The Secretary
Senate Finance and Public Administration References Committee
SG 60
Parliament House
CANBERRA  ACT  2600
Dear Sir
RE:       Inquiry into Business Tax Reform
Enclosed is a submission from Master Builders Australia Inc to the Senate Committee inquiring into business tax reform.  The submission addresses that part of the Ralph Committee recommendations dealing with alienation of personal services income.
Whilst I appreciate that this submission is late in being presented to the Committee I request that the Committee take it into consideration in reaching their conclusions.
MBA would be pleased to appear at any hearings or provide any additional material that would assist the Committee in its deliberations.
Yours faithfully
John Murray
National Executive Director 
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Executive Summary

Master Builders Australia Inc (MBA Inc) represents the interests of over 18,000 members in the building and construction industry, many of whom operate as specialist contractors. MBA is extremely concerned that the recommendations contained in “A Tax System Redesigned” in response to a perceived problem of tax revenue losses due to the alienation of personal services income will jeopardise the contract system which is of fundamental importance to the building and construction industry in delivering projects in a most efficient manner.

MBA Inc rejects any proposals that would create an arbitrary distinction between classes of contractors based on their business arrangements.  MBA Inc also rejects any proposal that would create a separate taxation treatment for genuine independent contractors on the basis of the manner in which work is performed.

MBA Inc believes that the essential test for taxation treatment of workers in the building and construction industry, and any other industry, should be whether work is performed as an employee or as a genuine independent contractor concomitant with the associated business risks of performing work in this manner. 

MBA Inc believes that rather than changing the law to create new categories of workers for taxation purposes, emphasis should be placed upon enforcement of the current law and in particular the distinction between work performed as an employee and work performed as a genuine independent contractor.

MBA Inc believes that the reforms to collection of taxation associated with “A New Tax System”, particularly in regard to reporting requirements under the Pay As You Go arrangements from 1 July 2000, will enable the Australian Taxation Office to more closely monitor individual businesses performance.  These new arrangements should provide greater scope for enforcement where that performance gives rise to suspicions that income is being earned other than through a genuine independent contract relationship.

Introduction

MBA Inc is the peak body of Master Builders Associations in Australia.  Its members comprise Master Builders Association of New South Wales, Master Builders Association of Victoria, Master Builders Association of Tasmania, Master Builders Association of South Australia, Master Builders Association of Western Australia, Territory Construction Association, Queensland Master Builders Association, Newcastle Master Builders Association and Master Builders Association of the ACT.

Collectively MBA Inc represents approximately 18,000 members in the building and construction industry in Australia.  The building and construction industry is a major component of the Australian economy contributing over $50billion annually to Gross National Product and directly employing over 600,000 people.  Through its constituent members MBA Inc represents employers in all areas of the building and construction industry including commercial construction, housing, civil engineering, manufacturing and supply and specialist contracting.

The overwhelming proportion of members operate as small business.  95% of all businesses in the industry employ less than 5 people while less than 1% have 20 or more employees.  Many of the smaller companies and partnerships comprise family businesses with one or two husband and wife partnerships teaming together to form a commercial venture practicing their particular building industry trade with often the worker being a tradesperson.  

MBA Inc is uniquely placed to present the views of participants in all sectors of the building and construction industry. 

Existence of the Contract System in the Building and Construction Industry

The use of specialist contractors is a feature of the building and construction industry and, in particular, the housing sector of the industry.

Various studies of the contract system have concluded that this is the most effective method of operation in the building and construction industry, particularly in the housing area where the majority of such arrangements exist.  Reasons for this include:

· the ability of a specialist contractor to enter the industry with very little capital outlay resulting in a very competitive environment;

· the provision of important opportunities for skilled tradespeople with the necessary motivation significantly to increase their earnings with their income directly related to their efficiency and the actual time worked;

· the relatively simple administration of the system which reduces supervision costs considerably; and

· the emphasis being placed on the production of a finished result.

MBA Inc does not consider that there is evidence of widespread tax avoidance in the building and construction industry because of the use of independent contractors.  MBA Inc rejects allegations made by the CFMEU that there is a loss to revenue of $2.2billion because of the existence of the specialist contract system in the building and construction industry.  This figure is based upon a study commissioned by the CFMEU from ACCIRT.  The calculations are based upon the assumption that all PPS payments of taxation in the building and construction industry are based upon sham arrangements.  There is absolutely no foundation for that proposition and it is an outrageous slur on the integrity of a substantial number of businesses and workers, many of whom indeed are CFMEU members themselves.

MBA Inc acknowledges that there is a significant proportion of workers in the industry who pay taxation currently under PPS arrangements.  MBA Inc, however, does not believe that the main reason for this preponderance of PPS is because of any tax advantages that it offers.  Rather working under independent contract arrangements frees the construction process from onerous restrictions which are placed upon it by the existence of awards which prescribe rigid working conditions in relation to such matters as hours of work, overtime, penalty rates etc.  It must be noted that contractors under the PPS system are no worse off than those employees who are engaged under awards.  The movement to PPS is not an attempt by employers to avoid the award system and the payment of taxation.

A recent study produced by the Productivity Commission into Work Arrangements on Large Capital City Building Projects noted that “self employed workers are likely to be more motivated because they have greater influence over their output and remuneration”.  The study concluded that it was not apparent why there should be restrictions on the use of self‑employed subcontractors (page 139).

There is no evidence of widespread avoidance of taxation obligations in the building and construction industry.  MBA Inc and its constituent associations have worked with the Australian Taxation Office over the last few years on an educative process to ensure that all parties in the industry are aware of their appropriate taxation obligations.  

Liability for Tax

It is MBA’s fundamental proposition that any person has the right to structure their commercial arrangements in the most cost efficient manner and within the taxation framework available to them provided that they so do by complying with the laws of the land.

The essential test for taxation purposes is whether work is performed as an employee or as a separate business enterprise.  MBA Inc supports legislative amendments only to the extent that they can clarify this distinction without undermining the inherent benefits of the independent contract system.  However, it would be extremely difficult, and may be impossible, to prescribe legislative criteria which would definitively determine the nature of a contractual arrangement without creating a new series of unintended consequences by the newly created boundaries.  We note that the latest ATO ruling on the distinction states that whilst at law there is a clear distinction between a contract for services and a contract of services, it is sometimes difficult to discern the true character of the contract from the facts of the case.

Where work is performed under a genuine independent contract arrangement there is no reason to treat contractors in a different manner because of the identity of the person with whom those genuine contract arrangements are made.  Accordingly the 80% rule recommended by the Review of Business Taxation is rejected.  The proposal creates an artificial distinction between different classes of legitimate contractors based upon an arbitrary assessment of the source of the contractor’s income.

It is not uncommon in the industry for an individual contractor to work with the same head contractor, however, that work may be done under a series of contracts with work performed on a number of separate projects.  Each of those contracts has to be won by the contractor with there being no guarantee of continuity of work over any lengthy period of time.  The proposed 80% rule pays no regard to the fact that whilst the income may come from the same source it comes because of a number of successive commercial arrangements each of which represent appropriate and separate business arrangements between the two entities involved.  

The 80% rule also fails to take into account that a contractor may, at a particular point in time, receive income from the same head contractor for a lengthy period but when looked at as part of the overall operation of the business the receipt of that income from that one source is not the normal income earning arrangements of the business concerned.

The recommendations in respect of work “performed in an employee‑like manner” are also rejected.  If work is performed as an employee then taxation requirements in respect of employees should apply.  Any attempt to extend taxation obligations beyond the limits of employment into the area of genuine contractors by the adoption of such a test can only create confusion and uncertainty.  The manner in which the work is performed is not the sole test for taxation obligations.  The essential test is whether that work is being performed pursuant to an arrangement whereby the person who is performing the work is doing so as part of running a business.  This by necessity involves accepting the risks associated with the running of a business.

Whilst MBA Inc does not consider there is evidence of widespread tax avoidance in the building and construction industry, where such avoidance is occurring it should be addressed by the enforcement of current laws.  If the current laws in relation to whether a person is performing work as an employee or an independent contractor were strictly enforced there would, in our submission, be no need to change the laws to create separate taxation obligations for a particular category of genuine independent contractors.

MBA Inc considers that the introduction of the new tax system arrangements from 1 July 2000, along with the introduction of the GST, will provide the Australian Taxation Office with an opportunity to more closely scrutinise business taxation practices.

In this regard MBA Inc believes that the criteria for obtaining an Australian Business Number (ABN) are appropriate and a significant step towards greater compliance.

The introduction of the ABN, the GST and the PAYG requirement to generally provide reports to the ATO on a quarterly basis will require many businesses in the building and construction industry to conduct their operations in a more thorough businesslike manner.  The ATO will have the opportunity, through these more stringent reporting requirements, to identify situations where businesses, while claiming to be genuine independent contractors, are in reality receiving their income pursuant to what would be employment arrangements at common law.  The ATO would be free to adopt any prima facie test it wished to determine whether or not the returns of a particular business warranted further investigation without those requirements being written into legislation.

MBA Inc strongly recommends therefore that any proposals to address what is a perceived problem of loss of revenue through the alienation of personal services income should be deferred and reassessed following the introduction of the New Tax System and the GST to assess whether there is still a problem which requires further action.

If, however, contrary to the submissions of MBA Inc, persons who are receiving income as genuine independent contractors are, for taxation purposes, treated as if they are receiving that income as employees, that extension of the concept of employees beyond the common law definition of employee should be restricted to those taxation purposes.  Any extension of the concept of employee beyond the common law definition for any other reason is strongly opposed.  Any entitlements that workers have to matters such as other employment benefits, superannuation, workers compensation etc should not be in any way effected by changes to the manner in which certain people are treated for taxation purposes.

Allowability of Deductions
An independent contractor is entitled to make full deductions in relation to business expenses.

Once it is determined that work is being performed under a genuine subcontract arrangement there is no reason to treat expenses incurred in the earning of that income any differently based upon an analysis of the client from whom the income is obtained.  The legitimacy of the business expense claimed is substantiated by the nature of the arrangement under which the work is performed and the reason for the incurring of the expense; not the identity of the person to whom the services are supplied.

If, however, entities which are otherwise genuine independent contractors are treated for taxation purposes as if they are employees, then MBA recommends the range of deductions which have been proposed as being allowable in the Review of Business Taxation recommendations should be extended to include all payments which the entity is required to make in order to maintain that independent entity structure.  We further recommend that deductions should be allowed for matters such as insurance payments including public liability, professional indemnity and personal accident, illness and injury policies.  In essence, once it is accepted that the working arrangement is not an employment arrangement, any additional costs that the entity incurs in order to operate over and above those which would be incurred by an employee should be allowable deductions.  An employee, for example, does not have to provide their own insurance coverage as that is covered by policies of the employer.  An independent contractor does, however, have to cover the cost of those insurances and there is no reason why they should not be a fully allowable deduction.

It may be that there are a range of other expenses that also should be allowable deductions, however, consideration as to what those may be needs to be done on a case‑by‑case basis.
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