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1 November 1999
The Secretary
Senate Finance and Public Administration References Committee
SG 60
Parliament House
CANBERRA  ACT  2600
Dear Sir/Madam
SUBMISSION - INQUIRY INTO BUSINESS TAX REFORM
HIA welcomes the opportunity to convey its concerns about aspects of the Ralph Report recommendations, particularly in relation to the proposed treatment of payments made to contractors.

In the attached submission the Association makes clear that it does not abide any tax avoidance devices and schemes.  The Ralph recommendations in relation to the alienation of personal services income if adopted unamended by the Government, would inadvertently capture a wide range of legitimate arrangements and put at risk the efficiency of the industry and affordability of homes.

This issue is of fundamental importance to the industry.  HIA proposes the adoption of a two stage test that would preserve tax neutrality between employers and contractors and provide an appropriate basis for the application of PAYG to employees in contrived arrangements.

HIA would be pleased to appear at hearings or provide any other additional material that would assist the Committee’s deliberations.

Yours sincerely

HOUSING INDUSTRY ASSOCIATION LTD

Ron Silberberg


 FILLIN "Please Enter your Title" \* MERGEFORMAT Managing Director
HIA SUBMISSION on ALIENATION OF PERSONAL SERVICES INCOME TO THE SENATE INQUIRY INTO BUSINESS TAX REFORM

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

Executive Summary

The Government’s response to the Ralph Review recommendations on alienation of personal services income is a matter of fundamental importance to the housing industry.  The Ralph recommendations directly threaten the future of the sub-contract system and the affordability of homes.

HIA is the nation’s peak residential building industry group with membership of some 30,000, 90 per cent of which are small businesses.

The residential building industry contributes 300,000 jobs and $30b each year to the economy.  The industry provides the Australian community with very affordable, high quality housing.  Central to this efficiency is the contribution of independent trade contractors who perform work under sub-contract arrangements.

The Ralph Committee was asked to look at the use of incorporation by those providing personal services as a tax avoidance mechanism, but most independent contractors in the housing industry have in fact not incorporated.  Independent contractors as sole traders put their personal assets on the line in a very cyclical and competitive environment.  Discrimination against them simply on the basis of working for one particular head contractor for most of a tax year is unfair.

The assumption that housing trade contractors choose this lifestyle for the purposes of tax avoidance and evasion is misplaced.  The truth is that they prefer operating their own business rather than working as employees. Many have gone on to become substantial and successful enterprises in their own right.  Recent work by the ATO's cash economy task force confirmed that there is no large scale tax avoidance or evasion by building industry sub-contractors.

Adoption of the Ralph recommendations would force a large proportion of the current trade contractor population to work as employees.  Their businesses would not be commercially viable if denied access to legitimate business deductions and taxed on the cash equivalent of things received tax-free by employees, such as workers compensation cover, etc.  

This would deny many Australians the right to operate their own small business, and greatly undermine the significant reforms that have been achieved in the area of workplace relations in the building industry over the last 5 years.  Appropriate arrangements need to be put in place that protect the tax revenue base for the Commonwealth and yet preserve the rights of housing contractors as independent small business operators.

HIA recommends that:

1. The Government provides a tax policy environment conducive to flexible and entrepreneurial working arrangements, consistent with recent workplace reforms, and which takes account of industry efficiency and consumer cost implications. 

2. Given the total package nature of the tax reforms, that the Government clarify the GST and PAYG implications of this Ralph Committee recommendation prior to releasing its response, including the release of relevant tax data showing details of the nature and extent of the revenue leakage from contractors.

3. The Government, in its further response to the Ralph Committee Report, should apply the following tests in relation to alienation of personal services income: that where interposed entities receive 80 per cent or more of their income from one client, the Taxation Commissioner should have the discretion to remove the "corporate veil" and apply the ordinary common law tests of who is an employee to establish whether the relationship is dependent or independent.  Where the relationship (after removal of the interposed entity and application of common law tests) is one of employee and employer, then the worker should be taxed as an employee under the Pay As You Go system.  Otherwise, the person and entity should be taxed as a business.
Background

HIA

HIA welcomes the opportunity to convey its concerns about aspects of the Ralph Report recommendations, particularly in relation to the proposed treatment of payments made to contractors.

This Association represents some 30,000 members nationally and these members range from housing and commercial builders, renovations and additions builders, trade contractors to major building manufacturers and suppliers.

HIA members account for about 80 per cent of residential building activity in the country and more than 90 per cent of HIA members are small businesses.  These members rely on HIA for advice, services and representational support to enable them to operate in a highly competitive and rapidly changing industry.  HIA is uniquely placed to speak for housing industry trade contractors.

The Housing Industry

HIA is of the view that housing is profoundly important to the Australian community.   Home ownership has been a key element in the achievement of high living standards. The high level of home ownership in Australia has reduced the burden of government expenditure to provide welfare for aged citizens.

Housing construction has a powerful impact on the economy.  New home construction and alterations and additions account for a much as 5 per cent of the nation’s domestic product and almost 30 per cent of private domestic investment.  Housing typically leads the nation out of recessions, accounting for nearly one-fifth of growth in a recovery.  Residential construction activity accounts for about 300,000 jobs.  Housing is an important regional activity that generates income and jobs in related sectors such as financial services, retailing, sales and marketing.

HIA encourages the rights of trades people to contract freely with builders. For over forty years the trade contractor arrangements have served the industry and its consumers very well and produced a world-class industry in terms of quality and affordability.  The prospect of a more unionised, organised labour movement in the residential industry would have far-reaching implications for business cost structures and housing affordability.  For example, if union arrangements currently in force in the commercial construction sector were the norm for residential building, it is estimated by one major builder that every brick laid would roughly double in cost.

Historical data demonstrates beyond argument that housing contractors have been more productive, more flexible and more cost-effective than employees, who in the building industry are highly unionised.  The use of contractors is a long-standing housing industry tradition, and is not an instance of mere paper conversion of employees to contractors through an outsourcing process, without any change in the nature of work done.  The present contractor arrangements in the housing industry has not been adopted for tax but for labour market flexibility reasons, in the face of past union restrictive work practices and impediments to productivity.  While unions oppose these arrangements, Freedom of Association laws have effectively encouraged the continuation and extension of contracting in the building industry as a whole. 

The rise in personal service arrangements is a response to a rapidly changing, globalised economy which demands flexible and productive resource allocation.  The rise of IT contractors is a case in point.  HIA notes that there have been instances of such workers, either at their own or the employer's initiative, being converted to contractor status without any real change in the nature of work done.  That is not the situation in the housing industry.

Subcontracting has been the basis of on-site working arrangements in the housing industry for more than forty years. The typical housing trade contractor is a sole trader providing services to a network of building contractors, but on a major project will work for a particular head contractor for lengthy periods.  Relationships built up in this way make a major contribution to efficiency and quality.  The levels of productivity achieved under the subcontract system have helped to underpin the affordability of housing in Australia.  

The Effect of ANTS.

Implementation of the Government’s A New Tax System is impacting on the housing industry in terms of both costs and market disruption.  A pull forward in demand is keeping activity levels high, however an anticipated fall in demand of 15 % is expected next financial year.  Transitional issues such as valuation, contract clauses on GST liability, uncertainty surrounding details and administration of the First Home Owners Scheme, registering for an ABN and introducing compliance systems are presenting significant education and compliance hurdles to the industry.

These transitional problems are to a substantial degree problems which could have been avoided had appropriate consultation taken place with members of the industry.

The Bell Report, Time for Business, November 1996, stressed the need for government to streamline their administrative processes and bring simplicity and certainty into taxation matters.

It is within this framework that HIA has voiced concerns over the impact of the interaction between ANTS and the Ralph Review into Business Taxation.  HIA considers that the government should take the time to practically work through the implications of the Ralph recommendations relating to revenue neutrality with the industry, to ensure that legitimate industry players are not disadvantaged and the efficiency of the industry is not undermined.

Ralph Review and Contractors

The Ralph Report recommends income from personal services channelled through a trust, company or partnership be subject to PAYE (equivalent to PAYG Witholding) where:

· The interposed entity receives 80 per cent or more of its receipts from one client during the year of income; or 

· The services are provided to the client in an “employee-like” manner; or

· The worker cannot obtain an exemption from the Commissioner for Taxation.

Furthermore, such persons should be denied deductions for business expenses where these would not be available to an employee in the same circumstances.

The Ralph Report was mute on the implications of these recommendations for businesses under the Goods and Services Tax and the Pay As You Go arrangements.  However, the ATO has stated that possession of an Australian Business Number will not be conclusive evidence that the person or entity will be entitled to be taxed as a business.  This undermines the whole concept and value of having an ABN system from the business person’s perspective.

The ATO has existing powers to treat contractors as employees, based on common law tests in individual cases.  Apparently the uncertainty involved in the common law tests has proved such a barrier to administration that Ralph felt that it should be simplified.  However, just what is an “employee-like” manner is easier to state than to define.  It is certainly no advance on the common law in terms of certainty.   

No criteria are suggested regarding the exercise of the Commissioner’s discretion to exempt.  HIA is concerned that in practice the test will operate unfairly and uncertainly, with the onus placed on the contractor taxpayer to prove they are not in an “employee-like” arrangement.  

These Recommendations are Discriminatory Against Small Business.

The proposal contained in Ralph to limit business deductions for contractors to those only claimable by employees (but not employers) would be highly discriminatory against ordinary Australians setting up their own business.  A trade contractor in the housing industry is carrying on a business just as much as the largest Australian companies and should receive equal treatment. 

The Ralph recommendations would also make it very difficult for new small businesses to be formed in the building industry.  Competition would be significantly reduced and costs increased.  If in the past, trade contractors had been denied access to the business tax system, many of the industry’s leading companies today would never have been founded. 

Practical Effect of the Ralph Recommendations.

The practical effect of adoption of the Ralph recommendations is that it will be impossible for a person caught by the proposed 80% rule (or the “employee-like” rule) to operate profitably as a contractor, with or without an interposed entity.   A contractor who is taxed as an employee would be much better off as a real employee, with tools of trade provided by the employer, no risk to their own capital, a guaranteed level of income, and access to untaxed statutory and Award entitlements such as Workers Compensation.  In practice, the Ralph recommendations will mean wholesale conversion of trade contractors to employees, with adverse effects on productivity and innovation.  

Contractors and Tax Avoidance.

While having concerns about the Ralph recommendations, HIA is keen to make clear that it does not abide any tax avoidance devices and schemes.  The ATO will attest to the help they have received in the past from HIA in addressing tax avoidance and evasion issues, notably in relation to the work of the Cash Economy Task Force. 

However, when devising arrangements to address areas of tax avoidance it is vital that legitimate players are not captured wrongly by the measures or forced to face significant unnecessary increases in the costs of compliance.  This is especially important to the housing industry that relies so heavily on contracting arrangements.

The Ralph report mistakenly assumes that tax revenues are greatly reduced when employees move to set up their own business.  While it is true that contractors can claim certain business expenses not available to employees, that is not the appropriate benchmark.  Instead, the tax environment faced by contractors should be compared with that applying to employers.  By way of example, a firm providing plumbing services through direct employees would be entitled to the same type of business deductions available to plumbing contractors supplying the same services.  The operating costs for such business items as tool of trade vehicles, plant and equipment, can be claimed by both types of plumbing business.  So if the Ralph proposals for contractors were adopted, business deductions made by contractors would simply become deductions in the hands of employers, with little effect on the overall amount of tax paid. .  HIA’s contention that the gain in taxation revenue would be negligible has been supported by senior Taxation Office officials.  

Several projects on the building industry conducted by the Taxation Office have failed to identify any systematic under-reporting of income.  The outcome can be explained by the success of the Prescribed Payments System that has operated in the industry since 1983.  If there is a concern about employees in any industry setting up entities for the purpose of avoiding tax, then HIA submits that the appropriate way to address the issue would be to treat those cases on their individual merits, rather than introducing arbitrary administrative tests.

While there might well be examples of employees in some industries setting up artificial contracting arrangements for tax reasons, it has to be stressed that the housing sub-contract system is not a new or emerging relationship.  The difficulty is to distinguish legitimate and traditional contracting arrangements from sham, “paper” arrangements, on the basis of fair and reliable tests.  The Ralph proposals, combining an objective but rigid and arbitrary 80% test with a subjective  “I know one when I see one” type of test, are neither fair nor reliable.  Contractors must pass both tests or be taxed as employees.  The tests represent an attempt to ensure the widest possible inclusion of contractors in the PAYE tax net, with fairness being provided only by the ATO’s discretion to exempt individuals.    

The principal disadvantage of administrative regulation is the lack of objective criteria and potential for discrimination against bona fide contractors.  There is already a substantial body of case law that relates to the differentiation of employees from contractors.  These common law tests should form the basis of steps to address situations where employees are operating as “dependent contractors” rather than inventing new tests which are just as subjective as, and even more open to interpretation than, the existing common law tests.

Conclusion - Preservation of the Contracting System in the Housing Industry.

It is undeniable that there have in recent years been many instances of employees becoming contractors with little or no change in the actual work done or the manner of its doing.  In some (but by no means all) cases, this has been driven by a desire to pay less tax.  However, the reasons for the success of the housing subcontract system have their foundations, not in tax avoidance, but in the opportunities for trade contractors to link their earnings to performance.  If trade contractors in the housing industry are dissatisfied with their lot, they have the opportunity to become an employee within the highly unionised commercial construction industry.

A recent Productivity Commission report Work Arrangements on Large Capital City Projects, August 1999, commented on the vulnerability of these projects to industrial action and the efficiency implications on sites as a result of the de facto compulsory unionism.  The industry/trade level agreements were seen to reduced flexibility at an enterprise level and lower productivity.  The Commission went on to say “ legitimate self employed workers are likely to be more motivated  because they can have a greater influence over their output and potential remuneration. This can be expected to increase their productivity  and lead to improvements in timeliness.” (pg 131)

That housing subcontractors elect to stay in the housing industry is not driven by tax factors but overwhelmingly the desire of trade contractors to be “their own boss”. 

If the government believes that there is a need to discourage the setting up of “sham” contract arrangements to avoid tax, then the problem is how to draw a logical and sensible line between genuine and “sham” contractors.  The tests proposed by Ralph are not satisfactory.

Against this background, HIA recommends that where interposed entities receive 80 per cent or more of their income from one client, the Taxation Commissioner should have the discretion to remove the "corporate veil" and apply the ordinary common law tests of who is an employee to establish whether the relationship is dependent or independent.  Where the relationship (after removal of the interposed entity and application of the common law tests) is one of employee and employer, then the income received from the employer should be treated as wages under the Pay As You Go system.

The adoption of HIA’s proposal would preserve tax neutrality between employers and contractors and provide an appropriate basis for the application of PAYG to employees in contrived arrangements.  For its part HIA is keen to work with the Government and the Australian Taxation Office to develop the proposal to protect the income tax base from bogus arrangements.

Recommendations

HIA recommends that:

1. The Government provides a tax policy environment conducive to flexible and entrepreneurial working arrangements, consistent with recent workplace reforms, and which takes account of industry efficiency and consumer cost implications. 

2. Given the total package nature of the tax reforms, that the Government clarify the GST and PAYG implications of this Ralph Committee recommendation prior to releasing its response, including the release of relevant tax data showing details of the nature and extent of the revenue leakage from contractors.

3. The Government, in its further response to the Ralph Committee Report, should apply the following tests in relation to alienation of personal services income: that where interposed entities receive 80 per cent or more of their income from one client, the Taxation Commissioner should have the discretion to remove the "corporate veil" and apply the ordinary common law tests of who is an employee to establish whether the relationship is dependent or independent.  Where the relationship (after removal of the interposed entity and application of common law tests) is one of employee and employer, then the worker should be taxed as an employee under the Pay As You Go system.  Otherwise, the person and entity should be taxed as a business.
HOUSING INDUSTRY ASSOCIATION

29 October 1999.
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