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Discussion Paper on Issues impacting the Accounting Industry from
Outsourcing.

Executive Summary

Outsourcing continues to grow as a solution to the skills shortage facing the profession in
Australia.

“Outsourcing” for the purposes of this paper can be defined as “contracting with a party
over which control is not fully exercised to have that party perform a business activity which
if not delivered would materially impact upon the quality, timeliness or scale of service
delivered by a member”.

The Code has at its core fundamental principles concerning integrity, objectivity,
professional competence and due care, confidentiality and professional behaviour. The use
of an outsource service provider has the potential to impact primarily upon professional
competence, due care and confidentiality. The application of the concepts within APES 320
to professional services delivered by members to clients and stakeholders where an
outsource service provider is involved in delivery of such services will assist in the
maintenance of the reputation of the profession.

Primary responsibility for client care and the application of the relevant aspects of the Code
lies with members. Members should ensure that appropriate safeguards exist and that
appropriate review and monitoring mechanisms are in place to ensure that the use of an
outsource service provider does not impact the delivery of services by members in a
material way.

Members should ensure that data is secure and client confidentiality is maintained when
using an outsource service provider for delivery of services by members.

Members do not disclose the specific staff involved in the delivery of services and therefore
it is inappropriate to prescribe within a proposed standard that members disclose the use of
an outsource service provider other than where required by law. However, as per AICPA
ethical ruling 391 this is conditional upon entering a confidentiality agreement with a third
party service provider. If such an agreement is not in place then the member must disclose
to the client the use of the third party service provider.

Appropriate engagement terms should exist between a member and an outsource service
provider so that the delineation of responsibilities is clear and the role of each party is
documented.

A pronouncement should be made setting out the key principles that a member should consider

when selecting an outsource service provider.



Background and Context

The shortage of accountants has been well documented and is an issue being addressed by the
accounting professional bodies through a number of channels. One such solution is the outsourcing
of accounting work to providers with the necessary resources and skills to undertake such work.
These providers can be based either in or outside Australia.

Examples of service providers include some that specialise in the accounting and audit needs of Self
Managed Superannuation Funds (“SMSF”) and accounting and bookkeeping service providers such
as:

=  Bookkeepers
=  Remote workers

=  Work at home solutions provided by persons that have left the workforce on maternity or
paternity leave or semi retirement.

A selection of service providers is set out in Appendix 1.

The concept of outsourcing reflects the use of a separate entity to provide services under a contract.
The diagram below would reflect this relationship for an accounting practice.

Typical Relationship - Accounting Practice

___a

Whenever an accountant is engaged by a client the requirements of APES 110 Code of Ethics for

Professional Accountants (“the Code”) represent the means of doing business for an accountant.
Expectations of integrity, confidentiality, objectivity, professional competence and due care, and
professionalism form a part of the contract created when a professional accountant accepts an
engagement with a client.

There would be an expectation that professional work performed by an accountant, his or her staff
and his or her contractors would meet the expectations of the client in these vital areas.

Typical Relationship — Business and Government




Contact points

In a business outsourcing arrangement, external stakeholders (eg suppliers and customers) may
directly access the outsourced service. This reflects to some extent the difference in the types of
services outsourced by members in practice and those outsourced by members in business and

government.

This paper addresses this shift in the provision of services against some specific questions raised by
the APESB and also considers some more general matters.

Framework of Discussion Paper
The process adopted in formulating this paper is similar to that a member would use as is therefore

the order in which the paper is presented.




Definition
Numerous definitions of outsourcing can be found in the media.

Outsourcing is defined as an agreement entered into by a party with another party to perform, on an
ongoing basis, a business activity which currently is, or could be, undertaken by the first party itself.
The party remains responsible for complying with all legal requirements relating to the outsourced
business activity.

Against such a definition there must be applied a criteria of scale. Whilst all accounting practices
would engage in outsourcing to a minor degree (for example the use of a bookkeeper to process
payroll) it would be impractical to impose guidelines for a minor use of outsourcing but important to
impose guidelines where a material level of outsourcing is occurring. The impact of an outsourcing
arrangement will of course be greater where failure by the outsourcer to deliver on the service
levels required under any agreement would impact the quality, timeliness and integrity of services
rendered by a member.

It may therefore be prudent to provide a definition of a “material outsourcing arrangement”. In this
regard it is suggested that an outsourcing arrangement would be material where it has the potential
in the event of disruption to have a significant impact on the delivery of client services by a member.
In this way the usage of temporary contractors or part time work at home service providers which
are of little significance within the overall staffing capacity of a practice may not fall under the terms
of a material arrangement. Equally an arrangement which causes greater than 10% of the fee
income of a practice to be dependent upon an outsourcing arrangement could be considered
material.

Within the literature discussing the concepts of outsourcing, terms such as “insourcing” and
“offshoring” feature regularly. Insourcing is a reference to the provision of staff from outside of the
practice to work within the business remotely. An example could be a staff member located in one
part of Australia accessing the computer system of a firm located in another part of Australia.
Equally insourcing could occur by a staff member or contractor outside of Australia accessing data
held on the computer system of a practice inside Australia and performing professional work on that
data. The definition proposed below incorporates insourcing and outsourcing.

Offshoring is the practice of outsourcing business activities to a service provider outside Australia.
Accordingly, offshoring is a subset of the definition of “outsourcing”. It could be expected that any
standards required to be met by a member engaged in outsourcing would apply equally where
offshoring is occurring. The separation of the offshoring provider from the member arising from
distance means that the level of direct scrutiny over the activities of the offshoring service provider
would be less and the need for specific guidelines would be greater where the usage is material.

The types of services that could be outsourced by accounting professionals are:
Outsourcing by Accounting Practices:

Preparation of financial statements

Specialist taxation advice outsourced by general practitioners to specialists
Taxation return preparation

Bookkeeping services contracted to qualified bookkeepers
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Data entry
Administration (debt collection, accounts payable and similar non fee earning functions)

Outsourcing by members in commerce and industry:

Preparation of financial statements and income tax returns — outsourced to members in practice
Taxation advice

Payroll processing

Information technology management including facilities management

Record keeping services

Data entry

Human resource management

Management consulting services

Members must recognise that a feature of an outsourcing arrangement is that they remain
ultimately responsible for the outsourced business activities.

The grid below presents this concept in a graphical form.

Contract Staff

Employment Agency

Outsourcer

Insourcing

Remote employees

Direct how Direct what
Senior Managers

Employees in remote office

Own Staff

The definition that is therefore proposed for the accounting profession is “Contracting with a party
over which control is not fully exercised to have that party perform a business activity which if not
delivered would materially impact upon the quality, timeliness or scale of service delivered by a
member”.



Literature Review and Media Search

A selection of relevant articles from Australian publications and literature drawn from a review of
relevant national and international standards and guidance notes in respect of the outsourcing of
accounting services is attached. By its nature, this review can only include those documents able to
be sourced within the public domain. Equally, it cannot be exhaustive but the attached material is
considered representative of current thinking in relation to the outsourcing of accounting services.
Some specific comments from the review are set out below.

Common themes discussed are quality control, confidentiality, disclosure and responsibility of the
various parties to stakeholders. Importantly, the comments of ICAA and CPA in Attachment 5 that
outsourcing is driven by skills shortages and shifts in career aspirations and/or workforce dynamics
show that consideration of these issues to achieve an appropriate framework for the profession to
use outsourcing to address these challenges is the appropriate approach.

APRA
The financial services industry published a discussion paper on outsourcing on 23 March 2006. This is
attached as Attachment 1.

Public Practice
A typical article detected in this review is drawn from In the Black, a publication of CPA Australia
(refer Attachment 2).

AICPA Code - USA
In the USA, the AICPA has published a standard in relation to the outsourcing of accounting services
(refer Attachment 3).

Australian Taxation Office Position

With many members involved in the provision of taxation returns and some members preparing (or
supervising the preparation of) BAS returns, the views of the ATO in relation to the outsourcing of
services within its jurisdiction are important.

The ATO published the document attached as Attachment 4 during November 2007. It is concerned
with the outsourcing of matters within the domain of the ATO, namely income tax and BAS returns.
As the ATO does not have a governance role in relation to accounting services, they rightly express
no opinion in that regard and the attachment is included to reflect the views of a stake holder in the
accounting services outsourcing industry. In so far as this paper is concerned it reflects a regulatory
restriction within the broad definition of accounting services but does not restrict outsourcing per
se.

The Institute of Chartered Accountants in Australia and CPA Australia (professional bodies) prepared
a submission to the Australian Taxation office (ATO) on outsourcing. Below is an extract from that

paper.

“There is growing interest in outsourcing and off-shoring, both from within the
accounting profession and also from large corporate taxpayers with “in-house” tax
groups.



There is nothing sinister about this trend in terms of tax compliance. The primary drivers
are:

Cost pressures,
Labour shortages, and

A generation of young Australian financial professionals who, in considering
their employment options, are increasingly unwilling to engage in tax
compliance tasks (the so-called Generation Y factor).

Coupled with these is a growing realisation amongst tax professionals within the
Australian business community of the ability of offshore service providers to deliver
services to a standard, which is comparable to that of an Australian workforce. We refer
here particularly to the well-educated workforce in India and in those Asian countries,
which have invested in quality educational systems.

As noted on page 6 of the Discussion Paper, the trend of “off-shore” outsourcing is not
confined to the large accounting firms. Off-shoring arrangements are now on offer to
most of the accounting firms, via suppliers of commonly used accounting software.”

In recent times, partly in reflection of the changing business environment for the tax
profession, a bill has been introduced to amend the law in relation to the registration of tax
agents and related matters. Attachment 6 contains the explanatory memorandum and
related proposed legislation so far as it impacts the registration of tax agents.

In particular reference is drawn to the 1.13 and 1.14 in the Explanatory Memorandum and the
proposed rules for corporate registration in Attachment 6.

USCPA - Confidentiality
Attachment 7 sets out current USCPA thinking on confidentiality of client data and records within
the context of outsourcing.

It would be expected that appropriate service level agreements covering the quality and timeliness
of service and the confidentiality of private data would form part of the terms of engagement of any
outsource service provider engaged by members employed within the business or government
sectors. Attachment 7 is a Management Accounting Guideline published by the Society of
Management Accountants of Canada, the American Institute of Certified Public Accountants and the
Chartered Institute of Management Accountants (UK) that provides guidance for such users.

Outsourcing Guidelines
Proper risk management assessment is discussed in HP 240-2004 Guidelines for Managing Risk in
Outsourcing utilising AS/NZS 4360:2004 (Outsourcing Guidelines).

Attachment 8 is an outsourcing standard from the International Association of Outsourcing
Professionals.
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Applicability of the Code and threats to Members Ability to Conform with
the Code

APES 110
The Code of Ethics for Professional Accountants is set out in APES 110. The fundamental principles
of the Code are:

a) integrity;
b) obijectivity;
c) professional competence and due care;
d) confidentiality; and
e) professional behaviour.
Clearly these fundamental principles are at the core of the expectations of the clients of a firm.

They are also relevant to the conduct of an accountant employed in a business or government
enterprise but the expectations of the public when dealing with a business are different to the
exercise of professional skill by a practitioner. Accordingly, this paper is tailored predominantly
towards the obligations of members in professional practice although some commentary in relation
to the obligation of members in commerce and government are also included. For this purpose a
member in public practice within this paper is defined to include an auditor general’s office or
department.

APES 320

APES 320 Quality Control for Firms requires the establishment of appropriate policies and
procedures for the control of the quality of the work of a firm and also requires the proper
assignment of staff to engagements based on the knowledge, skill and experience required for the
engagement and possessed by the staff. The underlying theme of such statements is that a
professional level of work should issue from the office of an accountant. Notwithstanding skills
shortages and demands on the time of accounting professionals, client expectations of the level of
professionalism, accuracy and quality of work would not diminish. Accordingly an appropriate
extension of these standards and this framework to the use of contract labour is logical.

APES 320 is directed at quality control in Firms. Firm is defined as a professional services provider
and therefore such definition would preclude a business or government enterprise notwithstanding
that such enterprise may employ members. The full definition of Firm as set out in APES 205 —
Conformity with Accounting Standards is:

“Firm means
a) asole practitioner, partnership, corporation or other entity of professional accountants;

b) an entity that controls such parties;
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c) an entity controlled by such parties; or
d) an auditor general’s office or department.”

Within that framework a typical arrangement would be as below.

Accordingly the applicability of the Accounting Professional and Ethical Standards Board
pronouncements directed at members in public practice would be restricted to a member or an
association of members or an entity involving such members and the auditor generals department.
Within APES 205 the term “member in public practice” is defined as meaning “a member”
irrespective of functional classification (eg audit, tax or consulting) in a firm that provides
professional services. The term is also used to refer to a firm of members in public practice that
means a practice entity as defined by the professional bodies.

Commercial Outsourcing

Members working outside of practice (for example the accountant or financial controller of a
business enterprise or government department) may also choose to outsource part of the
accounting function. This could be the processing of payroll, the processing of accounts payable,
new client on boarding activities or any other function of the accounts department that has the
requisite scale and systemisation to typically fit within the business model of an outsource service
provider. Where this occurs, the expectations of the stakeholders in the delivery of the services of
the business entity may differ from expectations of the clients of a professional practice. Clients of a
professional practice may be expecting a service involving the exercise of professional judgement
and skill from an accounting professional. Customers of a business entity may simply expect that
debtors are properly reconciled or in the case of suppliers that the accounts payable process
proceeds smoothly enabling prompt and accurate payments to occur. Stakeholders in the payroll
process would expect accurate management of leave balances, taxation deductions, superannuation
contributions and the proper and timely payment of salary entitlements. Some of these functions
would require a lower level of judgement than is exhibited in the professional work of an accounting
practice. There may even be contact between the customers or suppliers of the organisation and
the outsourcer as illustrated below.

Contact points

At the other end of the spectrum, setting of business strategy, consolidation or reorganisation of
divisions or business units and similar activities can be outsourced by accountants in business and
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government to consultants (for example management consultants) which themselves have very
clear service level agreements and professional obligations to the stakeholder corporation or
government business enterprise rather than to the customers, suppliers or other stakeholders of
other such entity.

Whilst members have ethical obligations, most of this paper is directed at the obligations imposed
upon a firm by the Code.

Fundamental to the maintenance of the standards of the profession is the obligation on members to
adhere to the Code. It is therefore appropriate to identify any threats to members’ ability to
conform to the requirements of the Code. Consideration of the key principles below will allow
members to mitigate the risk of non-conformance with the Code.

13



Key Principles

Due Diligence and Documented Agreement
A review of the literature shows some common themes that can be applied by members — due
diligence and documentation.

One broad requirement of members would be that they conduct appropriate due diligence before
engaging an outsource service provider to ensure that the service provider is suitable for their
needs. With client relationships remaining the responsibility of the member and it being clear that
outsourcing is delegation without loss of ultimate accountability to the client/stakeholders,
members should satisfy themselves that the provider will meet their needs through a process of due
diligence.

Having performed appropriate due diligence, documentation of the terms of the engagement with
the outsource service provider is necessary. Given the risk of misunderstanding of the terms of
engagement and the need for definition of responsibilities, a Service Level Agreement or other
formal terms and conditions should exist between the member and the outsource service provider.

Against these two primary requirements the following supplementary commentary is offered.

Quality Control

With public expectations of the accountancy profession unchanged by the means by which the
service is delivered, it would be expected that users of accounting services would expect the same
quality control to apply in relation to the services provided by a public accountant using internal staff
and services provided by a public accountant using one of the range of outsource solutions
described above.

APES 320 sets out the quality control requirements for the members of the bodies that are governed
by the standards issued by APESB. In particular paragraph 36 of APES 320 requires members to
“establish policies and procedures designed to provide ... reasonable assurance that it has sufficient
personnel with the capabilities, competence and commitment to ethical principles necessary to
perform its engagements”. Matters such as professional education, continuing professional
development and coaching by more experienced staff would be equally relevant to an outsource
services provider as they are to a practice dealing with the public. Where the outsource service
provider can identify appropriate quality control that is consistent with the level of services and
complexity of engagement referred to it by the accounting practice, it would be expected that the
level of quality control would be commensurate with the provision of the same services to the
public. This would apply to the professional work conducted by the outsourcing provider and also
the ethical positioning of that service provider.

Members would be expected to determine by enquiry or otherwise that appropriate quality control
exists for the level of services rendered by the outsource service provider within this framework.

Where work has been returned by an outsource service provider, the need to review files for
evidence of an understanding of the client’s business and for technical accuracy would be necessary.
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A member’s staff charged with responsibility for such review should have sufficient and appropriate
experience and ability to review the type of work returned.

Skills and competence

Members due diligence would need to ensure that any service provider they engage would have
sufficient personnel with the capabilities, competence and commitment to relevant ethical principles
necessary to perform its engagements.

Contingency arrangements

Where the scale of services provided is so large that failure by the service provider to deliver the
outsourced services would have potential for significant failure in delivery of services by a member
or an enterprise in which the member is employed, then appropriate contingency or disaster
recovery options should exist. These may be within the business of the service provider or accessed
through other means identified by the member. Testing of the disaster recovery strategies should
also occur periodically.

Privacy and Data Security

Confidentiality of client data has long been a requirement of members in a firm and the use of an
outsource service provider does not alter that requirement. It is possible that in reviewing the data
security procedures of an outsource service provider, members may find that the security
arrangements are stronger than those in place within some firms. Members should obtain sufficient
comfort that data is protected and that the legal obligations contained within the Privacy Act are
met. The AICPA material set out in Attachment 7 suggests that an appropriate course of action could
be that members enter into a contractual agreement with the outsource service provider requiring
maintenance of the confidentiality of information. The member should use reasonable care in
determining that the service provider has appropriate procedures in place to prevent the
unauthorised release of confidential information to others.

The USCPA recommends that in circumstances where no such agreement is in place, client consent
should be obtained prior to the member disclosing confidential client information.

In the same way that members are not required to disclose specific staff employed on an
engagement, it would therefore be unreasonable to prescribe that members disclose the use of an
outsource service provider except in circumstances required by law or where no contractual terms
regarding the safeguarding of client data exist. As members are required to meet client expectations
of confidentiality, an appropriate agreement should exist requiring any third party service provider
to also maintain the confidentiality of client data. Where such an agreement is in place it would be
reasonable that disclosure of the use of the outsource service provider not be mandatory. However,
consistent with AICPA ethical ruling 391 if there is not in place a confidentiality agreement with a
third party service provider, the member must disclose to the client the use of the third party service
provider.

Terms of Engagement

Management of commercial risks must remain the responsibility of the member. Standard terms
requiring members to continue to adhere to the Code notwithstanding the use of an outsource
service provider but without limiting the members need to establish appropriate commercial terms
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suitable to that member (which it is acknowledged would be within a diverse range) would be
appropriate.

Engagement Letter between Members and Their Clients

APES 305 Terms of Engagement issued in December 2007 covers the need for members to have
documented by way of letter, agreement or other means the terms of engagement between the
member and the client in relation to the provision of professional services. Within this context,
professional services means accounting, auditing, taxation, management consulting and financial
management services performed by a professional accountant using accountancy related skills. The
purpose of the engagement document required to be prepared is to ensure that the member avoid
misunderstandings in respect to the engagement. APES 305 requires that matters such as the
objectives of the engagement, the scope of the engagement, the expected outputs and timing and
the responsibilities of the member, the client and any third party are documented.

Matters such as how the task is being performed and who is performing it within the office of the
member of any related organisation do not form part of AEPS 305. Outsourced accountancy services
could form part of such an engagement and the parts so formed could be a small reconciliation
function provided by a third party or a significant component of the engagement. The expectation of
clients is unchanged when they engage the accountant and it would be rare for the client to require
precise details of the “how and why” of the work being done.

Key Principles when Selecting a Provider
Certain additional criteria may be helpful to members when selecting an outsource service provider,
members should keep in mind a number of guiding principles, these are set out below.

Timeliness of service

One of the advantages often sought by accountants in practice looking to engage an outsource
accounting service is the improvement in the speed of delivery of services to clients. If an accounting
practice is under resourced, bottlenecks can occur which can drive down the turnaround time on
work submitted by clients. Using an outsource service provider should reduce bottlenecks and
improve service times. Members should check with their outsource provider what delivery times are
included with any service level agreement.

Accuracy

Clients expect the work of a member to be accurate. Whilst a range of materiality measures would
exist to restrict accuracy to within an appropriate materiality level for the nature of the engagement,
there is an implied expectation by clients that the greater skill of the accountant will be applied to
achieving accuracy in the professional work returned by the member to the client. In the case of
SME business owners, it is common that the knowledge of the accountant is greater than that of the
client in relation to accounting and taxation matters. Accordingly, a client is often not in a position to
check the work of the member nor should the client be expected to check the work of an accounting
professional. Members should ensure that the work of outsourcing service providers is of the
required level of accuracy for the type of engagement involved.

Initial checking of work by a practice could be expected to occur at the inception of the outsourcing
agreement and when a confidence level is reached the level of detailed review may decline.
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Review of the professional work of the outsourcing service provider by the accountant should occur
in relation to each completed engagement to ensure the communication has been clear between
the member and the provider.

Communication

In a typical outsourcing arrangement the client will communicate with the member and the member
will communicate with the outsourcing service provider. It is unusual for the outsourcing service
provider to deal directly or communicate directly with the client of the member. Accordingly,
communication between the member and the outsourcing service provider must be unambiguous.
Members should ensure that the communication skills of the provider and its staff meet the needs
of the member.

Staff of the outsourcing service provider that have lived or worked in Australia may have better
conversational English and a better understanding of the nuances of the Australian business culture.
Staff educated in other countries where English is the main language would have an advantage over
those that have English as a second language.

As work is being submitted by the member to an unrelated party, it is important the member has
knowledge of the process on the work submitted and a principle that members could use as a guide
is to assess how the outsourcing service provider communicates progress reports in relation to the
matters currently being undertaken. Members would find that choosing a provider that has regular
updates or online tracking tools may better serve their needs if regular communication of progress is
important. This would be particularly true if the service provider is operating in a time zone
substantially different to that of Australia.

Review of Files and Error correction

Reflective of the nature of a service typically two steps removed from the client is the need for
review of files by members. Members should ensure that the Service Level Agreement with the
outsource service provider contains terms that deal with responsibility for the correction of errors
and define responsibilities within the quality control process to be shared between the member and
the provider.

Many of the guidelines above reflect the overall requirement to establish policies and procedures
that provide a member with reasonable assurance that engagements are performed in accordance
with professional standards. Whilst part of APES 320 this statement is equally a component of the
client’s expectations when requesting professional services.

Training

As is required of members, on going training of staff in a manner not dissimilar to the CPE
requirements imposed upon members of the staff of the outsource service provider should be in
evidence and contained within the Service Level Agreement. It is an expectation of professional
outsource service providers that this level of training would occur and should form part of their
operational procedures and any agreement of members.

Ongoing monitoring
Where a member has engaged outsourcing service provider and it meets the criteria prescribed by
the APESB, a further criteria should exist which requires annual monitoring of the maintenance by
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the service provider against the initial criteria for selection. In choosing an outsourcing provider, a
member would have had regard to the quality control procedures and related matters above and
should also confirm annually that such procedures continue to be in place. Confirmation could occur
by the member obtaining from the outsourcing provider, confirmation of such matters in a positive
form or in the alternative the imposition upon outsourcing service providers to advise in the
negative if there has been a material breach in this regard. These requirements require the
notification by a service provider of a breach in privacy guidelines and operate on a presumption
that in the absence of a notification, no such breach has occurred. On balance this approach would
reduce the level of reporting between the outsourcing service provider and the member and the
level of positive steps required to be taken by the member to check on the status of the outsourcing
service provider on an annual basis.

Comparison of the Requirements for Quality Control

A review of APES 320 shows that many of the requirements of a firm would equally apply to an
outsource service provider. Below is a table comparing the primary issues in APES 320 with the
expectations of a firm and the expectations the firm should have of the service provider.
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APES 320 requirement

Required behaviour of Firm

Required behaviour of
Outsourcer

Paragraph 7 — System of quality
control.

Quality control policies and
procedures shall be
documented and
communicated with the firms
personnel.

Quality control policies and
procedures should be
documented and monitored by
outsourcer. Assurances to be
obtained by firm from
outsourcer.

Paragraph 9 — Leadership
responsibilities.

Promote internal culture based
on the recognition that quality
is essential. Would extend to
any services provided by
outsourcer.

Establish policies and
procedures to promote an
internal culture that quality is
essential in relation to the
functions performed by the
outsourcer.

Paragraph 14 — Establish
policies and procedures to
comply with relevant ethical
requirements.

Integrity, objectivity,
professional competence, due
care, confidentiality and
professional behaviour to be
established as fundamental
principles under which the firm
operates.

Professional competence, due
care and confidentiality would
be the primary concerns of
firms using an outsourcer.

Paragraph 18 — Independence.

Required of practices. Specific
policies required for assurance
practices only.

Not required of outsourcer.

Paragraph 28 — Establish
policies and procedures for the
acceptance and continuation of
client relationships.

Applicable to practice only.

Not applicable to outsourcer.

Paragraph 36 — Establish
policies and procedures to
ensure that sufficient personnel
with appropriate capabilities
and competence are available
for engagements.

Recruitment performance and
evaluation capabilities,
promotion compensation and
similar matters to reflect the
required level of skill and
ongoing continuing professional
development applicable to the
engagements undertaken by
the firm.

Sufficient education,
capabilities, competence and
internal resources to enable the
sections of engagements
outsourced to be undertaken.

Assignment of teams

Applicable primarily to practice

Not applicable to outsourcer.
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Paragraph 42

only.

Paragraph 46 — Establish
policies and procedures to
ensure that regulatory and legal
requirements applicable to an
engagement and any reports
issued in connection with the
engagement are appropriate.

Practices required to have
individual staff members,
engagement supervision,
training and coaching
procedures, methods of
reviewing work set and
documented to ensure
appropriate reports are issued
to clients.

Outsourcer would not be
issuing reports and would have
scope of engagement restricted
to those terms contained
within any service level
agreement.

Paragraph 51 — Establish
procedures to enable
appropriate consultation on
difficult or contentious matters
and sufficient resources to
enable consultation to occur.

Practices to ensure that nature
and scope of consultations are
documented and that there are
sufficient resources and the
appropriate level of
consultation on difficult or
contentious matters.

Most outsourcing engagements
would be of a more routine and
systematic nature. Applicable
to outsourcer where scope of
engagement goes beyond
routine systematic processes.

Paragraph 73A — Completion of
final engagement files.

Firm to hold appropriate
engagement files after the
engagement reports have been
finalised.

Outsourcer would provide files
in most circumstances to firm
for review with responsibility
for safe custody lying with firm.

Paragraph 74 — Establish
policies and procedures to
ensure that the system of
quality control is relevant,
adequate and operating
effectively and complied within
the firm.

Appropriate monitoring
internally of procedures and
standards for the system of
quality control including
periodic inspection.

Not required of outsourcer
however commercial
responsibilities dictate
appropriate maintenance.

Paragraph 89 — Establish
policies and procedures to
provide reasonable assurance
that complaints and allegations
that requirements of
professionals standards are not
met are dealt with
appropriately.

Clearly defined channels for
personnel to raise concerns
should be established.

Not applicable to outsourcer.

Paragraph 94 — The firm should
have appropriate
documentation in place to
provide evidence of the
operation of each element of a

Subject to the size of the firm
and the degree of authority
between offices and personnel,
appropriate documentation
should be maintained by the

Not applicable to outsourcer
other than in relation to those
areas where firm’s expectation
of the system of quality control
aligns with their own and is
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system of quality control. practice demonstrating that required by the firm to satisfy
tests have been performed to itself that the elements of work
ensure that each element of outsourced meet the same
the system of good quality of quality control requirements
control is in place. being tested with the firm.

Against the above, members should ensure that appropriate procedures exist within the practice to
ensure that members review of work performed by the third party provider is adequate for the type
of engagement. In broad terms, member should ensure there standards of quality control apply
equally across internally prepared work and the work that is outsourced.

Disclosure

The final step would be to determine how this should be communicated by members to their clients.
Some comments on disclosure by members to clients are set out in the USCPA code (see Attachment
7). In the same way that the specific staff engaged on an assignment are generally not disclosed to
clients (and certainly no obligation to disclose exists) no disclosure to clients of the use of an
outsourcing provider is recommended.

Engagement Letter between Business, Government and Service Provider

It is important that the members in government and business ensure that the expectations from the
service provider are properly documented in an engagement letter between the outsource service
provider and the business or government enterprise. Where the materiality of the service is of
sufficient size that failure by the service provider would substantially impact upon the ability of the
government or business enterprise to continue to provide services or otherwise meet stakeholder
needs in a significant way, the agreement with the outsource provider should contain appropriate
risk mitigation procedures, disaster recovery terms and criteria for the testing of these on a regular
basis. Reference is made to Attachment 1 which sets out some such criteria used within the financial
services industry.

Conclusion

Given the growing importance of outsourcing as a solution to the labour shortages facing the
accounting profession, it is recommended that a pronouncement be made in relation to the use of
outsourcing by members. The proposed announcement should incorporate the key risks that
outsourcing involves for users of an third party service provider and mandate the key principles that
a member should consider when selecting a service provider. The principles set out above would
form the basis of the discussion and the recommendations in such a pronouncement in relation to
members use and selection of a provider.
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Appendix 1 - Selection of Current Service Providers to Members in
Practice

Odyssey Resources Pty Limited www.odyssey-resources.com
Ridge Business Management www.ridgebm.com
Back Office Shared Services Pty Limited www.boz.com.au
MYOB Australia Pty Limited www.myob-ar.com
SuperGuardian Pty Limited www.superguardian.com.au
Cavendish Superannuation Pty Ltd www.cavendishsuper.com.au
Dixon Advisory and Superannuation Services www.dixon.com.au

Pty Ltd

Super Concepts Pty Limited www.superconcepts.com.au
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Preamble

This discussion paper presents a harmonised
approach to the prudential supervision of risks
arising from outsourcing arrangements by
APRA-regulated institutions. For the purposes of this
discussion paper, regulated institution’ refers to an
authorised deposit-taking institution (ADI), a general
insurer or a life company. Attached to the paper are
draft prudential standards on outsourcing by ADIs,
general insurers and life companies, together with

a draft prudential practice guide covering all three
industries. The draft standards and guide are also
available at www.apra.govau.

The draft prudential standards represent a principles-
based approach to prudential regulation detailing
APRA’s minimum requirements for managing risks
arising from outsourcing but leaving the way open

for regulated institutions to develop their outsourcing
policy that complies with the principles.

The draft prudential practice guide aims to assist
regulated institutions in complying with APRA’s
requirements and, more generally, to outline prudent
practices in relation to outsourcing. Subject to the
requirements in the prudential standards, regulated
institutions have the flexibility to configure their
approach to outsourcing in the way most suited to
achieving their business objectives. The guide is not
legally enforceable.

For ADIs, the draft prudential standard and guide
substantially replicates Prudential Standard APS 231
Outsourcing (APS 231) and the associated (but not
binding) Guidance Note AGN 231.1 Managing Outsourcing

Arrangements (AGN 2311), with key enhancements
relating to ‘offshoring’ and intra-group outsourcing
arrangements. For general insurers, APRA’s proposed
approach represents an enhancement to the current
requirements for outsourcing in the enforceable
Guidance Note GGN 220.5 Operational Risk, which forms
part of Prudential Standard GPS 220 Risk Management
for General Insurers (GPS 220). The general insurance
industry has been consulted on the development of
a prudential standard on outsourcing in response to
two earlier discussion papers released in November
2003" and May 20052 The draft prudential standards
and the introduction of the prudential practice guide
reflect the outcome of those consultations. For life
companies, this approach will introduce a formal
regulatory requirement for outsourcing in the life
insurance industry which reflects the criteria applied
by APRA in assessing outsourcing by life insurers
through its supervisory processes.

APRA proposes to finalise and issue the new
prudential standards in the second quarter of 2006.
The prudential practice guide will be finalised at the
same time.

Written submissions on these proposals should
be forwarded via email by 26 May 2006 to
apraoutsourcing@apra.gov.au

Mr Greg Brunner

General Manager

Policy Research and Statistics

Australian Prudential Regulation Authority

T APRA policy discussion paper titled Prudential Supervision of General Insurance Stage 2 Reforms released on 23 November 2003.
2 APRA policy discussion paper titled Prudential Supervision of General Insurance Stage 2 Reforms: Risk and Financial Management released on 3 May 2005 with

draft Prudential Standard GPS 221 Qutsourcing attached.
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Introduction

The existing ADI prudential requirements for
outsourcing arrangements contained in APS 231

and AGN 2311 are generally working well. APRA’s
supervisory experience, however, has identified
emerging practices that suggest these requirements
need to be reviewed and updated. Consequently,
APRA has undertaken this review as part of a cross-
industry approach to the supervision of risks arising
from outsourcing arrangements. These risks are
common across industries regulated by APRA and are
best addressed through prudential standards that are
harmonised across the industries.

It is acknowledged that this approach will introduce
a formal regulatory requirement for outsourcing in
the life insurance industry for the first time. To date,
APRA has expected life companies to have formal
agreements for their outsourcing arrangements

and has assessed the arrangements largely based

on the requirements set out for the ADI industry.
Therefore, the cross-industry approach should have
little practical impact on life companies as APRA
and the life insurance industry have been working
together to ensure that an appropriate approach

to outsourcing has been taken in the life insurance
industry. The difference the new approach will bring
to the life insurance industry is that the principles that
APRA has been using to assess existing outsourcing
arrangements will become legally enforceable
principles via the new prudential standard.

APRA has consulted extensively with the general
insurance industry about the proposed prudential
standard for that industry. This round of consultation
is intended to obtain views from all three regulated
industries at the same time since the new standards
will be applied in identical form to all regulated
institutions.

Australian Prudential Regulation Authority

The introduction of the first harmonised prudential
practice guide, Prudential Practice Guide PPG 231
Outsourcing, is a significant development in the

way that APRA disseminates guidance on prudent
practice. Prudential practice guides are not legislative
instruments. Not all the practices outlined in the
guide will be relevant for every regulated institution
and some aspects may vary depending upon the size,
complexity and risk profile of the institution.

A harmonised approach to outsourcing will have
a number of benefits for regulated institutions:

e amore consistent framework compared with
the current separate approaches to supervising
outsourcing arrangements;

o conglomerates that have regulated institutions in
more than one industry will find it easier to meet
APRA's requirements; and

e conformity with international regulatory
principles including those promulgated by
the Joint Forum, which comprises the Basel
Committee on Banking Supervision, the
International Organization of Securities
Commissions and the International Association
of Insurance Supervisors.

Proposed commencement and
transitional arrangements
The new prudential standards are intended to be

released in the second quarter of 2006. The new
requirements will apply from 1 October 2006.



- An outline of the new prudential standards and

prudential practice guide

The proposed new prudential standards establish
a framework in which a regulated institution is to
manage its outsourcing arrangements.

Definition of outsourcing

Outsourcing is defined as an agreement entered

into by a regulated institution and another party to
perform, on a continuing basis, a business activity
which currently is, or could be, undertaken by the
regulated institution itself. The regulated institution
remains responsible for complying with all prudential
requirements relating to the outsourced business
activity. This principle is the foundation for the
proposed new prudential standards, and regulated
institutions must recognise that they remain ultimately
responsible for the outsourced business activities.

Materiality

The proposed new prudential standards apply only
to the outsourcing of material business activities.
A business activity is material if it has the potential,
if disrupted, to have a significant impact on a
regulated institution’s business operations or its
ability to manage risks effectively, having regard to
a range of factors.

Qutsourcing policy

A regulated institution is expected to have a risk
management framework. This is a prudential
requirement for general insurers and ADIs under
current standards.? Life companies are not required
to have a risk management framework under the
Life Insurance Act 1995 but APRA expects all prudently
managed life companies to apply modern risk
management practices, a key concept of which is

a comprehensive risk management framework.

A regulated institution is required to address the
risks arising from outsourcing in an outsourcing
policy that is part of the institution’s overall risk
management framework.

Assessment of outsourcing options

APS 231 sets out minimum criteria for the risk
management framework for outsourcing. In the case
of outsourcing to third parties, the proposed new
prudential standards expand on these requirements
to include:

e adue diligence review of the chosen service
provider;

*  addressing the renewal process for outsourcing
arrangements; and

e the development of contingency plans if the
outsourced process needs to be brought back
in-house.

APRA has discretion to apply the standard in

a flexible manner if the outsourcing is to another
regulated institution within the group and APRA

has been applying that flexible approach in its on-
going supervision. The proposed new prudential
standards extend that flexibility to all related bodies
corporate, not just other regulated entities. Separate
requirements apply if a regulated institution is
assessing outsourcing to a third party or to a related
body corporate, although the institution must
consider the relevance of the requirements that
relate to third party arrangements. This approach
acknowledges the reality that outsourcing to related
bodies corporate does not require the same level

of formality as when dealing with third parties. This
approach is a significant departure from the Draft
Prudential Standard — General Insurance Risk and Financial
Management GPS 221 Outsourcing (GPS 221) that was
published for consultation in May 2005 and is in direct
response to submissions from general insurers.

3 ADIs are required to have risk management systems in accordance with APS 310 and general insurers are required to have a risk management
strategy in accordance with GPS 220 (the requirement for a risk management framework is being introduced in the new Prudential Standard

GPS 220 Risk Management ).
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The outsourcing agreement

The proposed new prudential standards expand on
the minimum requirements for material outsourcing
agreements in APS 231 in four areas:

e the scope of the arrangement and services to
be provided,

e subcontracting;
e insurance; and

» offshoring arrangements (including through
subcontracting).

APRA considers that these expanded requirements are
fundamental to establishing a sound arrangement with
a service provider.

As with the assessment of outsourcing options, APRA
does not expect the same level of formality where
the outsourcing arrangement is with a related body
corporate. Nonetheless, the agreement between the
parties should cover:

e the scope of the arrangement and services to
be supplied;

¢ the pricing and fee structure;
e service levels and performance requirements; and
¢ audit and monitoring procedures.

APRA access to service providers is also required to
be included in outsourcing agreements as per the
requirements in APS 231.

Notification requirements

A regulated institution must notify APRA as soon

as possible after entering into any outsourcing
agreements where the activity is to be conducted in
Australia. This is the same requirement as in APS 231.
The proposed new prudential standards are different
from the draft GPS 221 released in May 2005 as the
amount of documentation required to be provided
pursuant to that notification has been scaled back to
that required under APS 231,

Australian Prudential Regulation Authority

Offshoring

‘Offshoring’ is the practice of outsourcing business
activities to a service provider located outside
Australia. Offshoring may occur via a contract with
a provider outside Australia, or with an Australian
service provider where material elements of the
service are provided from abroad.

APRA does not wish to discourage or prohibit
prudently structured offshoring arrangements

of material business activities. However, APRA is
proposing that regulated institutions consult with it
prior to entering into a material offshoring contract.
This position represents a change from the draft

GPS 221 released in May 2005 which proposed

prior APRA approval of offshoring arrangements.
The requirement to consult is not a quasi-approval
mechanism. Offshoring poses a unique set of risks and,
in the consultation process, APRA will wish to review
the Board’s assessment and understanding of these
risks and the processes and controls to be introduced
to mitigate them. This may involve measures relating
to choice of law, security and confidentiality of
information and access to information.

In addition, APRA is in the unique position of
reviewing emerging trends in offshoring arrangements
across the regulated financial sector, allowing it to
provide feedback to regulated institutions which are
contemplating offshoring.

Consistent with the requirements for domestic
outsourcing arrangements, the regulated institution
must ensure that it has adequate business continuity
management arrangements in the event that the
service provider in an offshoring arrangement is
unable to fulfil its obligations. This may include the

-identification of an alternate service provider or

a return to in-house service provision.



Maonitoring

A regulated institution must devote sufficient
resources to managing and monitoring the outsourcing
relationship. The proposed new prudential standards
set out minimum requirements for this monitoring. In
comparison with APS 231, the requirement to elevate
issues to the senior management or the Board has
been removed, consistent with removing all references
to the internal communications to the Board and
senior management due to the proposed new
governance prudential standards (see below).

Audit arrangements

The proposed new governance standards require
regulated institutions to have an internal audit
function, but allow outsourcing of this function

with APRA approval. The proposed new outsourcing
standards clearly define the internal audit function
as a material business activity. The new outsourcing
standards also require the internal audit function to
cover outsourcing arrangements. Internal audit is
not discussed in APS 231.

Board and management responsibility

The section on Board and management responsibility
in APS 231 and the draft GPS 221 published in May
2005 has not been included in the proposed new
outsourcing standards. The proposed new governance
standards contain the broad principles relating to Board
and management responsibility and there is no need to
repeat these in relation to outsourcing arrangements.
However, the specific responsibilities of the Board and
management in relation to assessment of outsourcing
options and outsourcing to related bodies corporate
are identified in the new outsourcing standards.
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Prudential practice guide

The intent of the prudential practice guide is dealt
with in the introduction. The matters dealt with in
the guide are:

materiality;

resources for managing outsourcing
arrangements;

Business Continuity Management in relation to
outsourcing arrangements;

considerations in developing an outsourcing
policy;
content of contractual agreements ;

the additional risks of offshoring; and

outsourcing to related bodies corporate.
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Ethical Dilemma: You MIGHT THINK

il

LA,

OUTSOURCIN

TAX RETURN PREPARATION IS NO BIG DEAL. YOUR CLIENTS,

HOWEVER, MIGHT NOT BE SO 6HUFFED AT THE IDEA.

(Out)source of concern

Dilemma: | outsource tax returns
during my busy period. A colleague
believes | should be telling my
clients this. Is this true?

Answer: If you-are outsourcing
professional services such-as the
preparation of income tax returns, it is
important to consider not only the ethical
and quality-control issues, but also any
associated privacy and data-security
issues. This response will focus on the
primary ethical issues of disclosure of
the use of a third-party service provider
to the client, and supervision of the
third-party service provider,

Unless otherwise advised, clients will
1ot expect their tax return preparation to
3¢ outsourced. Clients will, however,
axpect members of CPA Australiato «
somply with the principle of integrity. This
mposes an obligation on ali members to
3¢ straightforward and honest in profes-
sional and husiness relationships. (APES
110: Code of Ethics for Professlonal
iceountants, paragraph 110.1).

Also, APES 110 paragraph 140.1
equires that members not disclose
sonfidential information without proper
ind specific authority from the-client.
3efore outsourcing tax return preparation
ind therefore disclosing confidential
lient information to a third-party service
irovider, members need to inform their
lients. Although there fs no requirement
1at this disclosure be-made in writing, it
s recommended as best practice. AICPA
rovides the following sample clause
‘0m an engagement letter:

“In the interest of enhancing our
availdbility to meet your professional
service needs while maintaining service
quality and timeliness, we may use
a third-party provider to assist us in the
preparation of your tax returns, This
provider has established procedures
and controls designed to protect client
confidentiality and maintain data security.
As the paid preparer of your tax returns,
our firm remalns responsible for
exercising reasonable care in preparing
your tax return, and your tax return will
be subjected to our firm's normal quality
control procedures. if you.have any
questions or concerns about this
arrangement, please contact our office,

If the client does not consent to their
tax return preparation being outsourced,
the member should provide the profes-
sional services in-house. Or aiternatively,
the member should decline the
engagement. It is also important when
resolving issues that have been identified
(relating to accepting a client engage-
ment) to consider section 28 of APES
320. This-section requires documentation
of how issues-were resolved before
accepting the engagement.

in addition, whether tax preparation
is outsourced or performed in-house,
the member remains responsible for
ensuring the accuracy of the returns
based on the information provided
by the client (paragraph 11 APS 6:
Statement of Taxation Services).

Each return should be reviewed for
accuracy and completeness-as part

Unless otherwise
advised, clients will
not expect their

tax returns to be
outsourced

i

of normal quality control practices
before being provided to the client for
lodgement. When outsourcing services
to third-party providers, effective guality
control must be maintained over these
services, and they must comply with
APES 320: Quality Control for Firms.

Effective quality control requires ongoing
monitoring-and supervision of all services
provided by external parties. In addition,
the member must adequately plan and
supervise the professional services pro-
vided hy the third-party service provider
and comply with all technical (including
tax agent registration) standards applica-
ble to those professional services. m

Dilemma resolved by Tiina-Liisa Sexton,
CPA Australia’s ethics adviser
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Attachment 3 - extract from AICPA ethical ruling covering outsourcing



Extracts from US AICPA Code of Professional Conduct (the “AICPA Code”).
While Rule 301 — Confidential Client Information, of the AICPA Code prohibits the release of
confidential client information without the specific consent of the client, Ethics Ruling No. 1,
“Computer Processing of Clients” Return,” under rule 301 indicates that no violation of the
confidential relationship between the member and client occurs when client information is sent to a
third-party service provider, provided the member takes all necessary precautions to be sure that
the use of the outside service provider does not result in the release of confident information.

The Code also requires that a member providing professional services must ensure that the work has
been adequately planned and supervised, that sufficient relevant data has been obtained to support
the work, and that the service provider complied with all applicable technical and ethical standards.
Although not specifically stated in the Code, the member is responsible for the work of any third-
party service provider.

The Code, however, does not require disclosure to the client when a third-party service provider is
used - whether domestically or overseas.

In determining whether the Code was sufficient or needed to be amended, the PEEC considered a
number of ethical issues concerning the use of third-party service providers, including whether:

= Ethics Ruling No. 1, “Computer Processing of Clients’ Returns,” under Rule 301 — Confidential
Client Information should be revised to encompass the use of third-party service providers in
providing any professional or administrative support services to clients;

= A new ethics ruling under Rule 201 — General Standards and Rule 202- Compliance With
Standards should be issued to specifically state that the member is responsible for all work
performed by the third-party service provider and that the use of a third-party service
provider does not in any way excuse the member from complying with the requirements set
forth under these rules;

= A new ethics ruling under Rule 102- Integrity and Objectivity should be issued to require
that, prior to disclosing confidential client information to a third party service provider, a
member should inform the client that he or she plans to use a third-party service provider in
providing professional services to the client;

= Any additional provisions should be required when the third-party service provider is
operating outside of the United States.

Against the background above, the AICPA Code contains an ethical ruling of the use of a third
party service provider assisting members in providing professional services. An extract of that
ethics ruling is set out below.

Question — A member in public practice uses an entity that the member, individually or
collectively with his or her firm or with members of his or her firm, does not control (as defined
by accounting principles generally accepted in the United States) or an individual not employed
by the member (a “third-party service provider”) to assist the member in providing professional
services (for example, bookkeeping, tax return preparation, consulting, or attest services



including related clerical and data entry functions) to clients. Does rule 102 require the member
to disclose the use of the third-party service provider to the client?

Answer — Yes. The concept of integrity set forth in Rule 102 — Integrity and Objectivity [ET
section 102.01] and Article lll — Integrity [ET section 54] requires a member to be honest and
candid. Clients might not have an expectation that a member would use a third-party service
provider to assist the member in providing the professional services. Accordingly, prior to
disclosing confidential client information to a third-party service provider, a member should
inform the client that he or she plans to use a third-party service provider. This disclosure does
not relieve the member from his or her obligations under ethic ruling No. 1 [ET section 391.001-
.002] under Rule 301 — Confidential Client Information [ET section 301.01]. If the client objects to
the member’s use of a third-party service provider, the member should provide the professional
services without using the third-party service provider or the member should decline the
engagement.

A member is not required to inform the client when he or she uses a third-party service provider
to provide administrative support services (for example, record stage or software application
hosting services) to the member.

See ethics ruling No. 12 under Rules 201 — General Standards and 202 — Compliance With
Standards (ET section 291.023-.024] and ethics ruling No. 1 under Rule 301 — Confidential Client
Information [ET section 391.001-.002] for additional responsibilities of the member when using a
third-party service provider.

Below is the text of ethics ruling No. 12 from the AICPA Code.

Applicability of General and Technical Standards When Using a Third-Party Service Provider.
Question — What responsibility does a member in public practice have for complying with the
general and technical standards under rules 201 [ET Section 201 — General Standards] and 202
[ET Section 202 — Compliance With Standards] when using an entity that the member,
individually or collectively with his or her firm or with member of his or her firm, does not
control (as defined by accounting principles generally accepted in the United States), or an
individual not employed by the member (a “third-party service provider”) to assist the member
in providing professional services (for example, bookkeeping, tax return preparation, consulting,
or attest service, including related clerical and data entry functions) to clients?

Answer — Using a third-party service provider to assist the member in providing professional
services to clients does not in any way relieve the member from his or her responsibilities to
comply with the requirements of rules 201 and 202. Accordingly, the member remains
responsible for the adequate oversight of all services performed by the third-party services
provider and for ensuring that all professional services are performed with professional
competence and due professional care. In addition, the member must adequately plan and
supervise the professional services (as required by applicable professional standards) provided
by the third-party service provider, obtain sufficient relevant data to support the work product
and comply with all technical standards applicable to the professional services.



See ethics ruling No. 112 under Rule 102 — Integrity and Objectivity [ET section 191.224-.225]
and ethics ruling No. 1 under Rule 301 — Confidential Client Information [ET section 391.001-.002
for additional responsibilities of the member when using a third-party service provider.
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PURPOSE OF PAPER

There has been a growing focus on the globalisation of various services both within the
accounting and tax agent environment.

The purpose of this paper is to promote discussion and allow consistent understanding of
terminology, market and business drivers and consequences.

This discussion paper provides an overview of;

= the current landscape of both the global and domestic outsourcing market for finan ~and
accounting;

» potential compliance issues with outsourcing tax compliance services as it relat;}towart
VIIA (Registration of tax agents) of the Income Tax Assessment Act 1936 ITi'AA36) and

e

= certain scenarios which may constitute potential risks for taxpayers, the Austrahan tax
profession and the Tax Office. : w

KEY TERMINOLOGY

‘Outsourcing’ and ‘off-shoring’ are used mterchangeably |n pubhcdlscourse but there are
important technical differences.

» Outsourcing is the movement of internal businéss=processes to an external entity
contracted to carry out the business processes ©utsourcing may or may not involve some
degree of ‘off-shoring’. Y

= Off-shoring is the transfer of an Qo\rganiational function to another country, regardless of
whether the work is outsourcedtorstays within the same corporatlon Almost always work is
moved due to a lower cost{of operatlons in the new location.’

Examples
A companyfidving,an mternal business unit from one country to another
would be<off*sl"1“g?mg, but not outsourcing.

A company, subcontracting a business unit to a different company in
anather ¢ountry would be both outsourcing and off-shoring.

K

Eﬁ*@ —«Finance & Accounting Outsourcing (i.e. processes in the finance and accounting
{nd ustty which vary from low-skilled processes such as accounts payable and billing to

hlgher-level analytical and strateglc skills such as financial analysis, audit, financial
planmng consolidations etc).2

' Refer to Wikipedia on ‘Outsourcing’ and ‘Offshoring’, http://en.wikipedia.org/wiki/Outsourcing and
http:/len.wikipedia.org/wiki/Offshoring.

z Fahy, Martin and Fuller, Chris, “Wheels of Change”, Excellence in Leadership, 2007, (fuli reference
unknown, sourced from author).
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BACKGROUND

The Australian tax profession has indicated that it would like the Tax Office view and/or
guidelines on a variety of scenarios in relation to outsourcing of accounting and tax compliance
services (particularly outsourcing overseas).

Furthermore, concerns were raised by the Australian National Audit Office (including warnings
from the Auditor-General) of possible risks to the integrity of the Tax Office systems in the
context of tax agent services performed abroad. b
Lty

Finance and accounting outsourcing (particularly off-shore outsourcing) is a fully fledged g’I”IOﬂ
dollar global industry. A number of both the global market leaders and emerging contenders
have noted that their services include tax management, or tax compliance serwces .IThere is an
apparent leve! of secrecy around global finance and accounting outsourcmgrfdealsm thought
mainly to be due to concerns for community confldence/acceptance of off-shore @utsourcmg as
well the desire to try and maintain a competitive advantage.’ e ot

R Wquti"m”"t}}

o]

WHAT TYPES OF PROCESSES ARE BEING OUTSOURCFEE) GLOBALLY’?

as follows:*

//"; Strategy 4"

/  Financial
. i
/ analysis \
%
/ R
I/ ’“‘
- %,
/ '
Nl d A%
o/ . e
Py Key Processes

o0 % Processes which require higher level
ur,,,_“"% issues resolution andescalation, such
R as internal audit, capital budgeting, risk
’ management etc.

Aty

iy (1% b
Y
;

Lower skill processes such:as mventory accountlhg general Iedger~ E
) general bookkeepmg payroll tax comgllanc etc

A m'mn-n;ryj eI mi-g i flqmmxéiiuujuln]l i ;;.7.\.;

Taga g e

3 At page 16, FAO Today Staff, “The Lucky 13", FAO Today, May/June 2007.
* At page 4, “Finance & Accounting Outsourcing (FAO) — Annual Report’, Everest Research Institute,

December 2006.
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Currently, over 85% of the global finance and accounting off-shore outsourcing workforce is
distributed across labour-intensive transactional processes. However, outsourcing in the
finance and accounting industry has evolved from outsourcing basic tasks to key processes
integral to a company’s business, and is now currently progressing towards both end-to-end
processes and knowledge-intensive key processes.

KEY DRIVERS FOR OFF-SHORE OUTSOURCING OF FINANCE AND
ACCOUNTING SERVICES "u
ety u)
— Reported shortage of accountants and decreasing numbers of students enterlng |nt0'
accountancy-based education courses; Cag

1
— High domestic salary expectations/rates; o .:11 l::‘ ‘
— Operational cost savings; i ‘”(‘

— Avoidance of capital expenditure on process-based lmprovements ang techno!ogy
upgrades; gt '3
— Access to service provider's intellectual property capital, bestﬂpractlces etc;

PRy

— Measurement of performance management and servnces N
— Increased controls and accountability (due to processes beﬁng core expertise of FAO

organisation with centralised management), " 'f, f;
\lu

— Enables tax professionals to focus on growthﬂ"front snd support to clients and higher
end work (i.e. financial planning); A “"‘,‘,,

— Potential to expand business without |ncrﬂeasmg staff / space / infrastructure investment;

— No human resources issues like recrmtment/ health insurance / staff discipline /
attendance / overtime etc.; i

— Timely delivery of services; and

— In many cases, services arg,pro |ded around the clock (24 hours), significantly
improving turnaround tlmes "and'management of workload peaks.

[
Syl

OFF-SHORE OUTSOURC“I'NG HUBS

‘g |,

qhy

Countries with Iarge Iélccoun’ung graduate pools, lower salary expectations, English language
skills and satlsfactory infrastructure are the destinations of choice for finance and accounting
off-shore outsourcmg“'ﬁCurrently, the main off-shore outsourcing hubs are:

= India f}‘!\ W

. MeXIC% m":;l’ 'mmm"fl‘]

. Vlc"e‘tnam i
Easte"rn Europe

. ‘”Ghlna

= Africa

® Fahy, Martin and Fuller, Chris, “Wheels of Change”, Excellence in Leadership, 2007, (full reference
unknown, sourced from author).
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THE LANDSCAPE OF OFF-SHORE OUTSOURCING OF
AUSTRALIAN TAX AGENT SERVICES

Outsourcing of income tax return preparation and BAS services is not a new phenomenon in
Australia. The beginnings of outsourcing started in the 1990s with some tax agents contracting
external Australian companies to ‘key-in’ their clients’ tax returns.

The tax profession then began to witness the rise of BAS service providers, an industry change

brought about by increasing workloads with registered tax agents for heavy transaction- based

work. o,

As a consequence of the new tax system section 251LA of the ITAA36 was enactec 1 defme
‘recognised professional associations’ (RPAs) for the purposes of section 251L(6) which allows
either members of an RPA or bookkeepers worklng under the direction of reglstered tax agents

to provide BAS services on behalf of taxpayers.®

Rt mull

nnnnnn

The largest accounting and consulting firms in Australia ploneeredsoff-shore outsourcing of tax
preparation and other accounting services. The tendency has bee or Iarge compames to
make use of low cost processing centres based in Slngaporem :
and administrative processes, particularly payroll tax. These:céntr
companies’ data banks of payroll tax mformatlon (WhICh mcludes the Australian employees’ tax
file numbers and personal information).’ 0 )

\1
‘m(l"'

"[n

The Tax Office is aware of nur%erous off-shore outsourcing arrangements being entered into by
Australian tax agents. - e
!(u il

sy

To date, examples of the types of outsourcing scenarios occurring are as follows.

iy, m
e

Scenar|o1 e -
gl

5
b

g ity I
iy

Arrangem t

A tax agent ‘dstablishes an Australian company which engages a ‘partner’ company based and
mcorporated in India which is staffed by local accountants. Some of the local accountants have
Australlan accountancy qualifications; some have qualifications from other jurisdictions. The
partnershlp is NOT a registered tax agent.

ul]'mxl‘

® Clauses 2.3 and 2.4 of Chapter 2, Explanatory Memoranda to A New Tax System (Tax Administration)
Act (No. 2) 2000.

" Hidalgo, Steve; Mason, Stef and van Beesten, Marijke, “The Global Market for Tax Outsourcing”,
International Tax Review, (date unknown).

IN CONFIDENCE 1.0 PAGE 6 OF 17




IN CONF'DENCE - DISCUSSION PAPER

The tax agent promotes the provision of tax outsourcing services (including preparation of
returns) to other Australian tax agents and chartered accountants the basis of paying a regular
fixed fee for a fixed number of ‘consultation hours’.

Process

The Indian accountants access a secure server maintained by the Australian company in order
to access client information which the client tax agent has previously uploaded and prepare
returns.

o

The various Australian tax agents’ clients are not made aware that their personal tax | 1,
information is being accessed and prepared by overseas accountants. """“"‘ii’«u--{
3. s
oy L
Once the returns are completed, the Indian accountants upload the returns ontoitnlens"ecure
It

server. The completed returns are then reviewed by tax agents within the Austrahan ‘company
and lodged through ELS. :

it ""ll,".uul!‘l'

e

ity
i W) H'
il N

Scenario 2

Arrangement
An Australian company employs individual Australla“"gguallﬁed accountants in various off-shore
hubs including India, Malaysia, and Singapore. ThewAu {ralian company promotes its
outsourcing services to Australian tax agents on the 'basis that 45% of the Australian tax
agent's fee for tax services obtained from the cllent‘be paid to the outsourcing entity. The

Australian company is NOT a reg|steredbtax agent

_;. ,dl -
Process “v;.,.
The Australian tax agent download, a d .completes a client checklist and instructions for every
job sent. The tax agent then scans, gany documentation required for completing the tax
services and uploads the flles’ito a secure server. The overseas-based accountants log onto the

server to access the mfor,mahon‘"and prepare the returns.

@

Sy tg h
Once the job has been completed the overseas-based accountant sends an email to the
Australlan tax agent notlfylng them that their job has been completed and is ready for uploading

.........

Filmas ‘ h J;’!"
- s
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Scenario 3

Arrangement
A number of Indian-based and incorporated companies are attempting to solicit partnership
arrangements or mergers with Australian registered tax agents.

Below is an example of a solicitation letter forwarded to various tax agents.

“
it}
Y

ey l.ﬂ]
i
,

To,

The Director
XXX Accountants b, Sy
Australia L

. P
e

Dear Sir,

Sub: A Win-Win Business Proposal

We refer to our proposal for collaboration in the area of\,busmomssl accounting to provide back
offlce support (please refer below). We hope you are‘“rewewmg the same. In th|s connection,
&h, C

1) With Smart outsourcing, you will make moré'frhoney and expand your business without
increasing staff/ space / mfrastruoturel|ﬁvestment

.......

3) No HR issues like recrwtment / health lnsurance | staff dlSClpllne [ attendance / overtime,
etc.
4) Delivery in time with quahtw

re _ultmg‘ln better customer satisfaction.

Further to this, we also have ‘oneu.more interesting business opportunity if you are looking
for growth and expan5|on of your business.

M
We can join you a‘S" '"partlhrer or we can have merger to expand our business. You
can concentrate,on growth and front end support to the customers. We will handle back office
activities which: Wi, be out sourced to India. We understand that your serious concern would be
of securlty of datanand quality of work. You can count on us as we are already providing back
office suppon;t ton200 CPAs in UK and they are highly satisfied with our quality of work and
secur t .

h
[\{f LKH] ﬂ
Thls wil); be a win-win situation for both of our organization in terms of growth and rewards.

We'lodk forward to have your positive reply to take our business relationship further
Best Regards

XXX
(Business Executive)

Process
Not yet determined.
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Scenario 4

Arrangement

A number of Indian-based and incorporated companies are attempting to solicit contracts with
Australian tax agents for outsourcing of tax services, including tax return preparation.

Below is an example of a solicitation letter forwarded to various Australian tax agents.

Dear Sir oo

Our Proposal: e

Our client - XXX is one of the leading BPO Chartered Accountancy Firm in Indla havmg
Corporate headquarters in UK. XXX is currently providing back office acoountmg[[&}'taxatlon
services to over 200 Chartered Accountancy Firms in UK & have been prepanng"Accounts &
Audits for Top 20 Firms in Africa. They now have the infrastructure td:;;?rov;de their services
globally .

XXX has a staff of 300 accountants with 35 Chartered Accoun't'g *XX works on their client's
account files based on the specified accounting standardsy JUSW] pternatlonally acclaimed
softwares like IRIS, SAGE, CCH, VT, Digita, Viztopia, MY§OB TAS Quickbooks, etc.and are

also capable to work on any business accounting softwareU v

st llml'?

I_;‘eyJ can work directly on client
Network.
“umu. !5 Lﬁ»

XXX is providing following Sub-contractd, utsourcmq services:

XXX has 3350 square metres fully equipped offi¢
CPAJ/CA's server and also through Virtual Prlvate

1. Year End Accounts

2. Management Accounts
3. Book-keeping
4, Taxation:

5. VAT

6. Payroll

Unigue capabllltles of XXX
P i S ﬂh ’I
- High Quallty ierfor free and consistent work
- Tlmel"y“/"dellvery schedules
- Understandmg client's local accounting standards, procedures and requirements

nghv»work quality / cost ratio
H[x
Wellook forward to a long term collaboration with high growth potential and ambitious
company like yours. We envisage A WIN WIN PROPOSAL of working together as

business partners.

A FREE trial of 2 sets of Accounts / 2 tax returns / 2 payroll can be done for you, with no
obligation thereafter. This will serve as our proof of capabilities and create confidence in
outsourcing your confidential work to us. We can also help you in marketing your services, if
desired once we decide to collaborate with each other.
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We can provide further information based on your interest. Please feel free to ask questions.
It is our strong desire to collaborate with a fine company like yours. Looking forward........

Process
The process for provision of outsourced services as offered above, usually involves one the
following three systems:

e email-based system — data is transferred through encrypted email; )

e Secure server-based system — uploading and downloading of data on the outsourcmg
provider's server using SSL; or . wn..

* Remote access based system — software installed on the client tax agent’s syste‘m“-that aIIows
remote access to the outsourcing provider's internal system. The tax agent Iogs"o to
outsourcing provider’s system and transfer files directly. e nn,] Yo

:'ﬁx 1‘ A

Some Australian tax agents advised that they ‘white/blank out’ |dent|fy|ng details’of clients (e.g.

names and addresses) so as to facilitate secure transmission of cllent data and ensure

confidentiality.

Scenario 5

Arrangement

There are a couple of known cases in whlch unreglstered tax agents based in other countries,
provide tax agent services to foreign entltles with interests in Australia as well as Australian
expatriates. The clients engage these"prowders within their country to prepare and lodge
income tax returns and related busnness ion their behalf.

l” 3
it may be that some of theseltaa(' agents wish to be registered tax agents and would be
otherwise qualified and entitle Vbt""“be registered but for the fact that they do meet the
requirement of havmg annAustrallan based place of business.

v ,,,

’lElL '“"lll ”m"‘nr
ik 'h. ll"
Scenarlo conSIderatlons

w ’mu m‘

These«,varlous outsourcing scenarios illustrate that off-shore outsourcing of Australian tax
sewlcese-may ‘be structured/implemented in a variety of ways. Consequently, the question is
ralsed as to whether any such arrangements are consistent with the requirements of Part VIIA

(Reg|§tratlon of tax agents) of the ITAA36.

Where off-shore outsourcing providers are engaged for the provision of most transactional
accounting services (such as inventory accounting, general ledger, bookkeeping and payroll),
there is a low risk of any inconsistency with the provisions of Part VIIA of the ITAA36. For
example, under these provisions, to provide BAS services a person need only be either a
member of a recognised professional association or ‘work under the direction’ (which is broadly
construed) of a registered tax agent.
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However, when off-shore outsourcing providers are engaged for preparation of returns (and
other income taxation business) there are strict regulations in force with respect to who may
perform such tax agent services.

Many arrangements which may not be compliant could be brought into line in this respect by
either ensuring the relevant off-shore outsourcing provider is registered as a tax agent, or that
the overseas individuals providing the services are directly employed by a registered tax agent.
However, the main sticking point for most off-shore outsourcing providers is ensuring
appropriate ‘supervision and control’ over those providing tax agent services.

k]
Of the off-shore outsourcing arrangements which the Tax Office is aware of to date, |nt"éﬁllrgence
suggests that none of the off-shore outsourcing providers have a registered nomrnee on- srte
where preparation of income tax returns and related services are carried out. %‘}_ ,rﬁm.,,

It should be noted, that there are some cases where the Australian taxpayer drrectly contracts
the tax agent services of an unregistered preparer based overseas. Unfortunately, neither the
Tax Office nor the TABs can regulate these sorts of arrangements as‘the Qverseas entity is not
subject to the laws and regulations of Australia. Public education thro "'gh medra regarding the
risks in engaging an overseas-based unregistered tax agent may' approprrate

OFF-SHORE OUTSOURCING ARRANGEMENTS -
COMPLIANCE WITH PART VIIA.‘.F THE ITAA36

Arrangements which involve off-shore outsourcrng of preparation of returns (and other income

taxation business) must be considered |n.;refe , & to the provisions of section 251N of the
ITAA36.

'\»1.

Section 251N of the ITAA36 prescrrbes“that a registered tax agent must not allow any person to

prepare income tax returns or transact taxation business on their behalf unless:
= the person is the regrsteredl. ax agent s employee; or
By, iy

= the personisa reglstered itax agent; or
w f the tax agent |sr-a partnershlp the person is a member of the partnership;

-----

LB T
pusty

i

WHAT C'"ONSTIJFI'UTES AN ‘EMPLOYEE’ FOR THE PURPOSES OF PART VIIA?

(0 g lh
'n LAl

Unfortunately, the ITAA36 does not define ‘employee’. The ordinary meaning of ‘employee’ has
béen the subject of a substantial amount of judicial consideration. Whilst the judiciary have
notéd al number of indicators which may be indicative of an employment relationship, there is
no exhaustlve list. No one indicator in itself is determinative in all situations, as each case must

turn on its own full set of facts.

Whilst the Tax Office has released various relevant rulings which discuss the characterisation
of a working relationship for particular purposes, there is currently no general position or settled
view as to what constitutes an employment relationship. There are a couple of ‘employee vs.
contractor calculators on the ATO web-site which have been developed to assist taxpayers in
coming to an indicative view for tax purposes.
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In context of the subject of off-shore outsourcing and the scenarios outlined above, it is
important to note that a company cannot be ‘employed’, it can only be ‘contracted’.

WHAT CONSTITUTES APPROPRIATE ‘SUPERVISION AND CONTROL’ FOR THE
PURPOSES OF PART VIIA?

There is an extremely limited amount of specific precedent available on what constitutes
appropriate ‘supervision and control’ by a tax agent over their employee. In 1988, the "i?z
Administrative Appeals Tribunal (AAT) laid down some guiding principles in their decision: uq
Re: S. & T. Income Tax Aid Specialists Pty Ltd and Christopher Forward and Tax A'gents k

Board, New South Wales, No. N86/255 and N86/256 AAT No. 3364.:

1 Supervision and control of employees involves more than simply a final; checklng and
signing of returns prior to lodgment. It requires supervision and control of the process of

return preparation and the transaction of other client income tax busmess
i 'ﬂu”l

2 Superwsmn and control obllgatlons on tax agents and nommees shouldr at least mclude

I

It is important to note that the AAT decision wasima |,n! 1988, being prior to the use of the
internet, electronic communications and moblle‘te phones which are widely (if not
predominantly) used in this day and age tg,c onduct business. However, the above guiding
principles on appropriate supervision and’ control’ have remained the accepted view not only of
the State Tax Agents’ Boards (TABs) but’ also the Administrative Appeals Tribunal, with the
more recent case of Scott v Tax Ag Yts’ Bohird of Queensland 2001 ATC 2218 affirming these
principles as being con3|dered th W": ‘lk'urﬁum requirements.

‘h

In light of the considered op|n|o ,,(.above the question arises as whether adequate supervision
and control can be exerC|se hen the income tax returns and related transactions are being
prepared on another contiflent? This is the key question at hand which will become the subject
of much debate. g

P it

iy, ’”

POTENTI”AL RISKS ARISING FROM OFF-SHORE
OUfSOURCING OF TAXAGENT SERVICES

t; l m
[ |V

!

TAX AGENT PORTAL ACCESS

— Some tax agents have given their User ID and password to outsourcing entities and
some tax agents have applied for secondary digital certificates for (and received) off-
shore outsourcing entities (which were not their employees).

— Usage of the Tax Agent Portal is not actively policed nor does the Tax Office verify that
those who receive secondary certificates are in fact employees of the primary registered
tax agent. The application process by which tax agents apply for secondary digital
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certificates is a self assessment system and the Tax Office has previously relied on the
integrity of tax agents to register only their employees as holders of the secondary
digital certificates.

- Use of the Tax Agent Portal by off-shore outsourcing entities is of significant concern
due to the potential for exploitation of the detailed taxpayer information available for
both view and modification. Very serious fraud and identity theft crimes could be
committed through using and changing taxpayers’ details within the Tax Agent Portal.

W

PRIVACY/CONFIDENTIALITY 4,
A i

- Whenever confidential financial data, particularly tax file numbers is transmitted
electronically there is always a chance that the information could fall intg the@wrong
hands, whether hijacked on the net by a hacker, or fraudulently used by p"'““ ohs on the
receiving end. The issue becomes more important where the recnplent ofl .the information
resides in another national jurisdiction, because Australian prlvacy Iaws W|Il not apply in

the foreign jurisdiction. e il

— Tax agents should not disclose any confidential client mformatlon o? another party
without the specific consent of the client (unless compelle xby I?w to do otherwise).
Clients should be informed up front (whether through a ;,talner letter or in a privacy
statement) that the tax agent may use third-party ser rowders including whether

those third party providers are local or overseas. ’ﬁ W
[ i{
— In terms of outsourcing of tax compliance work geﬁerally the disclosure of personal

information and tax file numbers to a third, party brovider relates to the primary purpose
for which the information was coIIectedm(b.reparatlon of income tax returns and provision
of accounting services) which falls wnthln”',tFle Sespective exemptions of the National

Privacy Principles (NPPs) found in ,elPr/vacy Amendment (Private Sector) Act 2000,
Tax File Number Guidelines anddlsectlor"i"SWB of the Taxation Administration Act 1953

(TAA53).

— Interestingly, outsourcing centracts which the Tax Office has seen to date between
Australian tax agents and @ff-s ore outsourcing providers, contain clauses which
stipulate that client data remalns the property of the outsourcing tax agent and all
obligations with respect t@ulAustrahan Privacy Laws remain with the outsourcing tax
agent. ” o ;:F *

ith,,
Ay

- A tax1agen |s'"respon3|b|e for the actions of their staff and liable for their actions.
However,» When processes are transferred to an outsourcer, the outsourcing entity and

6ir ls“taff are not directly responsible to the tax agent. This causes legal, security and

compllance issues which need to be addressed through the contract between the tax

‘a gent and the outsourcing entity.

L

“iy'Potential identity theft and fraud are specific security issues and it can be argued that
fraud is more likely to occur when outsourcers are involved due to a lack of ‘nexus’
between the parties.

_  These issues are further exacerbated when dealing with off-shore outsourcing entities
as any necessary recourse is limited to the contract provisions and the jurisdiction
governing the contract (which in some circumstances, depending on the relevant
contract clause, may be the country in which the outsourcing entity is based).

— An example is the high profile case involving Citibank in April of 2005. Citibank workers
in India (employed by an outsourcing services company) were arrested on charges of
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defrauding four Citibank account holders living in New York, for the amount of
$350,000. The call centre workers acquired the passwords to customer accounts and
transferred the money to their own accounts opened under fictitious names. Citibank did
not find out about the problem until the American customers noticed discrepancies with
their accounts and notified the bank. Citibank made a complaint to local authorities who
arrested the call centre workers on charges of fraud.?

DOCUMENT REPATRIATION

— There are a number of potential risks and issues which arise with respect to recerd-
keeping and management of taxpayer data held by off-shore outsourcing provnders

- “Ataxpayer’s record keeping obligation is personal to them and cannot b,
their tax agent entering into a contractual arrangement with an outsourcmé”'prowder
These record keeping obligations include a requirement that the records be:read|ly
accessible to the Tax Office. This would mean that a taxpayer should be, rable to, if
requested by the Tax Office, produce records W|th|n a reasonable tlme no matter where
in the world the records are kept and by whom.? The conseque" ‘ées‘of not keeping
records and making them available include possible prosec tlon,t hd vulnerability in any
tax dispute with the Tax Office.”"° N W

— Potential scenarios which may make document repatn‘
i.  Off-shore outsourcing provider goes into llqmdatlon
ii. Off-shore outsourcing provider has not pald the|r web hosting fees, and the web-

"

host blocks access to the online server”’due to the fee dispute; or

iii.  Off-shore outsourcing provnder exerC| a -I‘len over client documents in respect of
unpaid fees.

LIENS - CAN AN OFF-SHORE OUTSGURCING PROVIDER HOLD A LIEN OVER A
CLIENT’S RECORDS FOR UNPAID FEES?
i 1r[h Y,

— Alienis a form of secu?rlty Under Australian law it is a common law right which permits
person ‘A’ to retalnﬂth hs roper’(y of person ‘B’ until person ‘B’ satisfies an outstanding
debt to person ‘AYl D0 .gn" the context of the tax profession, a tax agent may be engaged
by a client toﬂpr pareﬂdn income tax return. If the client refuses to pay, the tax agent
may (subject "wrtaln criteria and exceptions) be entitled to ‘exercise a lien’ over the
documents uh i payment is made.

- The crltena for determining when a tax agent has the right to exercise a lien over a
cllent s\documents is not straight forward and care should be taken before exercising a
Iuenuas 41 improper exercise of a lien may result in disciplinary action (not to mention a

q1potent|al law suit instigated by the client). Most recognised professional associations do
gll 'ﬂnot encourage members to hold documents in lien over unpaid fees.

—,,ﬂ‘ There are a number of instances in which third parties have a right to possess the
relevant documents despite a lien. The Commissioner of Taxation is one such third
party, having the power to serve a notice on the tax agent requesting the accountant to
produce any of the client's documents in their possession. An Australian tax agent is

8 Ribeiro, John, “Indian call centre workers charged with Citibank fraud”, 7 April 2005, Computerworld,
http://www.computerworld.com/securitytopics/security/cybercrime/story/0,10801,100900,00.html

® Refer to section 262A and section 263 of the ITAA 1936.

% Dwyer, Peter, “Non-binding Discussion Paper — Electronic record-keeping — outsourcing and use of
websites”, 2007, Australian Taxation Office.
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subject to the laws and regulations of Australia, and so in most cases will comply for
fear of penalty.

— However, accountants in overseas outsourcing centres need have little concern for the
Australian Commissioner of Taxation’s notices as they are not subject to the Australian
jurisdiction. Therefore the possibility exists that an off-shore outsourcing-provider may
hold a lien over client documents where there are any outstanding payments.

- Potentially, there may not be a high risk of such action being taken, given that it would
not encourage repeat or referral business, which it appears many off-shore outsourcing
providers rely on, but it remains a risk to the taxpayer, the tax agent and the 4

!

Commissioner. —
iy

ACCOUNTANTS
\l\
- Given that off-shore outsourcing currently is primarily with respect to'tranSactional
processing, there is the potential in the long-term for outsourcnng {o.limit the tax
preparation experience of entry-level accountants. ot r]?

!ll 'l
— New and junior accountants in Australian offices which. .eutsource transactlonal tax
compliance work may require new or further tra|n|ng toqreplac'“é’ the lost experience in
preparing income tax returns. New tax professmnals may .take longer to understand and
appreciate the tax effects of transactions “because thewwnll miss the learning that takes
place when someone actually works with and“comes t6 understand the internal logic of

the forms.”"? i iy |

i 1

perception that there will be =I|ttle"'®pportun|ty for them with the bulk of tax work being

outsourced overseas to cheaper labour markets.

outsouréflgg c‘entract (or employment agreement if the services are being provided by
overséas employees) there is a risk that during peak periods, an Australian tax agent's
work* may, ‘be sub-contracted out by the primary outsourcing entity to another off-shore
. outsourcmg provider (possibly without the tax agent’s knowledge) so as not to lose long-
i mterm Gustomer patronage.
‘”'] ““TF’i'e risk of sub-contracting may be quite high given India’s recent employee attrition
, ” .fates and the fIU|d|ty of their outsourcing labour force. This is of particular concern in
light of the supervision and control requirements on an Australian tax agent as currently
in force.

"' Robertson, Jesse; Stone, Dan; Niederwanger, Liza; Grocki, Matthew; Martin, Erica and Smith, Ed,
“Offshore outsourcing of tax-return preparation”, The CPA Journal, June 2005.
'2 Robertson, Jesse; Stone, Dan; Nlederwanger Liza; Grocki, Matthew; Martin, Erica and Smith, Ed,
“Offshore outsourcing of tax-return preparation”, The CPA Journal, June 2005.
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OFF-SHORE OUTSOURCING ARRANGEMENTS —
POTENTIAL LEVELS OF RISK

Attached, as Appendix 1, is a snapshot diagram of various possible off-shore outsourcing
arrangements that placed on a scale of risk. The level of risk is determined in light of:

= whether the arrangement complies with Part VIIA; and
= potential privacy/client data integrity issues.

"

rI]
The 'levels of risk' diagram qualifies each example by stating that the off-shore outsourcmg
arrangement may be consistent with Part VIIA of the ITAA36 provided approprlate"‘superV|S|on
and contro!’ evidenced. What is appropriate ‘supervision and control’ is a matter fonuthe,‘,TABs

Hetin, ‘[l.
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APPENDIX 1- OUTSOURCING TAX AGENT SERVICES - LEVELS OF RISK

Australian tax agent

contracts overseas-based company
(NOT a RTA)
)

overseas company employees prepare returns

Australian tax agent
l
contracts Australian company (NOT a RTA)
l

overseas employees prepare returns

Medium

Australian tax agent

forms partnership with overseas
individual/firm/company

partnership is RTA
(with Australian tax agent as original nominee)

overseas employees of partnership prepare
returns

Medium

Australian tax agent

2 \!

overseas employees
prepare returns

company (.Bﬂ'ﬁ)
i€

overseas emplggees
preparezreturns

-

AN

Low

' *
Australian tax agent \%{ggglian tax agent
\ =, A
contracts Austra!jyam,or overseas employees

overseas entity, provide BAS services
l
(whether RTA orjnot)
emplo?’é’c’a’s ofrentity
providé\BAS 'services

_

&

Australian tax agent{ 8

contracts AustraliaN X

Low

A
< Australlanitax agent

contracts Australian company (RTA)

employees in Australia prepare returns

_Legend:

Part VIIA Compliance:
o 5 251L - direct breach (can'’t prosecute overseas entity)
o 5 251N. — direct breach

Other risks:

*  High privacy/confidentiality/security/fraud risk — recourse
difficult across international jurisdictions because
overseas parties not subject to Australian
laws/reaulations

Part VIIA Compliance:

e s 251L —direct breach

e s 251N —direct breach

i,

Other risks:

. Some risk re. breach of prﬁ‘/acyf;conﬁdentiality or fraud —
recourse difficult acros‘s‘zir;)ternatiﬁrfél jurisdictions
because overseas,pa_gtié'%ﬁ?%ﬁbject to Australian
laws/reaulations

. ¥

Part VIIA Comﬁiﬁnce: e

o s251L £ cemp‘li‘é"‘ﬁt\

¢S 251&!?4" may@g}fﬂe in breach provided appropriate
supervigion’and control evidenced.

Otheryrisks:

Some?privacy/confidentiaIity/security/fraud risk —
recourse difficult across international jurisdictions
because overseas parties not subject to Australian
laws/regulations

Part VIIA Compliance:

e s 251L — compliant

e 5 251N — may not be in breach provided appropriate
supervision and control evidenced.

Other risks:

e  Some privacy/confidentiality/security/fraud risk —
recourse difficult across international jurisdictions
because overseas parties not subject to Australian
laws/regulations

Part VIIA Compliance:

e s 251L (6) — compliant. BAS service provider need only be
either a member of a recognised professional association
or ‘work under direction’ {which is broadly construed) of a
RTA

¢ s 251N -n/a

Other risks:

»  Some privacy/confidentiality/security/fraud risk with
provision of BAS services by overseas entities —
recourse difficult across international jurisdictions
because overseas parties not subject to Australian
laws/regulations

-

Low risk

Medium risk

"ﬁ‘i High risk

RTA — Registered tax agent

s 251L ITAA36 — Unregistered tax agents not to charge fees for tax services

Part VIIA Compliance:

e s 251L ~ compliant

« s 251N — compliant provided appropriate supervision and
control evidence.

Other risks:

. Limited privacy/confidentiality/security/fraud risk —
opportunity for taxpayer recourse as all parties subject
to Australian laws/regulations

s 251N ITAA36 — Preparation of returns on behalf of tax agents may only be done by their employees or other tax agents; tax
agent must maintain supervision and control over those persons preparing tax returns on their behalf.




Attachment 5 - ICAA and CPA submission to ATO on outsourcing of
income tax returns. (January 2008)



Sufficient resource requirements (for companies/partnerships)

In order to be registered, applicants other than individuals must satisfy the Board that they have
sufficient resources available in order to provide the service to a competent standard and carry out
necessary supervisory arrangements. This is equivalent to the prescribed requirements for
individuals. [Schedule 1, Item 18, Division 602, paragraphs 602-30(2)(c) and (3)(d) of Schedule 1 to
the TAA 1953]

The sufficient resource requirements ensure that consumers can have confidence in the expertise
and professionalism of registered tax agents/BAS service providers and their employees and that all
practitioners have the organisational capacity to provide a tax agent service or BAS service
competently. This requirement includes having sufficient financial, technological and appropriately
qualified human resources. The level of financial, technological and human resources that an
applicant must establish will vary according to the nature, scale and complexity of the applicant’s
business.

The technological resources that are considered adequate will depend on the nature, scale and
complexity of the tax practitioner’s business, and vary according to the types of systems a registered
tax practitioner uses in their business. It is expected that registered tax practitioners will use a range
of technological resources from simple manual systems to sophisticated information technology
systems. The Board may specify particular requirements if there is a reason to doubt an applicant’s
ability to provide tax agent services competently due to technological deficiencies.

The requirement that practitioners have adequate financial resources promotes financial risk
management to ensure that potential cash shortfalls do not put compliance with the tax
practitioner’s registration obligations at risk. Registered tax practitioners should have a risk
management system in place to deal with the risk that their financial resources will not be adequate
to enable them to carry on their business of providing a tax agent service, or to wind up their
business in an orderly manner.

The financial requirements are not, however, intended to place an unreasonable burden on
practitioners to maintain a particular level of assets, nor is it intended to act as a barrier for entry
into the tax agent services industry.

To have appropriately qualified human resources requires a company or partnership to have an
adequate number of staff in key management positions overseeing work and staff who satisfy the
prescribed tax agent/BAS service provider requirements and the fit and proper person test. It may
depend on the qualification of the applicant’s responsible officers, whose expertise the business
relies on to meet its sufficient resources obligations.

A business is therefore required to have an adequate number of staff (depending on the size and
activities of the business) who can provide a tax agent or BAS service competently. There is no set
formula for determining the ratio of qualified staff to returns.

Example 2.15

Superfast Tax is a registered company tax agent providing tax agent services for a large number of
clients from many premises across the state. To satisfy the appropriately qualified human resources
requirement, the company has registered nominees in key management positions responsible for



supervising its employees ensuring that returns are prepared to the required standard. Superfast
Tax ensures its staff possesses the required level of skills and knowledge as it provides training in tax
technical and technology matters on a regular basis. The company also keeps up to date with the
latest software and equipment to assist its staff in providing an accurate and prompt service for its
clients.

Registration of nominees

The Board may register an individual who satisfies the prescribed requirements and the fit and
proper person test, but who is not carrying on or does not propose to carry on a business, as a
nominee of a registered tax agent or BAS service provider. This allows owners of a
partnership/corporate tax agent or BAS service provider who are not technically qualified
themselves to employ qualified nominees to provide or supervise the provision of tax agent services
on their behalf.

The registration of nominees also allows registered tax agents/BAS service providers to employ
nominees to provide or supervise the provision of tax agent services on their behalf where the
volume of work is excessive, they occupy separate physical premises or some other business reason.
[Schedule 1, Item 7, subsection 995-1(1) to the ITAA 1997 and Item 18, Division 602, 602-35 of
Schedule 1 to the TAA 1953]

Example 2.17

Jackie is currently employed by an accountant, Michael, who is a registered tax agent. Jackie has
attained the prescribed academic and relevant experience requirements and also meets the fit and
proper person test. However, as she is an employee, she does not carry on a business providing a
tax agent service. It is possible for Michael to request the Board to register Jackie as his nominee. It
is not possible for Jackie to register as a tax agent in her own right unless she intends to carry on a
business in the future.
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ET Section 301 - Confidential Client Information

.01 Rule 301—Confidential client information.

A member in public practice shall not disclose any confidential client information without the
specific consent of the client.

This rule shall not be construed (1) to relieve a member of his or her professional obligations under
rules 202 [ET section 202.01] and 203 [ET section 203.01], (2) to affect in any way the member's
obligation to comply with a validly issued and enforceable subpoena or summons, or to prohibit a
member's compliance with applicable laws and government regulations, (3) to prohibit review of a
member's professional practice under AICPA or state CPA society or Board of Accountancy
authorization, or (4) to preclude a member from initiating a complaint with, or responding to any
inquiry made by, the professional ethics division or trial board of the Institute or a duly constituted
investigative or disciplinary body of a state CPA society or Board of Accountancy.

Members of any of the bodies identified in (4) above and members involved with professional
practice reviews identified in (3) above shall not use to their own advantage or disclose any
member's confidential client information that comes to their attention in carrying out those
activities. This prohibition shall not restrict members' exchange of information in connection with
the investigative or disciplinary proceedings described in (4) above or the professional practice
reviews described in (3) above.

ET Section 391 - Ethics Rulings on Responsibilities to Clients

Use of a Third-Party Service Provider to Provide Professional Services to Clients or Administrative
Support Services to the Member

.001

Question—A member in public practice uses an entity that the member, individually or collectively
with his or her firm or with members of his or her firm, does not control (as defined by accounting
principles generally accepted in the United States) or an individual not employed by the member (a
“third-party service provider”) to assist the member in providing professional services (for example,
bookkeeping, tax return preparation, consulting, or attest services, including related clerical and
data entry functions) to clients or for providing administrative support services to the member (for
example, record storage, software application hosting, or authorized e-file tax transmittal services).
Does Rule 301, Confidential Client Information [ET section 301.01], require the member to obtain
the client’s consent before disclosing confidential client information to the third-party service
provider?

.002

Answer—No. Rule 301 [ET section 301.01] is not intended to prohibit a member in public practice
from disclosing confidential client information to a third-party service provider used by the member
for purposes of providing professional services to clients or for administrative support purposes.
However, before using such a service provider, the member should enter into a contractual
agreement with the third-party service provider to maintain the confidentiality of the information
and be reasonably assured that the third-party service provider has appropriate procedures in place
to prevent the unauthorized release of confidential information to others. The nature and extent of
procedures necessary to obtain reasonable assurance depends on the facts and circumstances,


https://www.aicpa.org/about/code/et_202.html#et_202.01
https://www.aicpa.org/about/code/et_203.html#et_203.01
https://www.aicpa.org/about/code/et_300.html#et_301.01
https://www.aicpa.org/about/code/et_300.html#et_301.01

including the extent of publicly available information on the third-party service provider’s controls
and procedures to safeguard confidential client information.

In the event the member does not enter into a confidentiality agreement with a third-party service
provider, specific client consent should be obtained before the member discloses confidential client
information to the third-party service provider.

See ethics ruling No. 112 [ET section 191.224—.225] under Rule 102, Integrity and Objectivity [ET
section 102.01], and ethics ruling No. 12 [ET section 291.023-.024] under Rule 201, General
Standards [ET section 201.01], and Rule 202, Compliance With Standards [ET section 202.01], for
additional responsibilities of the member when using a third-party service provider.


https://www.aicpa.org/about/code/et_191.html#et_191.224
https://www.aicpa.org/about/code/et_102.html#et_102.01
https://www.aicpa.org/about/code/et_102.html#et_102.01
https://www.aicpa.org/about/code/et_291.html#et_291.023
https://www.aicpa.org/about/code/et_200.html#et_201.01
https://www.aicpa.org/about/code/et_202.html#et_202.01

Attachment 8 - International Association of Outsourcing Professionals
Code of Ethical and Business Practice Standards for Outsourcing
Professional s (August 2005).
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