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1.
Introduction

This submission is made to the Senate Economics Committee largely pursuant to Term of Reference (c) of this inquiry. That is, the extent to which the structure of the taxation system influences certain sorts of economic activity, in particular employment. The Union has a proud history of speaking out on taxation policy issues that it regards as important not only for its members, but for the integrity of the taxation system in the building and construction industry and thereby, the capacity of our society to share and distribute its wealth in a fair and equitable way. 

Since the proposed introduction of the New Tax System by the Howard Government, throughout its implementation, through the Royal Commission into the Building and Construction Industry, and as recently as the June 2003 sittings of various Senate Estimates Committees, this Union has worked hard to ensure that serious problems in the way income is taxed in the building and construction industry are brought to light. These matters largely remain unsatisfactorily investigated, and in fact in some cases, the Royal Commission being a case in point, powerful interests influencing the agenda of the Government have ensured that the real issues are ignored. Where the Commission did investigate these matters, it made recommendations that in the union’s view will be inadequate in addressing the problem. 
At the centre of the problem is the tax advantage inherent in declaring oneself a contractor for the purposes of employment, and thereby obtaining an ABN, as opposed to being an employee, for the purposes of tax. This is so because contractors, subcontractors, own-account workers, etc. are not subject to the PAYG system in the same way as employees, and are able to take advantage of the new Alienation of Personal Services Income provisions of the New Tax System. This system was put in place in an attempt to crack-down on this type of a practice. It replaced the old PPS system. The Union is of the view, though, that the final legislative arrangements put in place were an unnecessary compromise to that which was recommended by the Ralph Review, and the tests laid down to be eligible for this type of tax related characterisation are too lax. It is in this way that contract workers are able to significantly reduce their tax liability, and employers are able to reduce their labour on-costs and various other statutory obligations. This is a growing problem in the building and construction industries. One need only look at the fact that, on the ATO’s figures, as many ABNs have been issued since the introduction of the New Tax System as there are members of the blue collar workforce, some 482,000. (ATO:2002 p17). Employment sections of local newspapers are full of advertisements that require applicants for building and construction employees to have their own ABN, to the extent that it is increasingly impossible to hold a job as a tradesman on award conditions.
This brief submission will shortly explore the problem as it previously existed under the PPS (Prescribed Payments System), what was recommended in the Ralph Review to fix the problem, why what was finally legislated has not solved that problem, and why the ATO should release hard data following the introduction of the Alienation of Personal Services Income, to establish the new ambit of the tax evasion problem arising from fraudulent or misrepresented contracting arrangements.     

2.
The Tax Advantage of Contracting Arrangements 
“Will we be run out of business as a legitimate tax paying company in this industry?  If this week I wanted to change our company to PPS, I could save $3.74 million on our turnover.  That is some 15 to 20 per cent.  We are surviving at the moment because the major builders need us on jobs and we have manpower and we have a good name.  I want to be able to sleep at night knowing that we do pay our legitimate taxes, everyone is covered for workers compensation, and we do pay our fair way in this country.”
This quote forms part of the submissions made by Mr Daniel Murphy, Director of a Sydney bricklaying company called Fugen Holdings, to the Senate Inquiry into A New Tax System on 5 March 1999.

In the Introduction, the problem of the misuse of bogus self-employed labour in the construction industry was outlined. Workers engaged under sham subcontracting arrangements should generally be treated as employees for purposes of the income tax system.  Forcing workers into bogus subcontracting has the effect of creating large numbers of tax evaders.  Weak legislation has the effect of generating a positive incentive for tax evasion.

By engaging workers as “independent” subcontractors, employers create for themselves a comparatively low cost structure in comparison to other employers that engage workers as employees. This is because employing contract labour eliminates the obligation to pay various entitlements under awards, including redundancy and superannuation. Instead, contractors are often paid an all-in rate.  Firstly, while all-in rates vary from market to market, they rarely reflect the full value of what the worker should be receiving under industrial awards and legislation.  Secondly, as suggested above, employers who use bogus subcontract arrangements avoid other obligations such as Payroll Tax, Fringe Benefits Tax, Workers Compensation premiums and superannuation (although workers compensation and superannuation is occasionally paid on behalf of the worker).  Employers using these arrangements also save on administrative costs such as the hiring of payroll staff and book keeping.  

Meanwhile, those workers engaged by such employers often accept the situation because of a perceived tax advantage, or the fear of facing unemployment.  If workers received in their hand the same level of remuneration under subcontract arrangements as do employees, there would be an absolute uproar from those workers.  It is the tax savings which workers receive from this contrived arrangement that keeps them from complaining about loss of employee entitlements.  

It is the interaction of cost savings for employers and tax savings for workers within a weak regulatory regime that allows sham subcontracting to flourish.  The result is a taxation black hole - billions of dollars in public revenue lost due to a shameful set of arrangements in the construction industry which should not continue to exist.  

The leading paper on this subject was written by John Buchanan (1998).  That paper, based on an analysis of the old PPS found that by switching to become an ‘independent’ subcontractor, employees can have their tax bills more than halved.  The savings come mostly from the business related deductions subcontractors can claim.  Normal employees however cannot make the same deductions.  This is on top of a lower overall tax rate applied to subcontractors, particularly those who incorporate to take advantage of a lower corporate tax rate than marginal tax rates for medium to high wage employees.  

Buchanan’s paper demonstrated this tax saving using a table comparing the taxes typically paid by PAYE and PPS workers in the construction industry who earn $52,000 per year.  The table is contained at the Appendix to this submission.
It is apparent from this material that workers on subcontract arrangements effectively halve their tax liabilities.  Using various data Buchanan is then able to demonstrate that subcontractors pay on average $6,217.22 less tax per year than their employee counterparts (1998:p34). Using further analysis Buchanan shows that around $2.2 billion would have been contributed to the public purse in 1996/97 had subcontractors paid the same tax as PAYE workers in the construction industry (1998:p34).

3.
The Failure of the New Tax System in Addressing the Problem 
As part of the New Tax System changes in 1999, there was introduced a system known as the Alienation of Personal Services Income. It did not come into operation in the building and construction industry until July 1 2002, following a two year amnesty. It followed a series of recommendations following the Ralph Review. The Union is of the view that these changes represent a significant watering-down of those recommendations, following industry pressure brought to bear on a business-friendly, laissez-faire obsessed government. Tighter regulatory restraint needed to be placed on the PPS system than that which has been enacted as part of these changes. In particular, the Union takes serious issue with suggestions by the Government and the Taxation Office that these changes have effectively ended abuse of what was the PPS system. It is simply untrue, and the evidence put forward to the Royal Commission by the Union shows the continued growth of sham contracting in this industry. Again, according to John Buchanan, 
“…the shift to PAYG (following the introduction of the New Tax System) could also have had an effect. Because nor resources have been available to scrutinise the better quality information now available, I cannot say whether the situation has got any better or worse since 1998. My suspicion is that it has not changed much” (Buchanan:2002 p2) 
 

The Union believes that the following measures, if adopted, would have a big impact on tax evasion through contracting arrangements in the building and construction industry.
 

1.
Increased resources for the ATO to investigate sham subcontracting arrangements that make use of the Alienation Personal Services Income system as opposed to the PAYG system.

 

2.
The Union contends that the joint operation of the Results Test, the 80 per cent rule and additional tests, the Unrelated Clients Test, the Employment Test and the Business Premises Test, as introduced as part of these changes, create too many variables for misrepresentation and fraud, and is therefore too weak a regime.  The Union urges the adoption of a simple, strong, 80:20 test, whereby if 80 per cent of a contractor’s personal services income is derived from the one source, then they are deemed to be an employee and are therefore subject to the PAYG taxation system.

 

3.
Bringing the company tax rate into line with the PAYG system so that there is less incentive to make use of it as opposed to the PAYG system.

 

4.
High levels of priority and resourcing for such projects as the Cash Economy Taskforce, to enable the ATO to identify areas of abuse of subcontracting in the industry.

5.
Provide for trade union participation on industry consultative groups which advise the ATO on these issues, as recommended by the Royal Commission into the Building and Construction Industry.
The Union has long argued that on this question, it has a large contribution to make in terms of solving this problem and recouping hundreds of millions of dollars in lost revenue to the Commonwealth. 

One of the difficulties associated with measuring the impact of the New Tax System on tax evasion through contracting arrangements is the lack of available data. The amnesty operated until July last year, and the ATO has subsequently not responded to any request for revenue data to be made available, so that a comparison between the former PPS arrangements and the new arrangements can be made. As recently as this committee’s budget estimates hearings last month, the ATO was unable or unwilling to provide information in regards to this issue. Below is an extract from this committee’s hearings over 3 and 4 June, 2003 in Canberra:

Senator CONROY—Mr Read, in your investigations have you made use of the comparative data between the old PPS system and the new tax system arrangements for contractors in this sector?

Mr Read—Yes, earlier on we matched the PPS data to new registrations to see that they had transferred into the system and had not dropped off.

Senator CONROY—What did you find?

Mr Read—I would have to take that on notice. I think we worked out the percentage that had transferred across. There was a very high proportion.

Senator CONROY—How high was that? Seventy per cent, 80 per cent or 90 per cent?

Mr Read—I would have to take that on notice.

Senator CONROY—Did you do the work?

Mr Read—No.

Senator CONROY—Is there anyone in the room who might be able to answer that?

Mr Read—No.
As the Union understands it, the ATO has not made available any such information to Senator Conroy, or any other Opposition member of the Committee. 

4.
Conclusions: What Must Be Done?
The Union calls on this Committee to recommend that there be a serious public inquiry of some sort into the impact of growing bogus contracting arrangements on tax revenue from the building and construction industry, and other industries. It is a major problem, and must be properly addressed by the Government. This Committee should find that any data held by the ATO as to the impact of the New Tax System on this problem should be released and made available for scrutiny. The Union repeats its contention that the eligibility tests to work as a contractor for taxation purposes as recommended in the Ralph Review went a significant way. Those recommendations were weakened, however, in the final legislative regime.  
Additionally, there is a need for the utility to be investigated of provisions in industrial legislation, like that which exists in Queensland, which can deem certain workers to be employees for the purposes of industrial rights. 
APPENDIX
Comparison of taxes typically paid by PAYE and PPS Contractors in the Construction Industry, example for worker with gross annual income of $52,000

	Tax Return Profile of Joe Average Salaried Worker
	Tax Return Profile of Joe Average – Sole Trader

	Wages as per Group Certificate                     $52,000

Less Allowable Deductions                            (750.00)

Taxable Income                                            $51,250

Income Tax Payable                                 $14,689.50

Medicare Levy                                                $871.25

                                                          ----------------------

$15,560.75

Less Spouse Rebate                                     ($1,452)

Net tax payable                                         $14,108.75

Employer Superannuation                                  $390

Contribution of 2,600 taxed at 15%

Government Revenue Summary

Net Income Tax Paid                                $14,108.75

Tax on Superannuation                                  $390.00

Contributions

Total Revenue                                         $14,498.75

Average Rate of Tax                                          28%
	Gross Income                                                 $52,000

Less Allowable Deductions
    Materials & Job Costs         5,000

    Motor vehicle expenses      6,000

    Salary to Spouse                6,000

    Sundry Expenses               1,700

    Telephone                          1,500               $20,200

Taxable Income                                            $31,800

Income Tax Payable                                   $6,834.00

Medicare Levy                                                $540.59

                                                          ----------------------

$7,374.59

Less Spouse Rebate                                              -

Net tax payable                                           $7,374.59

Employer Superannuation

Contributions

Government Revenue Summary

Net Income Tax Paid                                  $7,374.59

Tax on Superannuation                                      -

Contributions

Total Revenue                                           $7,374.59

Average Rate of Tax                                          14%


Note: This table was prepared by a senior accountant with extensive experience in providing advice in the construction industry.  The examples represent a typical situation gleaned from years of providing such advice and observing practice in the industry.
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