100 warehouses, Six
months may elapsel between Customs' visits to a particular
warehouse,

TABLE 7.2 CUSTOMS MAN-~YEARS DEVOTED TO WAREHOUSES (Jan 1982 -

June 1983)
NSW vic QLD SA wa TAS NT
TOTAL . .
1982 14.31 5.55 3.58 1..82 4.08 0.39 0.02 29,75
Jan-June. . . e
1983 6.43 2.64 1.19 1.44 1l.46 0.43 NA  13.59

TOTALS 20.74 8.19 4,77 3.26 5.54 0,82 0.02 43.34

Source: Australian Customs Service

7.18 A computer based system for the control and accounting
of all goods under Customs control has been developed conceptually
by Customs. The system known as Total Accounting Base System
{TABS) is designed to provide automatic reconciliation of bond
entries and releases and to register all permission holders. A
feasibility study on such a system has been carried out by
Customs. That study recommended computer reconciliation of goods
entered for warehousing on Nature 20 entries and goods cleared
f£rom bond on a Nature 30 entries. Such reconciliation was seen by
the: TABS study as the first stage of an overall inventory control
. 8ystem. The system has not been implemented.

7.19 In South Australia, computerisation of all under-bond
aspirits movements was tested on a pilot basis. The system known as
GROGLOSS, was discontinued after discussions at the 1982
Collectors. Conference, where it was decided that the system was
not suitable for implementation nationally. ’

1 In Capera Evidence, 29 March 1984.
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Pindings of the Auditor-General's Efficiency Audit Report and
the Departmental Response

7.20 Auaic's findings, as reported in the Efficiency Audit
Report, suggested that control over revenue collection from bond
stores could be improved by:

. tightening- control over continuing permissions
including regular review of continuing permission
holders;

. merging the present ADP systems £for entries into

bond and releases from bond, to give an overall
inventory control system for documented goods;

. a more aiscriminatory approacn in documentary and
physical checking towards stores attracting higher
revenue, and recognising risk factors;

. introducing systems to identify goods for which
records suggest particularly long dwell times,
indicating potential risk to revenue. {(Very 1long
dwell times may suggest the possibility that the
goods have been removed without notification ana
appropriate checks could then be made on these
goods) ;

. monitoring the cost-effectiveness of Customs'
operations in the warehousing area to assess the
level of control resources required.

7.21 The Department ot Industry and Commerce's responses to
these findings are summarised below. These summaries attempt to
assimilate ail of the material providea by the Department over
the period of the inquiry.

7.22 Controls over continuing permissions

The Department's first submigssion to the Committee in
HMay 19821 indicated that 'A Nationwide listing of all Continuing
Permissions is in stages of preparation and this listing will be
computerised'. However, in the Department's submission of August
19832 this progress appeared to have been reversed. The August
submission indicated that the Total Accounting Base System
(TABS) Feasibility Study had recommended that 'consideration be
given to the development of a national profile system which
provides total detail of all continuing permission holders,
permigsion  details and their performance record. ' The
implementation of the TABS proposal however, was postponed (for
consideration after the beginning of 1985) by the Department's
ADP Steering Committee, due to competing demands on ADP
resources. At the same time the Department reported the setting
up of a working party to 'corniduct a comprehensive review of cargo
control proceaures including the under~bond movement of cargo'.
The working party was to give priority to undocumented cargo. .

1 s 9P, Cit.s Pv 35«

2 JAbid., p. 397.
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7.23 - In June 1983 and February 1984 the Department made
submissions to the Committee concerning the Auditor-General's
comments on cargo control contained in his Seprember 1982 Report.
In ‘January 1984 the Committee also received the Department's
response to the Auditor-General's September 1983 comments on
warehousing (see next section). These submissions confirm that
priority has been given to control of undocumented carge rather
than movement of under-bond goods. In this context the Department
reported that some trials had been conducted on the use of a
computerised ! Permissions Profile System' and full
computerisation ot 'interport movements ot cargo from Victoria to
South Australia and Tasmania' with a view to introduction on a
fnational basis early -in 1984/85, Priority is being given <to
introducing this system for movement of undocumented cargo before
its introduction for documented cargo (ie warehoused guods).

7.24 The submissions on cargo control indicate that the
development of the TABS concept has been extended to what is now
known as an 'integrated cargo control and clearance system’. The
original TABS proposal was purely an accounting system for cargo.
The new system is intendea to ‘'integrate the accounting and
clearance systems and to use current cargo status information to
direct the employment of cargo control resourves. As at February
1984, however, Customs was still seeking Departmental commitment
to such a system and agreement on the main elements.

7.25 Reconciliation of bond entries and releases

The merging of the ADP systems which maintain details
of entries to and releases from bond, to .allow a reconciliation
of these aata, was also part of the TABS proposal and this
recommendation has therefore suffered the same fate as the
proposed computerisation of permissions (described above).
Presumably the 'integrated cargo control and clearance system’
would incorporate such reconciliation, but the intended timing
for introduction is not at ail clear under the reported recent
developments.. .
7.26 Attention to areas of higher yield

Audit founé that Inland Services in NSW, was able to
proauce from its ADP system, the value of duty generated by eacn
licensed warehouse. An analysis by Audit led to the conclusion
that in NSW 97% of revenue was generated by 42% of the warehouses
but resources dida not seem to be directed accordingly. In its
submissions to the Committee, Customs has given no indication
whether this recommendation has been specifically addressed., In
the broader context, work is proceeding on the aeveropment and
introduction of risk management procedures into State operations
but this development is, .clearly taking some time. The cursory
analysis that 2audit performed would seem to provide a good
inuicator, in the meantime, as to where resources could be most
effectively deployed..
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7.27 Dwell times

Customs has indicated that the lengtn of time goods
stay under bond (ie dwell time) can be extracted from theirx
documentation but it appears that this can only be done manually.
In its February 1984 submission on cargo control Customs states:

'As performing the matching function by manuat methods
is extremely labour intensive this type of exercise
cannot be sustained.'

7.28 This suggests that dwell times could realisticaily only
be determined for individual batches of goods selected at random.
The Committee, however, interprets the Auditor-General's comments
as recommending a comprehensive analysis of dwell times for ail
goods in warehouses so that this factor can be used in the risk
assessment process to determine where investigative resources
should best be deployed at any particular time,

7.29 Monitoring cost effectiveness

A pilot survey designed to test the effectiveness of
Customs warehousing operations was concludea in April 1982, The
report on that survey was entitled 'Random Survey of Warehouse
Operations'. This sample survey gave an inaication or dwell times
of goods under bond, the types of ferrors' picked up, their
incicence and their significance to revenue., When questioned
about. the uses to which_the results of this survey might be put
the Department responded: that the report was not given very high
status because of deticiencies in the methodclogy and that
further work in the area was postponed while efforts were
concentrated on risk management.

Comments from the Auditor-General's September 1983 Report and
the Departmental Response

7.30 In his September 1983 Report the Audi.or-General
reported deficiencies in Customs warehousing operations in the
following areas: .

. procedures £for collection ot fees in Western
Australia and New South Wales were found to be
deficient in some aspects;

. in New South Wales assessment reports on the
performance of warchouses were, in some cases, not
being placed on licensing files prior to renewas
of licenses;y

. fees were being charged on a basis that was not
congsistent with the Department's cost recovery
policy;

. security checks were not being carried out on
prospective licensees in Queensland and Western
Australia;

1 In Camera Evidence, 29 March 1984.
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. deficiencies in the risk assessment procedures

used to plan inspections of .warehouses were
identified;
. file records of inspection work and assessments of

warehouse performance were lacking;

. the Department's program for inspection ot
warehouses was in arrears in New South Wales and
Western Australia;

. the requirements or Customs Regulations in respect
of the storage of duty-paid and duty~free goods in
warehouses were not being met in New South Wales
in all cases;

. training of investigation officers in Western
Australia appeared to be inadequate;

. inté:nal audit coverage was inadequate in Western
Australia and Queensland;

. an anomoly existed between the Act and Customs
Regulations;

. the Department's internal check program designed

to ensure compliance with legislation and policy
was in arrears and deficient in New South Wates
ang Western Australia; ana . .

. deficiencies were found in controls over access
and entries to computer records.

The Auditor-General's September 1983 Report also asked the
Department's . Central Office about alternative methods of
recoraing under-bond movements. The main concern in tnis area was
described as follows:

The present system of movement of under-bond goods
relies on the maintenance of proper recoras by
warehouses and default in this regard presents the
Department with difficulties in establishing the duty
liability upon the vrelease or goods for home
congumption..

7431 In response to a reguest from the Committee the
Department provided a submission covering the above matters. This
submission  is reproduced at Appendix 3, The Committee 1is.
"generally satisfied with the action being taken by the Department
to correct the problems highlighted in the Auditor-General's
Report. In several of these areas corrective action was
anticipated but was still outstanding at the time of preparation
of this submission. These areas included:
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. " Review of fees
In December 1983 Public Service Board approval was
obtained for the engagement of a consultant to
review the basis for setting fees and the
possibility of full recovery of costs incurred in
the control and maintenance of <the licensed
warehouse system.

. Rigk assessment .
The Department is developing and implementing risk
management on a nationai basis.

. Training
A standardised training course has been devesvped
and is being used nationally. The course includes
elements or investigation training and risk
management. In 1984 six further Inland Revenue
specialist coursges have been scheduled.

. Internal audit
The Department's 1983/84 Internal Audit Plan is to
cover warehousing in New South Wales, Victoria and
South Australia.

. Computerisation of under-bond movements
A program has been developed and tested and is now
being. refined, for the computerisation or
movements of undocumented cargo interstate, This
system is eventually to be extended to cover
documented cargo. The submission states that the

* 'Department has accorded a high priority to the
development of this system.'

Alternatives to the Bonded Warehouse System

7.32 The Committee recognises that by considering
alternatives to the bonded warehouse system it is moving inte
what could be seen as a poiicy matter. Nevertheless the Committee
does wish to make some comments on this issue.

7.33 When considering possible alternatives it is €£irst
necessary to identify what the existing system is achieving. The
storage ot duty un-paid goods under bond can be seen simply as a
credit facility. The Committee recognises the strength of the
argument that such a credit faciiity is of great importance to
the viability of operators who might otherwise have to pay large
gums of duty quite some time before being able to recoup this
cost through sales. However, the Committee would like more
thought to be given to alternative, more efficient ways or
providing such a credit facility.
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7.34 it appears that the bonded warehouse ' system was
originally developed primarily to allow longterm maturation of
spirits and to house unclaimed (or 'time-up') cargo. Bonding is
now used far more extensively to defer customs duties on a wide
range of imported goods. The pilot survey, completed by Customs
in April 1982 into the effectiveness of their warehousing
operations, suggested tentatively that the average dwell time
under bond for most goods is only 2-3 months. (It should be noted
that Customs is not confident of the reliability of this survey.)
Although these figures should be treated with caution, it appears
that the system may be merely extending the credit terins for many
importers by several months. Presumably this can be done in other
ways, which, if necessary, could maintain the current levels of
financial assistance while reducing control problems associated
with storage of goods in bond. ‘The Committee is aware that
maturing spirits require much longer storage periods than the
other commodities and therefore the area needs to be treated as a
special case. . .

7.35 The Committee acknowledges that the manpower resources
devoted by Customs, to the supervision of the bonded warehouse
system (see Table 7.2) may not seem very great. Therefore the
potential savings may appear insufficient to warrant substantial
changes. The Committee however, is  uncertain about the
effectiveness of the system and is therefore concerned about the
possibility of excise being avoided.

7.36 The possibility of replacing the bonded warehousing
system with duty credit arrangements was proposed at the 1971
Collectors' Conference. The proposal was not taken up.

7.37 During this inquiry the Committee sought a paper from
the Department on possible alternative systems and their
implications. This paper is reproduced at Appendix 4. The paper
provides a broad starting point for a detailed analysis of
alternatives and their feasibilities and the Committee considers
that the paper should be used in this way.

7.38 Options examined briefly in this paper include:
- a credit system (as in the UK or Denmark);
. 2 reduction in the number of warehouses by

abolition of private warehouses (all goods to be
. stored in general or public warehouses);

. immediate entry of goods into home.consumption;

. payment at sale of goods by means of ‘a wholesale
tax or sales tax.
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7.39 The paper, however, does not identify the alternative
which in the Committee's view, could prove to be the simplest.
This simple alternative involves the abolition of the bonded
warehousing system together with a downward duty rate adjustment
to compensate for the cost of the credit required to pay the duty
earlier, The adjustment may need to be different for different
goods according to their average dwell times under bond. The
Committee considers that it could be possible through research
effort and discussions with industry to identify these average
costs and therefore the necessary duty adjustments. The Committee
would like to see detailed consideration of this option as well
as the other possibilities identified.

Industry Response

7.40 In September 1983 the Committee placed an advertisement.
in the major daily newspapers calling for public submissions to
assist the Committee in this inquiry. As a result of the
advertisement the Committee's Secretariat answered telephone
queries from people interested in the inquiry and those who
wanted to make submissions. The Committee notes with interest
that. the greatest proportion of calls were from people concerned
about the effect of the inquiry on bonded warehousing. This
topic, however, did not elicit many written submigsions.

7.41 The New South Wales Road Transport Association made a
submission to the Committee defending the existing system. The
Asso;:iation argued that if the present bonding arrangements were
abolished

'There would be cash flow problems and difficulties in
borrowing arrangements which could have a direct effect
on the wviability of companies involved in the
import/export industry.'

7.42 The spirits industry also offered some views on bonded
warehouses in their submissions. In particular, the Distilled
Spirits Industry Council argued that the per entry fees for bonds
should be abolished and Bundaberg Sugar argued that the
continuation of the bond system is vital to firms' survival in
the spirits industry.

The Committee's Comments and Recommendations

7.43 The Committee's investigation of the bond system‘
highlighted a feature of current arrangements which is worthy of
comment, The Committee found that domestically produced

excisable goods are not ‘entered' into bond as are imported
goods, They may be moved from the production area or licensed
factory into the so called ‘approved place' which may be
geographically quite distant. The Committee realises that such
movements take place under Customs permission and that a
condition of such permission is that Customs has access to the
company's documentation.
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20. The Committee recommends that there be a formal "entry
into bond™ for domestically produced excisable goods
with documentation and control comparable to that
exercised over imported goods under bond.

7.44 The Committee is concerned that Customs does not, at
any time, have sufficient information to be able to determine
exactly what stocks should be in a particular warehouse, This
arises because there is no regular or automatic balancing of
entry and release information by Customs and because additional
goods can be moved in under continuing permission without Customs
being informed. In any case Customs apparently rarely performs
its own independent stocktakes and generally seems to limit
physical checks to only a sample of goods and some supervision of
the company's own stocktake. Customs' visits to some warehouses
may only take place at six month intervals. In these
circumstances it would appear that goods could be moved into and
out of bond without formal entries or releases being made and
they would not necessarily be detected. Another possibility would
be that goods are moved out of bond and documentation only
submitted much later so as to gain further deferral of duty
payment. The ‘only deterrent appears to be the possibility of a
random line check on a particular item and the probability of
this occuring may not appear very great to the operator.

7.45 While the Committee did not find evidence of such
practices it does consider that the system should be designed
more tightly to eliminate the possibilities. The suggestion made
by the Australian Associated Brewers (AAB) to improve control
over fnder-bond storage and under~bond movement of excisable
product is highly relevant here, The AAB. advanced the proposition
that computer facilities be developed and adapted to permit
producers. to advise Customs of each under-bond movement. The
Committee sees considerable merit in a measure such as this,
particularly in view of the commercial support it reputedly
enjoys.

7.46 It must bhe realised, however, that such a system of
computer-based monitoring would take some time, perhaps several
years, to apply. This timing factor underscores the necessity for
a comprehensive array of tools which can be applied to improve
the current excise collection system. The Committee considers
that it would be inappropriate to rely exclusively on one
possible innovation although it may be quite laudable in its own
right.

21. The Committee considers that the Department's control
procedures for bonded warehouses lack sophistication
and that better use could be made of ADP facilities in
this area. The Committee recommends that immediate
attention be given to upgrading control systems for
bonded warehouses..
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22, The Committee recommends that Customs promptly develop
and implement a computer system which reconciles bond
entries and releases so as to provide sufficient
information to allow proper inventory control in bonded
warehouses.

This should lead to, the computerisation of all under~bond
movements so that as goods are despatched from one bond their
intended destination’ is entered into the system which
automatically checks whether their arrival at that destination is
entered within an appropriate interval of time,

23. The Committee endorses the Auditor~General's
recommendations that Customs should analyse dwell times
of goods .under bond and direct investigative efforts to
those goods with apparently lengthy dwell times.
Similar comments apply to Audit's “suggestion that
efforts should be concentrated towards those warehouses
which yield the greatest revenue.

7.47 Another matter of considerable concern t6 the Committee
is the fact that no sensible use appears to have been made of the
cost effectiveness survey of warehousing operations (concluded by
Customs. in April 1982). The Committee accepts that Customs may
wish to treat the specific results of this survey with care
because of claimed deficiencies in the methodology. Nevertheless
there appears to be some useful information in the report. For
example, types of 'errors' detected are identified and this
information could be used to try to redesign pacts of the system
to tighten up control over these areas. Also, this survey or a
similar one, with the methodology better developed, may be useful
in estimating overall revenue loss. due to undetected errors. The
Committee considers this an extremely important area because it
provides an indication of the costs to revenue involved in the
operation and would permit a much better basis for determining
appropriate resource allocation for warehouse controls.

7.48 At the very least, the report on this survey gives an
indication of the potential benefits to be had from such
effectiveness measurement exercises. It should therefore prompt
further work to iron out the methodological problems so that
further surveys can be carried out and some use can be made of
the data..

24, The Committee recommends that Customz examine the
benefits to be gained from effectiveness surveys,
correct the methodological problems experienced with
the warehousing survey and proceed with further surveys
as soon as possible so the results can be used as
management aids.
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ThifConmittée also recommends that the perceived need
fof ¥he bonded warehouse system should be re-examined,
indluding the implications of abolishing or modifying
- gystem, The Committee considers that this issue
$1d@ be referted to the Industries Assistance
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CHAPTER 8
"PETROLEUM PRODDCTS
General Background
8.1 Customs and excise duties are levied on the principal

petroleum products. As £from 21 August 1984 the rates of excise
duties were as follows:

cents/litre
. motor spirit . 9.397
. aviation gasoline (avgas) 7.91
. aviation turbine kerosene (avzur) 7.514
. automotive diesel oil 9,397
. industrial diesel fuel 9.397
. marine diesel fuel 9.397
. fuel o0il, heating oil, power
kerosene and lighting kerosene 1.949
8.2 In 1983/84 §1,973 million was collected from excise

levied on petroleum products. The estimated revenue for 1984/85
is $2,151 million..

8.3 In June 1984 there were six major o1l companies
operating in Australia. Ten oil refineries 1located arouna
Australia's seaboard account for most of our refining capacity.
Two of these however, are scheduled to close in the near future.
Generally, the refineries process both imported and locally
produced crude oil and produce a range of petroleum products.

8.4 Approximately 30% of petroleum used in Australia is met
from imports. These imports however, are predominantly in the
form or crude o1l rather than refined petroleum products. We
import only about 10% as refined products. The proportion of
motor spirit imported is negligible ana is generally limited to
supplies from Singapore for some areas in the north-west of
Australia. .

8.5 Refineries are licensed by Customs to allow manufacture
of excisable products. The licensee is required to submit to
Customs detailed plans of the physical layout or the plant
including discharge pipelines. From refineries petroleum products
are transterred. under bond to bulk storage depots. This is
usually done either by pipeline direct to the depot or by
pipeiine to barges or coastal tankers for delivery to depots at
other locations around the coast. Transfers may also take place
by rail tank car and road tankers., Tank lever readings at the
refinery are taken before and after each discharge.

4
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8.6 Tne storage depots are effectively Customs warehouses
and are therefore licensed to receive imported petroleum products
(liable for customs duties) as well as having ‘'approved place’
status so that they can be used for storing locally produced
excisable petroleum products. Customs refer to such depots as
licensed petroleum installations. At March 1984 there were 156
licensed petroleum installations around Australia, most ot them
on the coast..

8.7 Significant quantities or <crude oil and refined
products are transferred between 0il companies under ‘borrow and
loan' arrangements. These arrangements have been deveivped to
achieve an efficient distribution of the full range of products,
through a lamitea distribucion infrastructure, to a market wnich
is spatially very widely dispersed. This means. that the transfers
ot proauct from refineries and installations are not always to
consumers or to the operating companies' depots but are often
made to other companies' storage depots.

8.8 Excise is levied at the point of release or petroleum
products from the licensed petroleum installations. Weekly
settlement applies and the company operating the installation
pays rather than the company receiving the product.

8.9 From the installation, product is usually released into
road tankers, rail tank cars or drums., Releases into road tankers
are measured by means of rlow meters which in some Coilectorates
are regularly calibrated and checked by Weights and Measures
orficers. Full delivery details are shown on the load docket
which is issued for each road tanker delivery. Operators are
required to prepare daily listings ot all load dockets for
petroleum products. Releases into rail tank cars are measured by
dipping compartments. The total amount of product fillea into
drums is determined by ‘'before and after dips' of bulk storage
tanks.

8.10 Recoras of all releases of petroleum proaucts from the
installation are tallied at the end of the week and usually
forwardeu to the State otfice of the company. On the working day
following the last day included in the tally, the company submits
an entry for home consumption and pays the duty. The State
Collectorate sends a copy of the entry and payment details to the
Sub-Collector in whose area the installation is located.

8.11 Refineries are required to submit returns. to Custons
regularly, indicating actwal production of all the €£inished,
marketable proaucts which are subject to excise. Production
statements cover refinery production as well as details of crude
oil supplies to the retinery and all releases from the refinery
including movement records for each delivery pipeline.
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8.12 Similarly, operators ot 1licensed installations are
required to submif a "Statement of Operations! covering receipts,
releases, stocks and losses for all finished products under
Customs control in the installation. Determination of the
frequency ana format ot the Statement of Operations is lett to
the discretion of the Collector concerned.

8.13 Customs controls over excisable petroiwum products are
based on the ‘'commodity control' principle, Under these
arrangements the operator of "the licensed installation is
required to measure the quantity of dutiable goods being released
into home consumption and to calculate the amount of duty
payable. At the time of licensing the premises Customs specify
which records the 1licensee is to maintain and produce upon
request to assist in the validation of revenue payments.

8.14 Under commodity control Customs essentially relies on
the company's own control systems for protection of the revenue,
The petroleum refining and distributing companies have controls
over movement of a product at every stage. The Auditor-General's
Efficiency Audit Reportl lists these stages as:

production controls;

transfer controls;

inventory controls;

loading controls;

administrative controls; and

. measurement controls;

Customs officers perform documentary cnecks on entries. for home
consumption, physical checks of inventories held and documentary
checks of tirm's records for internal consistency.

8.15 Losses of product prior to entry for home consumption
must be accounted for and explained to the satisfaction of the
Collecvor. This is done for each or four stages in the refining
and distribution. process:

within the retinery;

. refinery despatch to installation receipt;
. losses on tankship transfers; and
. losses within installations,

Acceptance or rejection of the explanation for a loss is
generally based on an analysis of the historical pattern of
losses at the installation concerned.

8.16 Customs has advised that in 1982/83 total losses for
motor spirit throughout Australia for each of the last three
stages listed above, were approximately as follows:

. ex refineries into licensed installations: 0.03%
gain;
s tankship transfers from refineries to licensed

installations: 0.32% loss; and

1 The Efficiency Audit Report, op. Cif., p. 59-61.
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. ex licensed installations into home
0.04% loss. .

Auditor-General's Comments

Customs had no independent check of total duty 1¥ability because
they had no way or estimating total procuction.3Furthermore, at
the time of the Efficiency Audit, Customs did not as a matter of
course, even use the proauction data supplied by Trefineries to
reconcile total declared production_against duty paid., ‘In the
words of the Efficiency Audit Report: \

8.17 Audit's main concern in the petzoleung;auea was that

¥

H .
‘There is an implicit assumpvion fin Inland.
Services" present approach that all {he product.
flows down the line through the ‘measurement
process, with no diversion of product prior to
measurement. However, investigationsi: are not
carried out to justify this assumption.'s

8.18 Another matter or concern to Audi. was 'fxrg way in wnich
losses were handled by Customs. Audit felt that stbsses were too
readily acceptea, without significant tecnmicay vaiidaetion or
investigation. In particular Audit was concerned that: .

o losses were not monitored "for all refineries and
checks were not performed to assess the accuracy
of loss figures declared; o .

. no reconciliation had been performed by’ Customs to
ascertain whether losses "reported by ‘companies
during transfer between refineries and depots were
excessive; . :

. losses. within depots were not assessed ‘technicaily
but. generally accepted; and .

. meters f£or the measurement of product leaving
depots were not being checked regularly in all
Collectorates and meter proving was rarely
supervised or monitored by Customs.

8.19 Audit also claimed that there was no inv,estigati'on of
refinery layout, by thne Department, to establish the potential
for diversion of product prior to excise payment. .

8.20- - The Efficiency Audit Report? recommended that:

'(i) Iniand Services should require secure metering of
production volumes and should examine production
anad distribution facilities to ensure total
coverage of production. . .

T The Efficiency Audit Repork, op. cit., P. 62.
2 ibid.s pe 12- ' et -
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(i) on a sample basis, Inland Services 'should'
undertake reconciliation checks of refinery and
depot transfer volumes.

(iii) More detailed assessments of company claims for
losses should be made. This will require Inland
Services to acquire additional technical skills,

(iv) Given the complexity of the refining industry,
Audit recommends that detailed consideration be
given to introducing measurement of total
production immediately the product assumes the
characteristics of petroleum. The burden of proof
for losses should then be with the producers, but
Inland Services would use a technical capability
to validate loss claims, The Department should
initiate discussions with oil companies, assisted
by independent expertise in flow measurement of
the kind required in complex processes, with a
view to examining the cogt/benefit and technical
implications of installing accurate flow
measurement devices immediately downstream of
dutiable commodity production. As part of these
considerations, it should also review the
technical skills it would need to facilitate its
assessment. of company claims for losses. The
investigative strategy would be reoriented toward
technical assurance of the production accounting
system and away from clerical confirmation of the
internal consistency of returns.'

Departmental Response to the Efficiency Audit Report

8.21 The feasibility of introducing sealed meters at
refineries was considered by a team from the Department's
Management Advisory Section. Before reporting, in July 1982, the
team obtained support for its conclusions £rom the petroleum
industry. The report rejected the use of sealed meters for a
range of reasons, the main one being the high cost of their
installation. The team 3judged that a single meter was
insufficient and that a metering system was required. A metering
system was estimated to cost $750,000 for each product. line.

8.22 At the time of the Efficiency Audit it was not standard
practice for Customs to design its. checks to ensure that all
refinery production was accounted for, However, since the
Bfficiency Audit Report was tabled, Customs has been carrying out
a series of reconciliation checks on transfers between refineries
and depots. At the public hearing on 7 May 1984 Customs informed
the Comnittee that Central Office had received results of
reconciliation exercises from all States, These involved checks

1 Minutes of Evidence, op. cit.. p. 380.
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of quantities despatched £rom refineries against quantities .
received into installations. This reconciliation process is now
an ongoing part of the Customs operation and the results for
1982/83 showed a slight overall gain in quantities. 1In
Queensland, Customs is using a computer for this work.

8.23 The Committee concludes that while the Department
accepted Audit's recommendation suggesting more detailed
assessments of claims for losses, the Department seems to have
been slow to respond with action in this area.

8.24 The Department. has indicated that there would be
difficulties measuring production and/or levying duty
'immediately the product assumes the characteristics of
petroleum* as suggested by the Auditor-General. It was argued
that further blending of components to achieve finished product
specifications usually takes place beyond this point.
Furthermore, some product is used as refinery fuel or as
feedstock for an associated petro-chemical plant and is therefore
not dutiable. However, when questioned about the possibility of
levying excise at the point of release of motor spirit from the
refinery (a_ point at which companies already keep very careful
and detailed account of releases) Departmental officers indicated
that. there were advantages in this approach and that it would be
possible to implement. It was suggested to the Committee that
levying duty at the refineries would make duty collection on the
major products such as motor spirit and distillate much easier
but that there would be some difficulties with products such as
avtur because of the high proportion of duty-free usage. The
possibility of problems arising over ownership of the product and
liability for excise, where crude oil is refined for anothex
company, ('toll' refining) was also raised.

Industry Response

8.25 During the course of the inquiry the Committee visited
the Ampol refinery at Lytton in Brisbane, a Mobil installation in
Bundaberg, the Caltex «refinery at Kurnell and terminal at
Banksmeadow. These visits allowed the Committee to become more
familiar with technical aspects of refining and distribution of
petroleum products and to canvass the views of the industry on an
informal basis.

8.26 The Committee was particularly impressed with the
sophistication of Caltex's metering system at their Banksmeadow
terminal in Sydney. This system is outlined in material at
Appendix 5. The system, complete with associated automatic data
recording and processing facilities cost the company- several
million dollafs to install. The system measures, records and
accounts for all product releases from Kurnell which pass through
Banksmeadow.

8.27 Written submissions were also sought from the industry.
In response the Committee received submissions from:
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Ampol Limited

BP Australia Limited

Shell Company of Australia

Amoco Australia Limited

Mobil O0il Australia Limited

Caltex Oil (Australia) Pty Lta

Esso Australia Limited, and

The Australian Institute of Petroleum Limitea.

8.28 All submissions expressed the same concerns about the
practicability and the high costs of installing meters to measure
production, the costs of maintaining this equipment, the increase
in working capital required if excise duty were payable at the
point of production and the difficulties for the companies in
accounting for losses, and getting rebates for these 1losses,
after the duty has been paid.

8.29 All expressed configence in the current system of
measurement and in the continual efforts made by the companies to
improve the measurement of petroleum production and movements.

8.30 The Auditor-General's Efficiency Audit Report
recommended the introduction of 'secure metering of production
volumes'. This recommendation provoked a negative response in all
submissions. Complaints were based on the high costs of
installation, mainténance and upgrading the companies' own
measuring equipment to the same standard.,

8,31 Most companies felt that the Efficiency Audit Report
had seriously underestimated the cost and number of meters
reguired. The total cost of £low measuring devices depends on
pipeline diameters, flow rates, operating pressures and types of
product transferred. The Australian Institute of Petroleum
suggested that not only are meters required but also piping,
valves, proving equipment, electrics and a complete electronic
read~out system. Caltex estimated the cost of metering within the
Caltex refinery to be $3-5 million with an annual maintenance
cost of 2-3% of the investment cost. Caltex felt that an
investment. of this size was not justified considering that the
Efficiency Audit Report estimated a potential revenue gain of
only $10 million. Mobil expressed doubt that this estimate of the
excise shortfall was still relevant due to lack of comparison
between time periods and since procedures for excise exemptions
for off road distillate use had changed significantly since the
Report was written..

8.32 Ampol expressed the view that absolute accutacy in the
measurement of petroleum products was impossible to achieve given
current measurement technology. Transit, evaporation and other
losses cannot be accurately and continuously measurea.



8.33 The view of the oil industry appears to be that the
current system of measurement by dipping provides the necessary
level of accuracy and control. There has been a steady
improvement in this system particularly in the "extent and
sophistication of automatic dipping and with computerised
metering equipment installed in larger throughput terminals.

8.34 All companies expressed the view that in the area of
measurement, the Government's and the companies' interests
coincide, In fact all brought to the Committee's notice the fact
that the value of any losses to the Company £rom theft,
evaporation or manufacturing losses, was several times the value
of the Government's loss of excige revenue.

8.35 The view was generally expressed that due to the
current low 1levels of industry profitability, any additional
costs to the industry would either be passed on to the consumer
or would be reflected in a decrease in capital spent by the
industry in improving capital efficiency.

8,36 The Efficiency Audit Report's recommendation to
intreduce 'measurement of total production immediately the
produét. assumes the characteristics of petroleum' also produced a
critical response in all submissions. Although the principal
argument against this recommendation centered on the cost. due to
prolonging the period between the payment of excise duty and its
recovery from consumers, some submissions were also concerned.
with definitional aspects of duty payable under the Excise Act.

8.37 BP did not see petroleum products’ as having the
characteristics of excisable products until distribution had
occurred, Until this point, the products were considered as
components suitable £for blending. Caltex confirmed this by
stating that some product on which duty would have to be paid,
may never leave the refinery gates as a result of product
interfacing, sludge at tank bottoms etc., BAlso, some of the
product transferred to coastal ships £for intra-state and
interstate transport may not reach its destination, Some residue
remains which, together with the sludge and contaminated products
mentioned above, is rerefined and would therefore face double
duty,

8.38 AMPOL stated that any product losses occcuring prior to
entry for home consumption are not relevant to the calculation of
duty payable under the Excise Act 1901, unless product is
illegally diverted and then used for home consumption. The
further point was made that oil companies already have a strong
monetary incentive to reduce these product losses.

8.39 All companies were critical of the increased working
capital burden that would result from imposing excise duty at an
earlier point in the production process. Excise is collected on a
seven day basis but the 0il companies operate in an industry with
35-45 day credit terms. This gap already imposes a significant



working capital burden on the industry. For example under the
present system Mobil's unrecouped excise payments average $27
million. At an interest rate of 14%, the overall annual cost to
Mobil of financing this amount is $3.8 million. Moving the point
of collection to an earlier point would increase unrecouped
excise payments to $59 million. Other companies submitted similar
statistics.

8.40 BP expressed the view that earlier collection should be
compensated for by delayed payment terms or increased sale
prices. Mobil suggested the Government extend credit for 30 acays
for every month except July, to relieve the companies of the
costs of Government revenue raising.

8.41 Caltex suggested that full recognition should be made
of unavoidable and genuine losses. If the point of measurement
for duty were moved to the point of production then excise would
be incurred on handiing and evaporation losses on stock provided
under refinery exchanges to other industry members and on sales
to international bunkers and Commonwealth departments ana
instrumentalities. This would generate many claims for rebates.
Most companies reiterated this view and commented on the expense
that. would be incurred in documentation and verification of these
losses with Customs officials.

8.42 Mobil and Amoco both expressed the view that earlier
collection of excise would be a disincentive to hold adequate
inventories of finished product. Consumers would thus be morxe
vulnerable to supply disruptions.

8.43 Towards the end of the ingquiry the Committee approached
all oil companies for a reaction to the specific proposal to
shift the point of excise collection back to the refinery gate.
All companies. rejected this proposal reiterating the points
against earlier collection outlined above, The main arguments
against the proposal centred on the cost of financing increasea
working capital and the need to make allowance tor losses beyond
the refinery gate.

The Committee's C s and R dations

8.44 Committee wishes to stress at this point, that in
examining excise collection procedures its intention is to try to
identify more etfficient ways of achieving basically the same, or
a very similar result, to that which is achieved under the
existing arrangements. Consequently, the Committee is concerned
that companies should be compensated for any disadvantages which
may result from adjustments made to the collection procedures. In
other words, while the Committee is concerned with the efficiency
and etfectiveness of collection procedures it is not concerned
with policy matters such as altering the overall 1level of
financial advantage or disadvantage incurred by operators. Such
policy matters are properly the concern of Government rather than
the Public Accounts Committee.
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8,45 The Committee's examination of the petroleum area
suggests that there may be advantages in redesigning the
collection procedures for petroleum products 80 that excise
liability is assessed and excise is levied at the point at which
product is released from each refinery., Some of the advantages of
this approach are suggested in the following paragraphs.

8.46 As outlined ,earlier in this chapter, oil companies
generally release products from their refineries to a range of
other companies as well as their own depots. Consequently for
their own commercial purposes refining companies need accurate
measurements of releases of all products from refineries and
detailed and accurate records of these. Refining companies
regularly submit such data to Customs. Hence refinery production
data already maintained by companies could be used as the basis
for assessing duty liability,

8.47 The Committee believes that a practical system could be
devised to handle toll refining. One way might be for the
refining company to pay duty on all releases regardless of
product ownership. This additional cost could then be passed on
to the owner of the product. Such arrangements would be similar,
in effect, to the way the current 'borrow and loan' systenm
operates in relation to excise payments.

8.48 By wmoving the point of excise payment towards the
refinery, the duration of Customs control over petroleum product
would be considerably diminished, For this reason, the number of
premises reguiring Customs control would be reduced. Instead of
 cont¥olling 156 'licenséd installations, as well as transport of
product from refineries to these installations, Customs would
only need to control nine or ten refineries because the product
would be duty-paid beyond the refineries.

8.49 To ensure that local product is not disadvantaged by
implementation of the proposal, customs’ duty could be collected
on imported petroleum products, with an appropriate credit
period, after release from the initial warehouse into which goods
are entered upon importation. Under-bond transport to further
warehouses would not be allowed.

8.50 The treatment of losses could become an issue if the
point of excise payment were moved to the refinery. Currently, it
is accepted that losses incurred in the process of transferring
product from the refinery to the installation and losses within
the installation are legitimate handling losses and therefore
should not incur excise duty. It has been suggested that moving
the point of excise liability back, would mean that rebates would
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nave to be sought for duty already paid on product lost in these
areas. The Committee, however, is not convinced that the efforts
put into the explanation and ‘justification of 1losses by oil
companies and the verification of 1losses by Customs are
productive. In fact the Committee believes that time, effort and
resources are being wasted in the handling, justification and
validation of loss claims and that the current arrangements do
not provide companies with sufficient incentive to minimise
losses. The Committee believes that a reappraisal is required to
determine exactly what this process is achieving and how a fair
and sensible outcome might be achieved more efficiently.

8.51 The Committee suggests that if the point of excise
liability were moved to the refinery, an adjustment should be
made to dutiable quantities to compensate companies for duty
which would otherwise be paid on losses., One approach might be to
build into the £formula for calculation of excise, an agreed
percentage adjustment based on average historical losses, through
the various stages of production, over the last few years. (This
adjustment percentage would be calculated once only and from then
on would be fixed. The total adjustment would always be granted
regardless of what actual losses were at any time.) If such
arrangements could be developed to the satisfaction of Customs
officers and the industry, all those Customs resources currently
dedicated to this area could be directed elsewhere. At the same
time companies would have more incentive to avoid losses beyond
the refinery because any product lost would be considered fully
duty-paid and therefore worth more than the duty-unpaid losses
under current arrangements.

8.52 The Committee recognises that moving the point at which
duty is levied back to the refinery, would result in considerably
increased costs for the industry since duty liability would be
incurred several weeks earlier. To counter this the Committee
suggests that some compensating arrangements such as an extension
of the settlement period for excise payment, should be developed.
The Committee considers that this calculation should be done by
the parties who are best able to appreciate the intricacies of
the industry and the Government's requirements, namely the
companies concerned and the relevant Government departments. The
evidence supplied to the Committee has placed the annual
* financing cost for the industry in the region of $100 million,
although estimates have ranged from $70 million to $200 million.

8.53 One problem raised by the industry is that there would
be less incentive for companies to store product in depots
downstream of refineries, if duty is to be paid earlier. However,
if the new arrangements are designed so that companies are not
disadvantaged relative to their current position then they would
incur no greater cost by continuing to operate in the same way as
at present. Companies may f£ind commercial advantage in altering




their strategy to keep less stocks further downstream in the
distribution process. This could be a strategic disadvantage in
times of disrupted supply emergencies ~ a situation which could
be addressed by specific emergency regulations. At other times
there should be no particular problems with companies making
commercial decisions about stock requirements at various points
in the distribution system on the basis of meeting the market
demand for their products and securing their market shares.

8.54 The Committee -considers that the area of alternative
methods of excise collection should@ be given more detailed
examination., This examination should canvass alternative methods
of collection of excise on motor spirit and other petroleum
products, including the particular proposal for motor spirit for:

. a movement in the point of excise collection to
the point of release of product from the refinery.
This will require the design of systems for
handling:

- imported products; and
- toll refining,

. compensation for oil companies for the earlier
point of excise collection by extending the
settlement period for excise payment. This period
should be negotiated with o0il companies so that
there is not a net financial disadvantage as a
result of the new arrangements, and

. a replacement of the processes currently used for
handling loss claims by incorporating an automatic
adjustment. to the dutiable guantities declared, on
the basis of average losses experlenced in the
past.

8.55 As mentioned earlier in this chapter the
Auditor-General's main recommendation concerned installation of
independent sealed meters so that Customs would have reliable
data on the total production of petroleum products. This proposal
was rejected by a Departmental feasibility study on several
grounds, the main one being that the Department estimated the
cost of a metering system to be $750 000 for each product line.

8.56 The Committee is not convinced that the introduction of
independent sealed meterg can be justified in view of the care
taken by oil companies themselves over the measurement of
releases from refineries, The Committee welcomes the companies!'
own moves towards improving the sophistication of their
measurement devices and control systems. The metering system at
Caltex's Banksmeadow terminal is an outstanding example.
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The Committee r ds that Cust seek sources of
independent. data to allow checks of revenue due against
revanue collected. Wherever possible approximate
estimates should be made against crude oil input
f£igures and any available sales or usage figures,
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CHAPTER 9
DIESEL FUEL

General Background

9.1 Arrangements for payment of excise on diesel were
changed in 1982 leaving many of the comments of the Efficiency
Audit Report no longer relevant.

9.2 Formerly, categories of users entitled to duty-free
diesel would obtain certificates indicating their eligibility.
Only agents were authorised to make duty-free sales of diesel
fuel to certificate holders but they could also make duty-paid
sales to other users. Agents were required to maintain recoras of
all sales, duty-free and duty-paid. Excise payable by oil
companies, on quantities of diesel leaving depots, was adjusted
according to agents' schedules of duty-free sales.

9.3 The new arrangements were announced by the Treasurer in
the 1982 Budget. Excise is now payable on all diesel fuel
produced and therefore all sales are now made at the duty-paid
price. However, certain users of diesel for off-road purposes are
entitled to rebates to cover the excise component of this price.
Processing of rebate claims began on 8 November 1982 with the aid
of a new national computerised rebate processing system known as
REBE which registers eligible users when they make their initial
claim.

9.4 Under the new arrangements the categories of users
eligible for rebates have been slightly altered compared with the
users who were entitled to certificates under the old scheme.
Categories eligible to «claim a rebate of duty are the
agricultural, mining, forestry and fishing industries, housenold
users, medical and nursing institutions and aged persons homes.
These new categories have led to a reduction in the number of
persons eligible for duty-free diesel fuel. .

9,5 The Department has provided information indicating that
in 1982/83 there was a net increase in revenue of $346.2 million
as a result of the introduction of the new scheme. This was
partly attributed to strengthened control and partly to the
reduction in the numbers of eligible users.

9.6 At 14 March 1984 there were 125,107 registered eligible
users of duty-free diesel fuel. From 17 August 1982 to 30 June
1983 gross excise revenue from diesel fuel was $408.5 million and
$72.9 million was paid in rebates, representing 17.8% of total
diesel fuel usage.
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9.7 Under the new system Customs controls include the
automatic checking of «claims through the computer system.
Computer checks are made for accuracy, duplication and
comparability with previous claiming patterns and there is also a
program of investigations of end users..

9.8 Initially, before the claimant population was known,
investigations were mainly oriented towards users claiming
particularly large amounts of rebate, However, it is taking much
longer to establish the claimant population than was expected.
This is partly due to the fact that there is no time limit on
lodging claims.

9.9 The PDepartment has advisea that since July 1983,
methods of Belecting claimants for investigation are being
developed on the basis of:

processing system rejections;-

a risk assessment program;

processing area referrals based on use of profiles;
random selections; and

intelligence.

The Department. also claims that 'Investigation procedures have
been enhanced by the adoption of risk assessment techniques
through the use of computer interrogation facilities to analyse
claimants ana claiming pattern variations under various
parameters’.

9.10 In June 1984 Customs had 146 ofticers working on the
diesel rebaté scheme. These consisted of 104 processing staff and
39 investigation sastaff involved in States/Territories operations
and 3 officers involved in Central Office.

9.11 The new arrangements appear to eliminate many of the
problems that were associated with the previous scheme and
simplify procedures consiaerably. In a submission to the
Committee dated 12 August 1982,1 the Department of Industry and
Commerce stated that:

'The adoption of a rebate system has overcome most of
the control weaknesses which existed under the previous
certificate system. All aiesel fuel is now duty paid
vwhen entered for home consumption and claimants within
eligible categories must personally sign a declaration
as to their usage in order to receive the rebate....

vne of the more significant control aspects of the new
scheme over the previcus exemption certificate system
is that it completely removes oil companies, their
agents and fuel sguppliers from having access to duty
£ree fuel. This was a major area of abuse under the
previous system and whilst savings cannot be accurately
determined it is consicered they are substantial.®

1 Minutes of Evidence, op. cit., p. 366.
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The Committee's Comments and Recommendations

9.12 While material explaining the operation of the diesel
rebate scheme was sought from the Department in the course of
this inquiry, the Committee decided not to examine this area in
detail, This degision was taken on several grounds:

. the problems associated with the actual collection
of excise on diesel are similar to those
associated with other products and have therefore
been explored in the previocus chapter;

. the ‘payment of diesel rebates is not, strictly
speaking, excise collection;

. the ney diegel rebate scheme has as yet only been
in operation for a relatively short period and is
presumably still being developed and perfected;
and -

. the Auditor-General conducted an audit of the
operation of the scheme in several States and
reported in September. 1984, fThe Committee will
scrutinise the item 4in the context of its
consideration of that report.

9.13 Nevertheless the Committee does wish to make some
general comments relating to this area. In particular, the
Committee is concerned at the apparent complacency about diesel
simply because this new system has been introduced and has
eliminated some of the problems of the previous arrangements.
Recognising that there are many advantages in the new scheme, the
Committee nevertheless considers that the rapid introduction of
new procedures always leads to problems and that therefore the
system needs to be evaluated and monitored to ensure that its
objectives are being met in the most efficient way possible. The
Auditor-General's work in this area should provide the Department
with a starting point.

9.14 The Committee considers that the weakest point in the
diesel fuel rebate system lies in ensuring that the diesel which
is the subject of the rebate is actually used in the specified
applications. The Committee is not convinced that the new
improved and streamlined rebate processing procedures, despite
all their advantages, satisfactorily control this end user area.

27. The Committee recommends that the Department review the
effectiveness of the administration of the diesel
rebate scheme,
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jise on diesel production.

duced.

] " The Committee also wishes to stress that the diesel
te scheme does not daal with the problems of actually levying
The existence of the rebate scheme
1y means that excise must now be paid on all diesel fuel
problems. of product control and validation of
a;ed production, as discussed in Chapter 8, still remain,
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CHAPTER 10
PETROLEUM PRODUCTS FREIGHT SUBSIDY SCHEME

General Background

10.1 During its consideration of excisable products the
Committee became aware that there appear to be continuing
problems with the petroleum products freight subsidy scheme. This
was supported by information from both industry and Departmental
sources. Some of the major oil companies in particular, have
informally indicated that the continuing abuse of the freight
subsidy scheme by some operators, particularly direct purchase
agents, appears to be disrupting the market.

10.2 The Committee considers that the extensive discounting
of petrol and diesel in some country areas lends credence to
these allegations.

10.3 Consequently, the Committee decided to extend its terms
of reference to include, in this inquiry, consideration of the
petroleum products freight subsidy scheme which is also
administered by the Department of Industry and Commerce, The
Committee's consideration of this area concentrated on Queensland
and northern New South Wales.

10.4 on 11 April 1984 the Committee sought a paper outlining
the operation of the scheme. The following points, briefly
describin the scheme, were taken from the Department's
response:

', the scheme was re-introduced in 1978 and
subsidises the «cost of transporting certain
petroleum products viz. motor spirit, power
kerosene, automotive distillate and aviation fuels
to country locations;

. each State and the Northern Territory has its own
Subsidy Act under which Customs officers have been
appointed to perform the duties of authorised
officers ie. checking and certification of subsidy
claims for payment and subsequent investigation;

. the rates of subsidy are based on freight
differentials determined by the Prices
Surveillance Authority (PSa) formerly the
Petroleum Products Pricing Authority and are
calculated by deducting from the differential the
margin paid by the consumer, currently 1.1
cents/litre;

. the PSA regularly review freight differentials on
a State by State basis;

1 Minutes of Evidence, 9p. cit., p. 563-571.
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. there is a Schedule of Subsidies for each State
and the Northern Territory which lists names of
places and the rates of subsidy payable on the
sale and delivery of eligible products;

- before oil companies and direct purchase
distributors may claim subsidy, they must be
registered as distributors under the scheme and it
is a condition of registration that they must give
an undertaking to pass on to the purchaser the
benefit of any subsidy received;

. registered distributors lodge their claims for
subsidy, which must be supported by details of
sales at the various places, with Customs offices
in the capital cities of the various States and
the Northern Territory:

. the bulk of the subsidy is paid to oil companies
who sell petroleum products direct to consumers
and also to direct purchase distributors who in
turn resell the product to their customers;

T direct purchase distributors claim a subsidy based
on the difference in rates between the place at
which. they purchased the product from the oil
company and the place at which they delivered it
to the consumer;

. all claims are subjected to a face of claim check,
certified for payment by an authorised officer and
then forwarded to the State Treasury for payment;

. selected claims are also subjected to post payment
checking both in the office and the field.®

10.5 The freight subsidy can be applied for in multiple
stages. For example, if one operator moves product from Brishane
and sells it to a direct purchase agent at Destination 1 the
freight subsidy from Brisbane to Destination 1 can be claimed by
the first operator. The second operator can then move the same
oroduct to Destination 2 and sell it and therefore claim the
:reight subsidy which is calculated as: (the subsidy from
Brisbane to Destination 2) minus (the subgidy from Brisbane to
Destination. 1). However, if a third operator then moves the
oroduct back into the Brisbane area to sell, he.is not expected
0 repay the subsidy already paid out.

.0.6 The administration of the scheme is not computerised. A
-easibility study into the computerisation of the administration
>f the scheme has been undertaken by the Systems Division of the
‘epartment, The feasibility study is currently being examined by
<he Resources Excise and Bounties Branch of the Department prior
<0 consideration by the ADP Policy Committee.
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10.13 In res%onae to these concerns (as discussed at the
hearing on 7 May)! the Department informed the Committee that the
Prices Surveillance Authority had announced an inquiry into
petroleum product pricing and that the Department of Industry and
Commerce had been invited to make a submission to the inguiry
specifically on the petroleum products freight subsidy scheme.

10.14 At the same hearing,2 the Treasury 'representative
informed the Committee that all the States and the Commonwealth
were co~operatively looking at the avoidance and evasion of State
taxes,

28. The Committee concludes that abuses of the Petroleum
Products Freight Subsidy Scheme are not under control
and the deterrents are inadequate, ‘The Committee

recommends ¢

. immediate  substantial  increases. in
penalties; :

. the freeing of more resources from other

areas for transfer to investigation work
in this area; and ) . ‘

. the application of ADP resources to the
administration, control and monitoring
of the freight subsidy scheme.

29, The Committee recommends that a comprehensive review of
the Petroleum’ Products Freight Subsidy Scheme be
undertaken within a year of the introduction of the
other recommendations. The review should include
consideration of:

. the extent of abuses and their revenue
implications;
. the costs of administering the scheme as

well as the costs of increasing
surveillance and investigation to plug
the apparent gaps;

. means of streamlining procedures and
requirements to minimise opportunities
for abuse;

. the implications, cost and benefitas of
abolishing the scheme; and

. alternate ways~of achieving the intended
outcome.

1 Minutes of Evidence, op. cit., p. 561.
2 ibid., p. 572. " !
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APPENDIX 1

. 2o .
DETAILS OF THE DEPARTMENT'S OVERALL STRATEGY FOR ACHIEVING AIMS.
AND OBJECTIVES. .
x':

Material provided by the Depfgtment of Industry and
Commerce on 8 September 1983.3» -
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DEPARTMENT OF INDUSTRY AND COMMERCE - % i,

i
a) Details of the Overall Strategy for At¢hieving Aims and Objectives

In order to prescribe a control program that would seek to overcome
the management deficiencies described by the Auditor-General, the
Department as a first step, set about identifying the elements of
such a program. The results are at pages 61-62 of our submission

and outline the key elements of a control program which the
Department believes is capable of implementation progressively in the
Inland Services area throughout Australia.

To achieve the ideal in a practical sense will be a long term process.
The Department has not yet promulgated a timetable of activity that
would see the finalisation of each element of the system. Because

of our limited experience in this field, Inland Services considers
that a flexible approach is necessary as it is inevitable that with
experience and accumulation of further knowledge the parameters of
the system will need to be modified.

Having identified what is regarded as the overall objective, Inland
Services in Central 0ffice set about identifying some short term
objectives. These have included the development of a national training
program in conjunction with State Officers; the means to improve
investigation techniques particularly in the area of computerised
record keeping; the maintenance of uniform cost-effectiveness data by
‘State Officers; am effectiveness review of warehousing operations;
commencement of industry reviews beginning with the tobacco industry.

Inland Services appreciates that achievement of the overall objectives
will be best achieved through a risk management program that has
clearly understood components, which concentrates on rating risks,
allows the flexible allocation of resources, measures the results of
all activities and is uniform in its application.

The components of the system have now been determined and defined and
the-Branch is in the process of developing a practical pilot model
with the assistance of the Collector of Customs, Queensland. Some of
the components that should play an important role in any decision as
to resource allocation will become available in due course. For
example, a key indicator for the future will be the results of

company investigations using the systems-based investigation technique
supported by computer audit software. Information on this project
will progressively become available over the next 12 months. The first
12 month training program under the direction of a consultant

(Touche Ross and Co.) will now commence in early October 1983, The
systems~based investigation technique will be continually evaluated
during this 12 month period.

It is proposed to submit a detailed evaluation of the 12 months
exerclse together with recommendations for the future, to the
(Collectors of Customs) Conference for consideration in September 1984.

Should it be decided by that Conference which is chaired by the
Comptroller-General of Customs to introduce nationally throughout all
areas of Inland Services operationtsystems-based investigation
supported by ADP software packages, then all Licensees throughout
Australia under Inland Services control will be progressively
investigated using the new investigation techniques or methods. This
will be a long term project which will require significant training
of staff and would take several years to complete. )
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In the meantime current investigation procedures will be utilised
in conjunction with the new investigation techniques that are being
developed to ensure protection of the revenue during this period.

The components of the risk management system are outlined hereunder:-

Inland Services Programs
Program aims and objectives

Control areas

Premises

Revenue obligation

Risk-rating

Cost-effectiveness

Effectiveness measurement

Staff

Control-time allocated

Work-load indicators

Results of individual company investigation and industry reviews
Intelligence assessment

Pexrformance measurement

Efficiency

Effectiveness

PHMRPERR R OO DLW
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Note: (A) Elements (1) to (13) are separate and quantifiable.
ETément (14) is really a review process and elements, (15) and (16)
are qualitative assessments integral to the performance of elements
(1) to (13).

(B} The Risk Management system implements the overall "Control
Strategy to Achieve Objectives™ outlined in the Inland Services
Philosophy and Policy Statement ~ see page 24 of Departmental submission
of 12 August 1983. '

The formal commencement of the system should be possible by January
1984 on a national basis following evaluation of the Queensiand pilot
period. Each of the components will be introduced as soon as
practically possible. Implementation of the system in its entirety
i.e. encompassing all companies liable to pay excise duties or
deferred customs duties will be a long term project which will take
up to four years to fully implement. .o

Because of the priority that attaches to the development of the
national risk management program the Branch has had to revise its
attitude to the industry-by-industry reviews.

The results of these reviews provide important information that must
be fed into the risk management system. However, the first action
should be to complete the fundamental steps of the risk management
program, that is, identify objectives and allocate person-years to
each activity for each State and Centval Office. Assisting the
States prepare these programs has high priority and the industry-
by-industry reviews will be undertaken as soon as practicable under
the supervision of the Director (Operations) Inland Services Branch.
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APPENDIX. 2

SUGBMISSIONS ON THE. PROPOSAL TO COLLECT
EXCISE REVENUE AS SALES TAX

. Commissioner of Taxation (16 June 1982)

. The Department of the Treasury (19 October 1983)
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COMMISSIONER OF TAXATION
-')(’ STRALIA &
S
CANBERRA, A.C.T. 2600
TELEPHONE 63 9111
TELEX 62187

nerenence: 1 ST 7/11

Mr M.J. Talberg,

. Secretary,
Joint Parliamentary Committee of A
Public Accounts, 16 auR EOL

Parliament House,
CANBERRA. A.C.T. 2600

REPORT OF THE AUDITOR-GENERAL ON_ AN EFFICIENCY
AUDIT : THE COLLECTION OF DUTIES AND
DEFERRED CUSTOMS DUTIES
Your Reference : 1982/7

You have sought comments on the Report of the
Auditor-General on an Efficiency Audit - The Collection of
Duties and Deferred Customs Duties - to the extent that
that report relates to matters under the control of this
Qffice, The report recommends, among other things, that
"In view of the difficulties associated with control over
excise revenue the relative advantages of an extension of
sales tax vis a vis the current excise duty should be
considered for review by the appropriate authorities".

2. The recommendation in the report in relation to
sales tax is in its context apparently restricted to the
possibility of collecting by way of sales tax, revenue now
payable as excise duty on spirituous beverages including
brandy, rum, whisky, gin, vodka and liqueurs. The report
suggests that the attraction of this option would be that

it would no longer be necessary to apply controls to producers,
as the existing control system applied to sales tax collection
at the wholesale level would be used. Spirituous beverages
are at present subject to sales tax at the rate of 17.5%.

3. Sales tax is a single stage tax designed to fall,
primarily, on sales by wholesalers amnd menufacturers (producers)
to retailers. The intention is that all goods that are produced
in. or imported into Australia for use or consumption in
Australia shall bear the tax unless they are specifically
exempted from it.

4. Although termed a sales tax, the levy is not limited -
to sales only. Imported goods are taxed at time of importation
by retailers and consumers. Goods applied to a taxpayerts own
use are taxable. Although probably not relevant in the .
p‘;‘ie.sen: context, goods leased by taxpayers are also subject to
sales tax. :
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5. The tax is payable by three general classes of
persons. Théy are manufacturers, wholesalers and importers.
The first two categories, i.e., manufacturers and wholesalers,
are required to register with the Taxation O0ffice in each
state in which they have a place of business as a manufacturer
or wholesaler. Dispensation from registration is granted
where a person is only dealing in exempt goods.

6. Registration entails the issue by the Commissioner
of a numbered certificate of registration which plays an
important part in the sales tax system, being the means by
which the tax retains its character as a single stage tax.

By quoting his certificate of registration in the prescribed
form a manufacturer purchases his raw materials free of tax.
Similarly a wholesaler also obtains his trading stock free of
tax. It is therefore only at the point of the last wholesale
sale that the tax becomes payable., Therefore, amanufacturer
selling to a wholesaler would be given a "quotation of
certificate" by the purchaser and would not be required to pay
tax, Vhen the wholesaler sells to a retailer he charges tax
to his customer and accounts for that tax on monthly returns
lgdged with the Taxation O0ffice. Payment of the tax accompanies
the return. .

7. In the context of importation of goods, those who are
manufacturers may acquire imported raw materials free of sales
tax by quoting their certificate when clearing the goods for
home consumption. Wholesalers similarly clear imported goods
free of sales tax, but of course charge sales tax whén 'they

in turn sell to retailers. As noted earlier, retailers and
consurers who import goods pay sales tax at the time the goods
are entered for home consumption.

8. It is relevant to note that merchants who undertake
the blending and dilution, or merely the dilution, of overproof
spirits so as to derive a product suitable for consumption are
manufacturers for the purposes of the sales tax law. Therefore
an importer of overproof spirits. to be diluted, blended and
bottled in Australia would enter the goods at customs under
quotation of certificate free of sales tax. Import duty is
payable when the goods are cleared from bond, i.e. entered for
home consumption. The end product would be taxed on the occasion
of the last wholesale sale in. Australia,

9. Tax 1s payable on what is termed the sale value. In
general terms that is the amount for which the goods are sold.
Because of the variety of transactions which attract tax, the
sale value provisions in the law are fairly complex but as a
general statement, where the taxable transaction is other than
a sale by a wholesaler to a retailer, the law seeks to apply
tax on an amount which represents the fair wholesale value of
the goods.

10. Sales tax is generally payable to the Taxation Office
21 days after the month in which the last wholesale sale takes
place. By contrast, excise and import duties are payable when.
the goods are entered for home consumption, i.e., removed from
Customs control. There is a settlement period of 7 days.
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11. There are at present three rates of sales tax -
5%, 17.5% and 30%. There is also a range of goods, covered
by the First Schedule to the Sales Tax (Exemptions and
Classifications) Act, which are exempt from sales tax.

12. For present purposes it is relevant to note that
whisky, brandy and other potable spirits, whether imported
or locally produced, are taxable at 17.5%, as are imported
wines and beers. Australian produced wines and beers are
exempt from sales tax. Tobacco, cigarettes and cigars and
certain petroleum products such as crude oil, petrol and
kerosene are exempt from sales tax whether produced in
Australia or outside Australia. However, other products
such as diesel fuel are only exempt from tax if produced in
Australia.

13. At present the excise on spirits is collected on a

unit value basis, i.e., a prescribed amount per litre of

alcohol, which does not differentiate between cheap and

expensive spirits. An ad valorem sales tax results in a

greater amount of tax being paid per bottle on more expensive

:ﬁirits. The present sales tax on spirits accordingly operates
at way.

14, To replace the revenue derived from excise duty with
a sales tax impost would require two basic changes to the
sales tax law. The first would be that a number of excisable
%oodslat present exempt from sales tax would need to be made
‘taxable.

15. The second weould be a restructuring of the sales
tax system to accommodate the relatively high amounts of revenue
to be collected from the products concerned.

16, A sales tax to replace the estimated loss of excise
revenue on spirituous beverages, as seems to be suggested at
page 12 of the Audit Report, would under the present structure
of the sales tax legislation involve imposition of a sales tax
rate in excess of 200%. That is to be compared with 30% which
is the highest rate of sales tax presently in force. It would
be possible from an administrative viewpoint to alter the law
to introduce a rate of tax of say 200% but there would be
wider considerations to be taken into account before such a
rate of tax were adopted. Whether the one rate of sales tax
would be appropriate for spirits of varying grades and
qualities may need particular examination.

17. Ancther possibility could be to introduce a separate
sales tax Act to impose a sales tax comparable with the basis
of the present excise duty, viz., $18.75 per litre of alcohol.
Although not an ad valorem tax such levy could be administered
in the same way as the existing sales tax. The omission of an
ad valorem base would, however, mean. that, unlike the present
sales tax, legislation would be required to impose some form
of indexation of the rate scale to keep pace with inflation.
In times of high inflation annual increases would be large,
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thus encouraging stockpiling in the period immediately preceding
the increase, with conseéquential effects on tax revenue. More
frequent adjustments, for example quarterly, would reduce the
likelihood of stockpiling but would be administratively more
costly. .

18. In this case the administration of the tax could be
brought under the control of the Taxation Office, and this
would replace the controls presently exercised by the Bureau of
Customs. Such a change would involve reducing the present
controls and relying on regular audits by taxation officers to
maintain compliance. At present, such audits are conducted on
a cyclical basis ranging from 3 to 8 years, depending upon past
compliance records of each taxpayer.

19. Bearing in mind that under the present sales tax
system the relevant transaction is the last wholesale sale, it
is the wholesalers rather than the producers who would be
required to account for tax on spirits. A change to an
exclusively sales tax impost on such goods would substantially
increase the amount of revenue collected from such wholesalers,
which would warrant a shortening of the period between cyclical
investigations but would not otherwise materially add to the
workload of the Taxation Office, given that such wholesalers are
already accounting for tax on their sales of spirits.

20. Another aspect of a switch in the point of collection
would be some postponement in the receipt of revenue from
spirits. If the additional sales tax yield from spirits were
at the estimated yield of $125m for excise for 1981-82 there
would be a postponement in collections in the first year of
some $10-15m,

21, One further matter which would require attention if
a change from excise to sales tax were to be made concerns the
implications of the change for import duties. It would seem
to follow that revenue derived from the excise on imported
spirits should also be switched to collection via a sales tax.
In respect of overproof spirits referred to in paragraph 8
above, the diluting, blending and bottling is carried out in
bond so that when the diluted product is cleared from bond it
is subject to import duty as are other dutiable goods. when
cleared from bond. The dilutingeand blending of overproof
spirits constitutes menufacture for the purposes of the sales
tax law. The blended spirits are taxed on the occasion of the
last wholesale sale after the blending and irrespective of
whether the blended spirits were cleared from bond at some

" edgrlier point in time. If the last wholesale sale takes place

in bond then tax would be payable upon the goods being cleared
from bond.

22.. Yet another aspect for consideration would be that,
against the background that excise and the excise component of
customs duties on spirits are similarly structured and bear
corresponding amounts of duty, a divergence in the amount of
revenue on imported and local spirits would emerge if sales tax
on local spirits (in lieu of excise) were to be imposed on a
basis that varies from that for a continuing import duty on
spirits. E 122,
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23. In short, the question to be considered could become
one of whether both import and excise duties on spirits should
be displaced in favour of a sales tax..

24, Finally, the Audit report has suggested that the

. Department responsible for excise and the Taxation 0ffice
should investigate the possibilities of collection, by way
of sales tax, of revenue now payable ‘as excise duty. There
are important questions of Government policy involved in the
question - some of them being touched on above ~ and the
Taxation Office would not feel it appropriate for it to carry
out the suggested investigation without the Government having
sanctioned such a course.

/

(W.J. O'Reilly)
COMMISSIONER OF TAXATION
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The Treasury,
Canberra, A.C.T. 2600

RETEREINCE NO, Tereruone 63 9111

g

Mr M.J. Talberg

Secretary

Joint Parliamentary Committee
of Public Accounts
Parliament House

CANBERRA ACT 2600

INQUIRY INTO THE COLLECTION OF EXCISE AND DEFERRED CUSTOMS
DUTIES ’

I refer to your memorandum of 19 July 1983 inviting a
submission from this Department to the above inquiry on the
suggestion in the Auditor-General's Efficiency Audit that
there be an investigation of collection by way of sales tax
of revenue from potable spirits currently collected as excise
duty..

2. As you will have gathered from the 1983-84 Budget
decision to index traditional excise rates, the general
igsues' of maintenance of the real value of excise collections
and the relative suitability of sales taxes and excises have
racently been the subject of Ministerial consideration in the
Budget context. I regret that this, together with the peak
in pressures relating to the Budget, has prevented any
earlier response to your request. However, I am now able to
set out some general observations on this issue which may be
of use to the Committee,

3. The major distinction between raising a certain amount
of indirect tax revenue as a sales tax rather than as an
excise lies in the difference between percentage (or ad
valorem) tax rates such as in the sales tax system, and per
unit rates as in the excise system. This distinction gives
rise to two underlying economic issues.

4, The first is that an ad valorem tax imposes an equal
proportional burden on all items withinm the dutiable product
range; a per unit tax imposes an equal absolute burden but
unequal. proportional burdens. Within a dutiable product
range, it is therefore felt- that an ad valorem tax is more
appropriate on resource allocation grounds im that it should
not influence price relativities between less and more
expensive items.
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S. Second, ad valorem tax rates automatically and
continuously retain their real values in the presence of
inflation, whereas per unit tax rates decline in real value
unless their nominal rates are increased to keep pace with
inflation. There have .not been sufficiently regular
adjustments to per unit rates of excise in the past but the
six monthly indexation. arrangements introduced in the 1983-84
Budget will ensure effective maintenance of real per unit
excise rates, albeit with some lags and with separately
identifiable price effects. Even so, ad valorem rates would
achieve automatic adjustment to rising prices and would do so
without separately identifiable price effects.

6. If one were seeking to introduce a tax on potable
spirits from scratch, the foregoing arguments would work
strongly in favour of an ad _valorem or sales tax type

impost. However, the fact that Australia already has a high
level of excise taxation on potable spirits considerably
complicates the issue by raising transitional adjustment
problems for the respective industries. This is because the
structure of potable spirit consumption, production and
imports has by now adjusted to the per unit tax distortions
outlined above. That is, low valued products which bear the
brunt of per unit excise taxation have been reduced to a
lesger market share than they would have if there had been a
single ad valorem sales tax rate which raised the same amount
of total revenue. Such a change in the form of taxation
could set in train some changes in industry structure, to the
advamtage—oId consumers, producers and importers of cheaper
products and to the disadvantage of more expensive products
such as cognacs, malt whiskies and the like.

7. Once these adjustments were complete, there would be a
more efficient allocation of resources in the potable epirits
industry as the distortion of consumers' product preferences
would be removed. Nevertheless, the Committee would need to
be aware that a transition to collecting the excise revenue
from potable spirits by means of an increase in sales tax
would involve some industry adjustments.

8. There is also a transitional revenue congideration
relevant to any move to collecting excise revenue from
potable gpirits through variations to the sales tax
arrangexments. As noted by the Australian Taxation Office in
its memorandum of 16 June 1982, sales tax credit terms (at an
average of 36 days) exceed the credit terms for the
traditional excises (which average 31‘/2 days). Therefore
transition to a higher sales tax rate which was revenue
equivalent in terms of the weekly or annual flow of
collections from potable apirite would. under present credit
term arrangements, nonetheless cause a one-off loss of
revenue in the year of implementation of the order of

$10 million. .
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9, Finally, it should be noted that the economic efficiency
arguments outlined above in favour of ad valorem or
percentage tax rates such as in the sales tax system, rather
than per unit tax rates such as in the excise system, are
applicable in principle to the full range of products subject
to the traditional excises. While it is obvious why the
Auditor-General's Efficiency Audit Report focussed on potable
spirits in its recommerndation - potable spirits being the
only excisable commodities also already subject to sales tax
~ the considerations outlined above would also be applicable
to other excisable products.

10. I trust the Committee will find these observations of
some assistance in its deliberationms.

Fi:;t,hsststant Secretary
19 October 1983
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APPENDIX 3

SUBMISSION BY THE DEPARTMENT OF INDUSTRY AND COMMERCE
" ON. THE AUDITOR~GENERAL'S COMMENTS ON WAREHOUSING IN HIS
SEPTEMBER 1983 REPORT (19 JANUARY 1984)

127

B e e T B e i e R e e g



DEPARTMENT OEMRY AND COMMERCE

TR RIS .

MINUTE PAPER

: 19 January 1984

R b s
., Q
0
L
-
3
~)
[++3
e

-Mr M.J. Talberg

Secretary

Joint Parliamentary Committee
of Bublic Accounts

Parliament House
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% JOINT PARLIAMENTARY COMMITTZE OF PUBLIC ACCOUNTS
{i INQUIRY INTO THE AUDITOR-GENERALS REPORT OF
I SEPTEMBER 1983 :

Enclosed"is a submission on the matters raised in paragraph 15.1
- of that Report concerning warehousing as requested by your
memorandum of 16 November 1983. ’

. A list of-possible witnegses is

NAME ' . DESIGNATION

Mr B.L. Cody - Assistant Secretary

Tnland Services Branch

.

: (H. BATES) ° -
First Assistant Secretary
Inland Revenue and Dumping



JOINT COMMITTEE OF PUBLIC. ACCOUNTS
’qugiry into the Auditor-General's Report
September 1983

Submission by the Department of Industrv and Commerce

The following details are submitted in relation to specific
matters raised in paragraph 15.1 concerning warehousing in
the September 1983 Report of the Auditor-General.

1. Collection of Fees

The Auditor-General detected certain deficiencies in
procadures for recording and collecting amounts payable to
the Department in the States of Western Australia and

New South Wales.

Both States have since instituted recording systems to
ensure that all-fees payable are received within the time
specified by the Customs Act and Regulations.

Western Australia has instituted checks on calculations
of pro-rata licence fees and has separated duties in the
cash receipts area.

2. Warehouse Performance

The Auditor-General detected that within the New South
Wales operations Investigation Officer assessment reports were
not. placed on Warehouse licensing files in every case.
The Auditor-General suggested that assessment reports
should be required in all cases and that they should
igntain a recommendation in respect of renewal of the
cence.

2/
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Yew South Wales now assess all licenced premises from April
each year prior to re-licensing and this assessment is
attached to the company licensing file.

Central Office 1is currently developing a standard assessmenc
raport formac for incerporation in all states.,

3.  Review of Fees

The Auditor General noted chat fees had not been reviewed
or ravised since 1977 and that cartain Zees charged did not
reflect the Départment's cost recovery pelicy.

Licence fe¢s were uplifced from 1 January 1983 although prior
to this increase tne level of fee had remained uachanged
£rom 1 November 1277. The increasad Zee reflecrac sovamencs
in the €onsumer Price Index since 1977.

A further review oI wareaousa licence fses is to be undertaken.
On 12 December 1983 the Public Service Board indicated its
agreement to tae Department engaging a consulcant co undercake
an. indapendent review of the basis Eor levying fees and to
decermine an approprlate quantum of fees., The review will
canvass such aspects as rhe possibility of Lndexing licence
f2es and the recovery in full of costs incurred in the comcral
4and maincenance of the licenced warenouse syscem. It is
expeccad chat tenders for the consultancy will be called
snoxrtiy.

’

a4, Eligivility Criceria

Seccion 31 of the Customs Act provides that a Collector shall
.not grant a warehouse licence if the applicant for Licence or
an employee of the applicant who would participace in the
management and control of che warehouse is not a £it and
proper persom to hold or participace in the operation of a
warehouse licence.

The Auditor-General detected that within Western' Auscralia and
CQueensland operations, security checks were not, in all cases,
caxried out in respect of this requiremenc.

Boch 3Scates now caxry cut the reguired security check of key
personnel. in every instance. .

Inspections of Warehouses
- ———

The Audicor-General. ra‘:'.‘sehlquarie's“;.n relacion coi-
1. Risk Assessment »

The Department is currently implemanting a nacionally
co-ordinated risk management program in the area of warehouse
control. The objeccives of this program ara:

. Incorporation of clearly understood. components..
. Concentration on rating risks.

. Flexibility in the allocation of resources.

. Measurament of the: results of all activities.

. Uniformity of applicatiom. .
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Full dectails of chis program have been provided to the Joint
Committee In LL3 examgna:Eon Tnco the audltor-oeneral s
Efficiencyaudlc on Che Collectlion oL Lxcise and Jeferzed
Cuscoms._Duties. i s

Trials of the program are curremtly being. conducted in
warenouses in dew South Walas and Queensland it Ls proposed
cnac this program be extendad to all Staces in 1934,

2. Dogumencacion

An integral part of the risk management program Ls unliform
documentacion which readily allows for the measurement of
results. A standard risk rating form and an Investigation
officer's report form are being daveloped fn conjunction
with the New South Wales and Queensland trial programs
wich the incention that uniform documentation be introducaa
on a national basis. -

3. Scogram of Inspections

Thae Audicor-General detected that the program for inspeczion
of warehousas was Ln arrvears in New South- Wales and Westarn
Ausctralia.

The inspection program within Western Australia 1s now up to
dacte and will be kepc that way wherever possible. Whare
delays become unavoidable, ravenue risk assessmencs will
decermine priorities Eor warehouse inspeciion.

Hew South Wales reviewed the progress of inspectlion programs
in March 1983 and it was found necessary to incroduce
contingency check guidelines chat were prioricy orianted
mainly due to a loss in manpower with officers undergoi-g
training in conjunction with the introduction of the
inspection concept. Chroughout cthe Department. This revised
inspection program is aow substanclially complate.

4, _ Storage of Goods |

Customs Regulation 92(2) provides chat no duty paid o
free goocds shall. be received inco any licensed warenocuse
without the special authority of a Collactor. Permissions
granted by a Cellactor contain certain requirements whica.
must be adhered co by the permission holdar in che scoraga
of such goods. -

Tae Auditor-General d d soma ins within chae New
South Wales cparation where the requirements for separate
scorage of dutiabla, and duty paid or duty free goods La
warahouses were rnot being fully adhered to.

4l
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Arrangements for the sCotage of ujy paid and free goods
under Custom Regulation 92(2) peimission was examined by

a Conference of Assiscant Collecfors Inland Services in
Decemier 1982. In accordance wiffy:-the recommendations of
that Conference programs have si jcé been introduced by
Collactors to ensure that permisgions exist omnly in cases

of demonstrated need and that atfencion is given to the
recelpC into warehouse of ducy p#id or free goods oucside

che terms of permissions issued der Customs Regulation 92(2).
2. _Tralining of Inspection Offlchrs

A standard Inland Revenue training program has new been
inkroducea on a national basis. ‘Each training course includes
élsmencs of aneSCigacion trainirg and risk managemenc
techniques. Cowrses were run in mrisbane and Meloourne in
‘Novemper/December 1983. In 1984 6. further Inland Revenue
Courses, 3 Alcohol Speecialist Co ges and 7 Petroleum
Specialist Courses are p»og'ammeé in various State Cap;ca‘s.
.These courses will cacer for ozfigers Erom all Scaces.

Other Matters

1 internal Audic

warehousing is programmed for Incernal Audic in fHew South
iWales, Victoria and South Auscralxa in che 1933/34.
Incernal Audi& Plan. -

2. Customs Regulazions . - .

A working party to consider a general revision of che
Regulations relacing to warehousing comprising representatives
fzom New South Wales, Victoria and Central Office has identified
areas where it is considered Reguliations are required or

8 are sary. Before seeking appropriace
legislative amendment proposed changes will be cixreulated
co all Stace offices for comment.:

3. Incermal Check :}

The Auditor-General found that Indernal Check prcgrams were ,
in arrears and deficienc in certain areas in both the ew
Soucth Wales and Western Australian operatians.

© in Western Australia Intermal Check programs. have been
re-written to cover amended procedures.and to provide
for an evaluacion of the effec:ivenesa of systems and controls.

New: South Wales is currently reviewing the ptograms in regards
to basic philosophy and legislative foundation. The review
will embrace the mechanics and appropriaceness of the checks
and. address the level of Officer who is to perform each
parcicular check. .
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4. _ Computer Controls - '

The Audicor-General has highlizhted inherent deficilencies
in Departmencal Computer Controls, gpecifically in relation to
the use of Warshouse Code File. .

The Department's ADP redevelopment timetable allows for
che incorporation of a ''password” facilicy for '"in-house
users’ in 1933,

Proplems hava occurred in some States in relation to rejection
of encries and also with the manual raising of debit notas for
the collection of the vawriable portion of warehouse licence
fees., Central Office now supplies monthly to each State a
princout of the Warehouse Code File which Ls used ta crose
checl manual records. .

Radevelopment curxently being undertakend by the Syscams
Division of che Department, of the Warehouse Code Fila w#ill
act to alleviate che identified problems.

5. Movement of Joods

A Departmental Working Party established to reviaw the

qverall operation of the underbond removal system including
the scope Zor compuiar mounitoring of underbond removals

2&5 further developed the Permissions Profile System as
ollows:~

f An ADP program has been developed for documentary
control of undocumenced cargo moving intevscate.

. inor clerical problems presently axist
wichin the program and as a result the system
is being evaluaced for final proving.

. Once proven the prioritiss given for adding to
the system are:

Movement of undocumenctad cargo interstate
Movement of undocumented cargo intrascate
Movement of documented cargo (ie warashoused
3oods)

(a
(b
{c

e

The Department nas accorded a high priority to the development
of this syscem. .

Whilst the matters reported on by the Auditor General reifer
principally to warehousing operations within the States of
New South Wales and Western Australia the report has been
brought to the attention of all other States. Follow-up
action will be initlated on a national basis to ensurs
review of those areas of operation identified in the report.

\
January 1984
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APPENDIX 4

POSSIBLE ALTERNATIVES. TO THE EXISTING BONDING SYSTEM

Material provided by the Department of Industry and
Commerce on 16 February 1984.
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DEPARTMENT OF INDUSTRY AND COMMERCE

. ALC.T, 2600 TEL INDYCOM TELEX: 62654 TELEPHONE 72 3844

In Reply Quote 083/4332

The Secretary :
Joint Parliamentary Committee
of Public Accounts

Parliament House

CANBERRA ACT 2600

JOINT PARLIAMENTARY COMMITTEE OF PUBLIC ATedluls
INTO THE AUDITOR-GENERAL'S REPORT ON AN EFFICIENCY AUDIT
ON THE COLLECTION OF EXCISE DUTIES AND DEFERRED CUSTOMS DUTIES.

I refer to your letter of 14 October 1983 dealing with matters

.raised at the public hearing of 21 September 1983 on the

above subject.

The attached submission is in response to your question
number 17 requesting a paper on the possible alternatives
to the existing bonding system.

It would be appreciated if this response could be treated
as confidential as any public release of the document
could cause uncertainty in industry because of some of
the options outlined. The document should be regarded
as an "options' paper and not providing any specific or
positive direction for warehousing policy under active
consideration by the Department of Industry and Commerce
at this time.

(H. 53(

First Assistant Secretary
Inland Revenue and Dumping
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OPTIONS TO THE BONDED WAREHQUSE SYSTEM

INTRODUCTION

The Joint Parliamentary Committee of Public Accounts (PAC)
has requested a discussion paper on possible options to the
current bonded warehouse system.

This arose from the PAC's inquiry into the Auditor~General's
repgrt on the collection of excise and deferred customs
duties. .

Specifically, the PAC requested:

"A paper on possible alternatives to the existing bonding
system (pages 466 and 467 of transcript)., Please include
agsgessments of the implications (in terms of impact on
industry and cost savings to Government in the control area
of:

- abolishing all bonding arrangements (assuming
financial compensation is provided through extended
credit or reduced duty) .

- restricting the use of bonds to 'time-up' cargo and
maturing spirits only (once again assuming
compensation as above)."

SCOPE OF THIS PAPER

This paper exazmines, in advisory terms, possible options to
the existing .onded warehouse system. A number of schemes
used in other countries are outlined. Discussion is then
opened on azlternative methods of money collection and future
developments.

BACRGROUND

The subject of warehousing policy was addressed at the 1971
Collectors' Conference. A proposal was tabled to abolish the
existing warehousing system and institute a credit scheme. A
working party was established in Central Office to examine the
proposals. After consideration of States' reports the Working
Party recommended that the proposal of a credit scheme be
deferred until necessary ADP access was available. In the
meantime, a national policy was developed for the current
warehousing system.

CURRENT SYSTEM.

In seeking a balance between the effective administration of
the customs laws, and the right of organisations and
individuals to carry on: lawful business, the objectives of
the department's customs administration lay down that, as far
as is achievable, the department will ensure:
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. the protection of Australian industry by:

- the administration of tariffs, quotas, and anti-
dumping action; and .

- the granting of by-law (tariff) concessions, and the
payment of bounties on certain goods produced in
Australia;

. that the Commonwealth receives, on time, its correct
entitlement to revenues - no more and no less;

. it assists in the effective maintenance of certain
aspects of the Australian community's economic, social
and physical welfare by:

- the prohibition and restriction of certain imports
and exports, and

- the enforcement of quarantine restrictions.

The establishment of bonded warehouses arises from the legal
requirement that duty not be levied until goods are entered
for home consumption 1., The primary function of warehouses,
is to provide commerce (and industry) with an option of
deferring payment of customs or excise duties until the goods
are actually required to enter the market place or, in the
case of such things as components, are to be used in a
manufacturing process. The system also provides commerce with
a facility to hold particular goods in bond which are subject
to quota restrictions pending allocation of quota. This is
particularly relevant in the case of motor vehicle imports.

A brief history of warehousing is provided at Attachment A.

Warehouse licences are gianted for a range of permitted
activities in bond:

. general (public) warehousing of goods;

. private warehousing of goods which are the property of
the licensee;

. machinery - for warehousing machinery and similar
heavy or building goods;

. manufacturing (project) =~ for warehousing goods for such
use under conditions prescribed, in a warehouse used in
any manufactured goods trade or process or for the
carrying on in such warehouse of any trade in
manufactured goods or prcocess of goods; and

1. Section 132 of the Customs Act 1901..
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In addition, the Department operates places of security purely
for the storage of seized and condemned goods, and are not in
competition with private warehouse operations.

Warehousing may also provide the owner of imported goods with
a congstant. flow, rather than an intermittent flow of those
goods for production. However, for this privilege, the
importer must pay certain licence and entry fees, in addition
to the duty payable. Also, the importer may experience added
inconvenience by not being able to store the goods outside the
registered warehouses, even though provision for removal of
goods to transit warehouses, for short periods of time,

exist,

The operational concept which is the linchpin of Customs
control over excisable products and licensed establishments is
known as Commodity Control. The system became operational in
1968 after a series of trials in various industries.

Overall control is maintained through random and selective
examinations of the normal business records of industry and
commerce and supplemented by random checks of goods and
physical operations. Customs officers are no longer in
routine attendance at licensed premises, nor do Customs keep
comprehensive records of licensees' operations.

The extent of examinations and checks at particular

establishments varies and is based on continuing evaluation of

the risks to revenue associated with particular classes of

%gods and/or operations and the reliability of individual
irms.

Where appropriate, periodic accounts of activities are
furnished by £irms in place of individual accounts for
separate transactions and approval of repetitive operations is
given on a2 continuing basis in place of specific
notifications.

The cost of administering the warehouse system in 1982/83 is
estimated to be in the order of $3.5 million, and directly
involves some 80 positions within the Central Office and

the State Offices of the Department. In 1982/83 revenues
collected amounted to $8970 million, comprising Customs and
Primage gevenue of $2064 million, and Excise Revenue of $6906
million The warehouse system would have directly collected
§600 million of this in Customs duty in 1982/83.

Licensed Customs warehouses pay annual fees of $1900 ‘and '§7
for each entry. Based upon 1200 warehouses, annual
Commonwealth revenue would be approximately $2.3 million in
licence fees and $0.4 million for entries - total annual
revenue of the order of $2,7 million. The policy is to aim
for ; 100% cost recovery of surveillance by Inland Services
staff.

2. Customs. and Excise Revenue, Australia, July 1983, ABS
Catalogue No. 5425.0. November 1983.
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The fees quoted were established in 1983. The Public Service
Board has approved the Department taking steps to engage a
consultant to undertake an independent review of the basis for
levying fees and to determine an appropriate quantum of fees.

Excise warehouses pay annual licence fees of $10. Based upon
200 warehouses, annual Commonwealth revenue would be $2000,

There is the obvious benefit to an importer of goods, in
deferring payment of duty, however any quantification of this
benefit will need further work; savings to the importer
ariging from interest payments on borrowings to pay duty, and
£rom uninterrupted production.

Some other factors need to be considered; the time goods
remain in a warehouse (the dwell time), the type of goods, and
the potential duty payable on these goods. A pilot exercise
was run in 1982 3, and showed ‘that, nationally, 67.3% of
customs dutiable goods were cleared within two months of
lodgement. The State figures were in the range of 45% in
South Australia to 93,3% in the Northern Territory.
Information on the potential value and the type of goods was
not available, and a detailed survey would need to be
undertaken to obtain it.

ALTERNATIVE SYSTEMS USED OVERSEAS

This section looks at alternative systems in use overseas. It
should be remembered that Customs legislation in a number of
the countries examined varies greatly from that in Australia.
When examining an alternative to the existing system, the
basic criteria of duty deferment and a means of collecting
duties payable, must be adequately catered for.

Japan - Warehouse System

An examination of Japanese Customs law showed 4 that while
there were differences in the types of bonded warehouses and
examination procedures, the only duty deferment method
available was that of storage in a bonded warehouse; duty
being payable on clearance from the warehouse.

There are 5 types of warchouses that can be used by importers
in Japan:

. bonded area; this is used by importers who wish to obtain
simplified and prompt handling of customs formalities.
Goods may be inspected, repacked or sorted and samples
put on display, and may only be stored up to 1 month

3. Random Survey of Warehouse Operations. Department of
Business and Consumer Affairs. April 1982,

4. Customs Administration in Japan. Customs and Tariff
Bureau, Ministry of Finance. Japan. 1983.

139



5

o bonded shed; the bonded shed is similar to the bonded
area, however it is established at a place convenient to
the importer

. bonded warehouse; the same operations apply as in the
bonded area and shed. The goods may be stored for a
period up to 2 years

. bonded manufacturing warehouse; permission is given for a
place to be used in the processing or manufacturing of
any foreign goods. Goods may only be stored for a period
up to 2 years.

. bonded display area; goods may be displayed for
exhibitions or fairs. Repacking, sorting or inspecting
the goods may also be carried out. Goods may also be
used in the construction or maintenance of the
exhibition.

United States -~ Free Trade Zones(Waiehouse

Foreign or Free Trade Zones were established in the United
States in 1934 9, They complement the bonded warehouses,
where a time limit is set for payment of duties on imported
goods. Their purpose is to attract and promote international
trade and commerce, in particular to under developed areas of
the U.S.

Foreign- and domestic merchandise permitted in a zone may be
stored, sold, exhibited, broken up, repacked, assembled,
distributed, sorted, graded, cleaned, mixed with foreign or
domestic merchandise, otherwise manipulated, destroyed, or
manufactured.

Any foreign or domestic merchandise not prohibited by law,
whether dutiable or not, may be taken into a zone.

In specific cases permission may be denied to manipulate,
manufacture, or exhibit merchandise in a zone in order to
protect the public interest, health, or safety.

Many products subject to excise duty may not be manufactured
in a zone. No retail trade in foreign merchandise may be
conducted in the zone. However, foreign and domestic
merchandise may be stored, examined, sampled and exhibited.
The Customs Service is responsible for the transfer of
merchandise into and out of a zone, the security of goods
within the zone, and for matters involving the collection of
revenue,.

These features are available, in a limited way, under the

current Australian warehousing system, eg. manufacturing in
bond of telephone equipment.

5. Foreign Trade Zones: U.S. éustoms Procedures and
Requirements. Department of the Treasury. Usa. 1979.
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An article on reducing supervision of warehouses in the US is
provided at Attachment B, It reports that "after an extensive
review of the control of merchandise in bonded warehouses, and
pilot tests ...., Customs opinion was that the system for
controlling merchandise should be one requiring annual
reporting by the warehouse proprietor with periodic
inventories, spot-checks, and audits by customs"®,

Onited Ringdom - Credit System/Warehouse

The United Ringdom duty credit system was developed due to a
requirement of the European Economic Community °. The
system has operated since January 1973 and is available in
conjunction with the bonded warehousing system and duty paid
clearances, A flowchart of the process is provided at
Attachment C.

Importers who wish to participate in the duty credit system

as opposed to the traditional duty-paid clearances and bonded
warehouse systems, must seek a Certificate of Approval from
Customs. This application must include a bank guarantee which
states the maximum amount of money that can be payable each
month on a direct debit system.

Customs has the power to refuse duty credit if the amount
payable exceeds the bank guarantee. Similarly, dutiable goods
that are found to be undeclared are not eligible for deferment
of duty.

Accounts are payable on the 15th day of the month following
the entry of the goods or after they have been removed from a
warehouse.

Excise duties and duty on imported postal packages are not
eligible for duty credit.

The advantage to the importer is in the monthly
deferment of duty. Customs have certain security in the
amount that can be deferred each month by a particular
importer. The duty paid clearance systems still remains
available for certain types of clearances and for thosge
importers who do not wish to enter the credit system.

Denmark — Credit System

In Denmark the duty credit system 6, was implemented after a
tagk force was established to study customs regulations with a
goal of modernising the existing methods. A flowchart of the
process is provided at Attachment D.

The new draft Customs Act was approved in December 1970, and
legislation came into force from April 1971.

6. Unpublished departmental report. Department of Customs
and Excise., Australia. 1971.
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The duty credit arrangement is available to importers of
commercial goods only. Goods imported for private use must be
duty paid on collection. Importers wishing to partake in the
scheme are registered with Customs and receive a Certificate
of Registration.

Payment of Customs duties is in the form of a settlement
period. The duties owed in a particular quarter are payable
within 1 month and 20 days after the end of the quarter.
Excise duties are calculated on a monthly settlement basis and
are payable 1 month and 20 days after the end of the month.

Cugtoms is able to collect duties on a regular bagis (at least
every 4 1/2 months) while the importer has a reasonable period
in which duty payment is deferred, Customs officers still
have access to spot-checking of goods and premises when the
need arises. The ability to sell or re-export without duty
payment eliminates importers' money being tied up in duty
payment unnecessarily.

The result of this system is that either duty is paid
immediately, or duty is deferred but paid within a specified
time limit, and goods are entered for home consumption
{(without Customs controllied warehouses).

It is not known how such a system would relate to a country's
quota system, where goods subject to quota may not enter
home consumption once that quota has been completely used,

OTHER OPTIONS

General (Public) Warehouse System

Customs does not perceive that abolishing all bonding
arrangements, nor restricting the use of bonds to 'time-up'
cargo (with an appropriate financial compensation system in
its place) as a viable option. This is because of the
potentially large cost to the industries serviced by the
warehousing system in interest payments on loans for payment
of duties, and also in the possible restructuring of
production schedules and/or gources of "raw" materials.

Customs, however, sees that a reduction in the number of
warehouses as having some merit as an alternative system.
This option proposes the abolition of private warehouses,
requiring these goods to be stored in general (public)
warehouses. They would continue to be operated by private
industry. The total number of warehouses for surveillance
would be reduced as it is envisaged that it would not be
convenient, nor economical, for all private warehouses to
convert to general warehouses, becoming open to any company
requiring the storage of its imported goocds. The cost to
industry of not having their own warehouses is not attainable
at this time. Suitable criteria would need to be established
for granting licences to operate a general warehouse. This
will, in turn, assist in determining the number of general
warehouses that would eventually be established.
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This option would therefore continue to provide the
warehousing system required by industry, and would lessen
potential adverse reaction to any abolition proposal. It
would reduce the cost to the Government of administration,
e.g. surveillance, but would also reduce the amount of duty
deferred because of a probable decrease in the usage of the
warehousing system. Also, it may be expected that the time
for which duty would be deferred would be reduced, since many
importers would now have to pay the direct cost of storage of
their goods. Thus it would enable a more effective
administration of the warehousing system.

Immediate Entry System

In considering options to the bonded warehousing system,
the complete abolition of the duty deferment system could be
seen as an alternative method.

In practice, however, the entry of all goods directly into
home consumption, and thus, the payment of all duties without
the option of the deferring duty would be costly and, in all
probabllity, damaging to the local importing industry., The
advantage the importer has in importing bulk goods, storing,
then entering smaller quantities into home consumption in line
with production schedules and demand, is the maintenance of a
viable business with cashflow regulated as necessary. Any
mandatory direct entry system would lead to the importer
ordering less and, therefore, losing the cost saving advantage
of buying goods in bulk. All additional costs would
ultimately be passed on to the consumer.

Payment at Sale of Goods

In contrast to the immediate entry systém a method of
collecting duties from either the wholesaler, or perhaps the
local consumer, rather than the importer, could be
congidered. This may be effected by establishing a wholesale
tax, or sales tax on the goods.

Administrative problems would arise in such a system. The
duty collection base would be more diffuse as the importer
sells goods to various businesses and individuals, resulting
in duty equivalent being paid on perhaps one dutiable item
rather than a box or case. It would also involve educating a
wider spectrum of the business community to the regulations
for payment of this tax and provide wider scope for
avoidance, The calculation of duty on goods to. be used in
manafacturing or building and construction directly by the
importer would not prove workable, In addition, the potential
for delay in the receipt of revenue is increased at the
:holesale point of sale, and even more so, at the retail
evel,

Generally, any system would prove difficult to implement at
both the Customs and Commerce Sector level,
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FUTURE DEVELOPMENTS

The rapid advancement of ADP systems over the last 10 years
for the purposes of Customs control, coupled with new
technology that is developing a duty credit system throughout
the commerce sector generally (eg Bankcard, Petrocard etc)
suggests that a duty credit system could be used in the
collection of certain duties.

Duty credit and electronic funds transfer systems are becoming
a recognised alternative system on the international
commercial scene. BIS Banking Systems Pty Ltd for example,
offer electronic banking using a direct debit system which has
recently been adopted by Myer Finance Ltd. 1In addition
Westpac is marketing a system which will be used nationally by
Woolworths, BP Australia and Food Plus retail outlets in

1984. Thus, it can be seen that credit systems have the
capabilities to be adapted for use by many individuals or by
large international corporations,

CONCLUSION

It is felt that more radical options may be obtained if
consideration is given to the more fundamental question of
protection to the Australian industry . Such options might
arise from, for example, the gradual dismantling of the tariff
system, with the payment of bounties to domestic manufacturers
instead.

However, in the existing economic climate, it is more
realistic ‘to consider options that modify and extend the
current duty deferment system. This would imply the
development of more sophisticated goods control and/or credit
systems, involving the use of high technology in a less
regulated financial environment. ’

There will always be delays in revenue receipts when
establishing major changes to a system, In this case
substantial revenue receipts may be delayed if there is a
complete switch to, say, a duty credit system. To minimize
the delay in receiving revenues in the change over period it
is strongly recommended that the new system be gradually
phased in. Consequently, users of parts of the warehousing
system being replaced will be transfered into the new system.
Permits could be issued on the basis of a revenue risk
assessment coupled with a bank guarantee for a cash limit.

The impact on industry, and cost savings to the Government
cannot be ascertained without extensive consultation with the
industrial, banking and commercial sectors. In addition, as
there are financial and taxation policy considerations that
need to be taken into account, discussions would need to take
place with the appropriate Government authorities, viz. the
departments of Finance and Treasury. A reference should,
perhaps, be sent to the IAC for a public enquiry into this
matter, -
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Attachment A

HISTORY OF WAREHOUSING 7

The Customs Act provides for the Minister to licence premises
as Customs Warehouses. Such warehouses provide facilities for
the storage of dutiable goods without the necessity for duty
to be paid at the time of importation.

Arrangements of this kind have been recognised as important
aids to business for hundreds of years. The earliest
reference to warehousing appears to be in the reign of
Charles I (1625 -~ 1649)., 1In an effort to increase trade and
encourage imports only part of the duties on goods such as
silks, linen and tobacco imported into England was demanded on
entry; the remainder being secured by bond. It is apparently
in this way that the term "bond” became associated with a
warehouse.

Licensed Warehousing in its present form began in 1723, due to
the need to stimulate trade during the financial distress that
followed the "South Sea Bubble". It was confined to tea,
coffee, tobacco and wine. BHowever, and despite its success,
pressure was applied which led to its eventual abandonment.

The system was again introduced, both in Britain and the
Colonies by an Act of 1803. It was under this Act that
warehousing was introduced into New South Wales and later into
the other Australian colonies.

The. Victorian Customs Hand book issued in 1887 shows that, at
that time, there were licensed in Melbourne ~

20 general warehouses,

6 private warehouses,

6 manufacturing warehouses,
28 machinery warehouses,

and at the various outports a further 17, of which 3 were
manufacturing bonds. Two Queen's Warehouses were operative at
Melbourne and Wodonga, respectively. There were also 7 powder
bond licensed throughout the State, and a hulk, "Sydney
Griffiths®, was licensed as a dynamite bond.

At Féderation, warehouses licensed under the various State

Customs Act were deemed to be licensed by the Commonwealth
under Section 82 of the Customs Act of 1901.

7. Extract from a Customs Training document. Department of
Industry and Commerce.
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Sihce Pederation the warehousing, -system has undergone a slow
.evolutionary process, but few changes have been made to its
:aslcbadministution. Some notable changes in the recent past
_have been:-

.

1968 - the introduction of Commodity Control methods for
examining business records following the trial in
petroleum products in 1964,

1970 - Weekly settlement for payment of duties
introduced,

1970/71 - the introduction of ADP systems to control the
movement of goods into and out of warehouses. Thesge
systems are currently under review to bring them into
line with modern technology and accounting processes,

:1972/73 ~ the revision and consolidation of a national

warehousing policy,

1 July 1980 - the review, revision and introduction of
legislation covering the current warehouse system. This
iollowed the first major review of the legislation since
901.
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Reclucing Supervision

of Warehouses

By Joe Palmer ’
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Changing the way we do things is
nothing new with Cusloms, Afterall, we've
been: around since 1789 and have had to
make many changes in all those years. This
is the story of still another change, the end
of stationing Customs officers in bonded
warehouses.

Attachment B

A Customs.bonded warchouse is
a building or other sccured area in
which dutiable goods may be stored
foras long as five years, manipulated,
or f: d without pay of
duty.
Upon thf entry of goods into a

e
Whex( the U.S. Customs Service
was established in 1789, sailing ships
carried all goods moving in interna-
tional trade. During the 200 years since
then, Customs procedures have
changed inually, always &

bonded , the importer and
warehouse proprictor are subject to
liability under their Customs bond, This
liability is relieved when the goods are
exported, destroyed under Customs
supervision, or are withdrawn for con-
:ll:mption in the United States. after

3

pay

of duty.
Full t i{;!yhas tobe main-

pace with the changing
of international commerce. Today,
those procedures permit Customs to
meet challenges posed by cargo arriv-
ing by jet planes and container ships,
the need to process nearly 300 million
persons entering the country each year,
and a staggering workload of 4.5 n'z'il-

tained for all merchandise enteredinto
aCustoms bonded h d'mer-

Inspector Denise Garmon inventories ship-
ments in a bonded warehouse located in
Chicago, She is part of the Automated Mer
chandise Control Unit,

assessed against the warchouse propri-
ctors by Customs, and roughly $1.6
million was.in nonrcimbursable costs
to Customs, According to the study,
this method of operation was deter-
mined to require 509 authorized posi-
tions (390 reimbursable, 119nonreim-
bursable) which represented 3.5 per-
cent of the Customs employment
ceiling. The 390 reimbursable posi-
tions could not be converted to nonre-
imbursable positions to fulfill Customs

chandise inventoried on a regular basis.
The merchandise may, with certain
exceptions, be transferred from one
bonded warehouse to another.

In the past, Customs controlled

lion

bonded by plac-

Although many changes. have
taken place, one segment of Customs
operations had not changed since the
time of sailing ships. This segment was

the Customs' bonded warehouse oper-:

-ations, <

CUSTOMS TODAY/SPRING 1983

e ages e

ing a Customs officer in each one.
According to:an October 1980 Cus-
toms Headquarters study, this method

responsibilities in other higher prior-
ity arcas,

The development of an alterna-

iveap h for controlling wareh

operations was "ot new 10 Customs.
In December 1964, a reporttided “An
Evaluation of Mission Organization
Management,” more commonly known
as the “Stover Report,” commented
on the organization and management
of the Bureau of Customs and recom-

ded some actions which affeced

of aperation cost $10 million

‘The study said thatabout $8.4 million

of thiscost was in reimb ble charg
147
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Reducing Supervision,
continug(

warehouse operations. These recom-

dations were ively reviewed
within Customs following the issuance
of the report. However, no action was
aken at that time t0 implement the
recommendations.

1n a report dated December 16,
1974, issued to the Commissioner of
Customs, the General Accounting
Office states:

The U.S, Customs Service em-
ploys

tain physical custody of goods in
bonded warchouses. Wereviewed
the necessity of having warchouse
officers in view of the inventory
di controls i j dat
the customhouse and the peri-
odic physical inventories per-
formed by Customs on goods in
bonded warehouses. The exist-
ing procedures for centrally con-
trolling bonded goods at the
customhouse, together with the
bond protection of the Customs
duties and the periodic physical
i ¥y checks, are adeg

This cost approximates one-cighth of
the charge which was previously billed
© h propri for reimt

ableservices provided by Customs ware-
house officers under the old program.
In addition, Customs has reassigned
the administrative i sable
personnel to other projects. The pro-
gramisunique in that it utilizes postau-

for protecting Government reve-
nues without having a warehouse
officer present.

Afier an extensive review of the
wontrol of merchandise in bonded
warchouses, and pilot tests conducted
DR Jalth Ralth

dit appli and spot-checks to
control an operation that once required
100 percent physical supervision, The
adoption of this new procedure clearly
demonstrates Customs capability to
adapt 1o 2 modern business environ-
ment without increasing risk to the

in F phia and , Cus-
oms orinion was that the system for
«ontrolling merchandise should be
<hanged to one requiring annual
reporting by the warchouse propri-
etor with periodic inventories, spot-
checks, and audits by Customs.

The Regulatory Audit Division,
mconjunction with the Officeof Inspec-
tion and Control, developed the
audivinspection program to control
Customs. bonded warchousc opera-
tions. The program provides Customs
with a means of effectively controlling
its warehouse operations with fewer
resources while realizing significant dol-
lar savings for both government and
the warehouse community. The cost
of the program for fiscal 1983 is pro~
jected at $1 million and is funded com-

Customs fecls that the audit-
inspection program will provide relief
to the private, warehouse community
by eliminating an extensive cost bur-
denand will provide increased fexibil-
ity of operations for warchouse pro-
prietors, since they need not await
arrival of Customs officers to conduct
supervision. This is a particularly
important consideration to the ware-
house proprietors if removals must be
made on a weekend, holiday, or after
normal business hours,

Regional briefings on the new pro-
gram were heldin lzlESNovcmbcr 1982,
and the new procedures were.imple-
mented on December 1, 1982, with
only minor prablems. This was evi-
denced by the spirit of cooperation

pletely by the h Y

14

played by the -
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Senior Customs Inspector Charles Montgomary
inputs data into the computer fora spot check
on inventory at a bonded warehouse in Chi-
cago.

nity and the flexibility of Customs per-
sonnel at all levels.

Theprogram, developed through

ive planning and coordinati

between the Office of Inspection and
Regulatory Audit, is a tribute 10 Cus-
toms responsiveness to modern busi-
ness realities, and itisa genuine success
in application.(3

Joe Palmer is an auditor in the Regu-
latory Audit Division.
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APPENDIX 5

BANKSMEADOW PIPELINE METERING SYSTEM

Material provided by CALTEX OIL (Australia) Pty Ltd in
May 1984
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Initially installed for environmental purposes - ledk detection by cowparing
meters at each end of the line with each other ch was a pipeline licence re-
quirement. Subsequently as the line was carrying product under bond,the meters

were used for custody transfer purposes. g .

The whole pipeline system is controlled from the féanksmeadow control centre which

carries out three functions :-

NECERPICN

(1) Distributes product.
(2} Monitors line for leak detection.
(3) Measures and records product transferred

sgant

Pa‘ag,c.»

"a

T

To carry out these functions, it requires two co éh:ers with hardware/software
cost in excess of $2,000,000 and 6 trainedOperat '%s on continuous shift work.

‘"(,)'
The metering instrumentation situated at the rear “of Banksmeadow terminal costs
in excess of $500,000 and the anm:\al maintenance Pudgec for metenn,g.mstnm\en-
tation and software auditing is in the order of 3575,000‘ p.a. out of a total repair
budget of $200,000 for the BMT pump station. :

The pipeline system has § such metering systems.

For product. measurement, the pipeline system invg.stment in measurement instrumen-
tation and software is in the order of §4,000,000. NOTE : This is for a single
pipeline system. :

U
Caitex was fortunate that this system was ava:.lable in close proxlmty to the
main product lines from Kurnell to Banksmeadow. . . .

Meters were placed in these lines (ASC lines) utilising the majority of instru-
mentation and software already available. Had this not been available, Caltex

couldn't have justified meterisation of AGC 1ines‘.:.

Operating Data of the Product Measurement System .

Meter accuracy guaranteed by manufacturer is 0.15% with a repeatabxlxty of 0 02%..
Taking instrumentation error into account, accuracy tolerance is - * 0.25%,
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Provers. are check calibrated yearly by NATA approved contractor using certified
calibrated instrumentation. Provers are used to calculate correction factors
for meters under varying condition of flow and varying temperature, density and
pressure of products.

Temperature, density and pressure instrumentation check calibrated at least half
yearly with an annual instrumentation audit.

Meters in line transmit 'gross" flow figures to the central processors., With
temperature, density and pressure figures picked up at the metering point the CPU's
carry out a gross to nett conversion, utilizing API source equations rather than
API tables derived from the equation.

In addition to the: gross to nett conversion, an adjustment is made for differing
performances of the meter.

Meters "measure" differently for differing product, viscosities flow rates, pressures,
temperatures etc. by 'proving" the meters for variation in these factors , an actual

factor for operating condition at the time is applied.

Actual Operating Results

Between August 1983 (commencement of operation of Shell Clyde pumping product into
the system) to March i984, the pipeline system handled 131,851,290 litxes of
petroleun products sourced from 2 refineries and delivered to 3 offtake points
through meters, the difference between receipts and deliveries was 285,700 Litres,
ie. a difference of 0.21%. '

A trial between Kurnell dips A§C lines meters and Botany offtakers for the first
quarter of 1984 revealed the following results :-

AOR” BMT AGC Receivers
Dips Meters Dips
344,235,650 343,962,140 344,168,710
Loss Gain
0.08% 0.06%

indicating that the A&C lines are operating as designed:
and are ready to be utilised for custody transfer purposes, is

RZT:te
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