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EXECUTIVE SUMMARY

This report presents the findings of the scoping study conducted by Atax (Australian
School of Taxation, UNSW) for the Board of Taxation into small business compliance
costs. The Board of Taxation commissioned the scoping study as part of its review of
small business compliance costs, a matter referred to the Board by the Treasurer who
asked the Board to identify areas where small business compliance costs might be
reduced.

For the purposes of this research, ‘small business’ was defined as including businesses
with a turnover of less than $5m and with fewer than 20 (full-time equivalent)
employees. Compliance costs included monetary, time, opportunity and psychological
costs; and were not limited to taxation compliance costs, although these were the
primary focus of the research.

The scoping study was required to use a qualitative research design. Grounded theory
was determined as the most appropriate strategy of inquiry given the nature of the
research problem. In depth interviews were conducted individually with thirty small
businesses and three accountants (primarily located in NSW) using convenience
sampling.

A number of theories were then developed, grounded in the experience of the small
business interviewees. The theories were developed through various stages of matrix
analysis and refinement.

The five theories that emerged from this process were:

1. The nature and scale of the small business and the extent to which it has a
computerised and integrated accounting system in place, influences its tax
compliance costs.

2. Small businesses tend to broker their tax compliance obligations to external
parties so as to minimise their personal time involvement. That is, they value
their time input in running their business above the monetary costs of
compliance incurred on brokerage. They pay willingly for this brokerage where
they feel confident in the standard of advice and service provided.

3. While all small businesses incurred tax compliance costs, they are not an issue
for all small businesses nor necessarily their major compliance cost concern.

4. Compliance with other non-tax regulations does impose a substantial burden on
small business, particularly those businesses that employ others, operate in
varying locations or are engaged in agriculture. These non-tax regulations are
generally at state and local government levels. It is the breadth and complexity
of these regulations that are of major concern to small business, and in addition,
in respect of workers’ compensation, its cost. Small businesses generally would
be in breach of OH&S regulations.
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5. There are limited incidental benefits perceived by small business in respect of
tax compliance.

These theories were then critically analysed in comparison to:

- the existing body of literature on compliance costs and related studies;

- submissions made to the Board of Taxation and the Banks Taskforce, which
included submissions by professional and industry bodies as well as individuals;
and

- the accountants interviewed as part of this study.

This validation process confirmed the theories, which are now presented to the Board of
Taxation for consideration. However, given the nature of the research design, the
extent to which the findings apply to the broader population of small business in
Australia is unknown. Improved confidence in the generalisability of the theories could
be achieved by further testing against other sources such as focus groups of small
business proprietors, and professional and industry bodies.
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1 Introduction

On 4 November 2005 the Federal Government announced that it had asked the Board of
Taxation to undertake a scoping study of tax compliance costs facing the small business
sector and to provide a final report to the Treasurer during the second half of 2006.

The Treasurer asked the Board to work closely with small business, particularly micro
business, to identify the major areas where compliance costs might be reduced. The
Board was asked to take into account:

e the purpose and object of the law;

o the relationship between taxpayer compliance costs and government
administration costs;

e costs incurred by business for non-tax reasons and any additional costs incurred
by businesses or their advisors for tax reasons (tax compliance costs);

e transitional costs and ongoing tax compliance costs;

o taxpayer circumstances and commercial practices;

e other legislation; and

o any other matters the Board considers materially impact on small business tax
compliance costs.'

Concurrently, a Taskforce chaired by Mr Gary Banks was underway to identify
practical options for alleviating the compliance burden on business from Government
regulation. This taskforce was appointed in October 2005 to examine and report on
areas where regulatory reform could provide significant immediate gains to business.
Its report, entitled “Rethinking Regulation”, was delivered to the Government on 31
January 2006 and released to the public on 7 April 2006.

The report of the Banks Taskforce devotes a chapter to issues relating to financial
regulation. The report makes a number of recommendations, some of which have
already been adopted by the Government in its response to the report. A formal
response to the report in which 158 of the 178 recommendations were adopted was
released on 16 August 2006. As these recommendations have not yet been
implemented, their impact has not been examined in this report.”

1.1 Submissions from the Public to the Board of Taxation

The Board of Taxation called for public submissions into its study on the compliance
costs of small business, noting that individuals and organisations that made submissions
to the Banks Taskforce did not need to make further submissions to the Board,3 unless
there were further issues to be raised.

A number of submissions were made directly to the Board of Taxation. The list of
submissions is attached.* The submissions were made available to the researchers and

! Treasurer’s Media Release No 095, dated 4 November 2005.

2 Report of the Taskforce on Reducing Regulatory Burdens on Business - Final Government Response 15
August 2006 http://www.treasury.gov.au/contentitem.asp?NavId=002&ContentID=1141.

3 These submissions are available at http://www.regulationtaskforce.gov.au/submissions/index.html.

* Refer Appendix 1.
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were useful in developing the design of the research, including the formulation of
themes to be explored and in the identification of industries of potential interest.

1.2 Tender Requirements

The Board of Taxation called for tenders to undertake research to provide information
relevant to the terms of reference of the review. The objective was to identify and
describe small business compliance costs (with a particular emphasis on tax compliance
costs) in qualitative terms and with outputs to be presented in matrix form.

The tender required the successful consultant to comprehensively identify sources of
small business compliance costs, with a particular focus on tax compliance costs, and
prepare a report for the Board of Taxation’s Working Group. For the purposes of this
study, compliance costs were defined as costs incurred by business specifically to fulfil
regulatory and/or tax obligations, over and above costs that would otherwise be incurred
by small business.

1.3 Definition of Small Business

There are many possible definitions of small business and the exact meaning of the term
may vary in different contexts, such as tax, labour relations and statistical reporting.” It
was recognised that an explicit definition needed to be adopted in the scoping study to
facilitate both a greater understanding of the effects of compliance costs on small
business and comparative analysis to previous studies. Before reaching an appropriate
definition to be adopted by the scoping study, consideration was given to the
characteristics of small business in Australia.

Table 1 shows that some 91.4% of businesses in Australia have a turnover of less than
$1 million and 98.1% with less than $5m, leaving only 57,554 businesses with a
turnover greater than $5 million.°

> For example, the Australian Bureau of Statistics (ABS) Business Demographics section (and in
particular the Director, John Blanchette) have assisted Atax in the past by preparing up-to-date data using
the ABSBR (ABS Business Registry) data as it relates to BAS information.

® Warren, N, Payne G and H Hodgson, 2006, “Research and Recommendations on the Definition of
Small Business” Report to ICAA.

Page 8



Final Report: Scoping Study on the Compliance Costs of Small Business

Table 1: Number of Small Businesses in Australia

Turnover <20 Employees >=20 Employees Number of Businesses
Ranges
Number % of total Number % of total Number % of Cumulative
based on: based on: Total Total
Turnover Emplo- Turnover Emplo-
range yees range yees
<$25k] 260,589 99.7% 9% 791 0.3% 1%| 261,380 9% 8.7%
$25-99k| 1,252,715 99.9% 43% 1,426 0.1% 2%| 1,254,141 42% 50.3%
$100k-$499k| 1,031,900 99.0% 35% 9,433 1.0% 11% 1,041,333 35% 84.8%
$500k-$999k| 188,287 94.0% 6%| 11,895 6.0% 14% 200,182 7% 91.4%
$1m-$4.999m| 164,525 82.0% 6%| 36,203 18.0%  44%| 200,728 7% 98.1%
$5m-$9.999m| 13,007 56.0% 0%| 10,042 44.0% 12% 23,049 1% 98.9%
$10m- 16,080 81.0% 1% 3,876 19.0% 5% 19,956 1% 99.5%
$14.999m
$15m - 1,111 35.0% 0% 2,084 65.0% 3% 3,195 0% 99.6%
$19.999m|
>$20m 4,530 40.0% 0% 6,824 60.0% 8% 11,354 0% 100.0%
Totall 2,932,744 97.0% 100%| 82,574 3.0% 100%| 3,015,318 100%

Initial briefings by staff of the Board of Taxation indicated that while the Board’s focus
was on micro business issues, the Board did not wish to exclude other small businesses
from the scoping study. Whilst compliance costs associated with employing staff were
considered to be an important aspect of tax compliance costs, the Board of Taxation
was also interested in identifying some of the compliance costs of those businesses
without employees.

Based on these considerations, the definition of a small business as adopted in the
scoping study was limited to those businesses with an annual turnover of $5 million or
less and with 20 or fewer equivalent full time employees. This definition accounts for
98% to 99% of businesses in Australia but, as suggested in Table 1, the majority of
those included in this definition will have turnovers (well) under $2 million and may be
better described as micro businesses.
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2 Literature Review

Research into the level and incidence of compliance costs (and the extent of under (or
over) compliance) has increased over time as governments around the world have come
under increasing criticism for the compliance burdens imposed on small business.” The
cost of administering and complying with the tax law is a deadweight cost to the
community that needs to be minimised on efficiency grounds.”

2.1 Defining Compliance Costs

The tender defined compliance costs as costs incurred by business specifically to fulfil
regulatory and/or tax obligations, over and above costs that would otherwise be incurred
by small business. This can be otherwise expressed, and expanded as follows:
“those costs incurred by taxpayers in meeting the requirements of the tax law.
These would include:
- taxpayers’ own labour, unpaid helper and internal staff costs;
- costs of external advisers; and
- incidental or overhead costs such as specific travel, stationery, postage,
computer use etc.” ’

2.2 Measuring Compliance Costs

Extensive literature exists on the measurement of compliance costs. There is
considerable variation evident the in research methods employed and some aspects of
measurement remain problematic. It needs to be borne in mind that the compliance cost
literature is still a relatively new discipline and is continuing to evolve.

Generally, compliance costs fall into one of four categories:

e Money or external costs including amounts paid to external advisors or to
internal staff engaged on compliance activities. There may be associated
managerial benefits with these costs, so the issue of apportionment becomes
relevant. For example a computer may be used primarily to prepare a
Business Activity Statement (BAS), but is also used for invoicing or
preparing cash flow reports.'’ Some studies use the net cost to reflect these
benefits.

¢ Time spent personally (or by unpaid helpers) on compliance activities. The
core problem in measuring this category of costs relates to the appropriate
measure to place on time spent on compliance activities by the taxpayer.

7 Evans, C, 2003, “Studying the studies: An overview of recent research into taxation operating costs”,
eJournal of Tax Research, Vol 1 No 1, pp.64-92.

8 Oliver, T and S Bartley, 2005, “Tax System Complexity and Compliance Costs — Some Theoretical
Considerations”.

www.treasury.gov.au/documents/1009/PDF/05_Tax_Complexity and Compliance.pdf.

? Evans, C, Ritchie, K, Tran-Nam, B and M Walpole, 1997, A Report into Taxpayer Costs of Compliance,
Australian Taxation Office, Canberra at p 3.

' Lignier, P, 2006, “ A Silver Lining in the Tax Compliance Cost Cloud? A Study of Managerial
Benefits Arising from Tax Compliance in Small Business”, Conference Proceedings, 7th International
Tax Administration Conference, Coogee April 2006.
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e Opportunity costs or the cost of not undertaking certain activities as a result
of the compliance costs associated with that activity. Again, this is difficult
to quantify; and

e Psychic or psychological costs which has proved to be the most challenging
area in terms of measurement. Firstly, there is a problem associated with
establishing the extent of the costs in relation to a particular individual, the
qualitative dimension, while the second issue is whether a monetary value
can be ascertained and attributed to the costs.""

2.3 Key Prior Studies

Table 2 is a listing of the key Australian and New Zealand studies of compliance costs
that were reviewed in the scoping study. The research method and key findings of each
are identified. Further discussion follows on a number of these studies.

Table 2: Key Australian and NZ Compliance Cost Studies

Study Research Key Findings
Method
Pope, Fayle & Quantitative | Studied personal income tax compliance costs in the
Duncanson 1986/87 year and concluded that they were between
(1990)" 7.9% and 10.8% of the revenue yield.
Pope, Fayle & Quantitative | The compliance costs of company income tax were
Chen (1991)" found to be between 11.4% and 23.7% of revenue yield.
Wallschutzky and | Qualitative | The compliance burden of a range of business taxes paid
Gibson (1993)" by small business was examined. With the exception of
Wholesale Sales Tax, small business reported that the
taxes were neither difficult to deal with nor time
consuming.
Pope Fayle & Chen | Quantitative | A study of employment related taxes on small business
(1993)" was examined. The compliance costs were around 1.7%

of revenue for payroll tax and PAYE obligations. FBT
compliance costs were considerably higher at 10.9% of
revenue.

' Woellner, R, Coleman, C, McKerchar, M, Walpole, M and J Zetler, 2001, “Taxation or Vexation —
Measuring the Psychological Costs of Tax Compliance” in Evans C, Pope J and J Hasseldine, “Tax
Compliance Costs: A Festschrift for Cedric Sandford,” Prospect Media, Sydney pp.35-50.

"2 Pope J, Fayle R and M Duncanson, 1990, The Compliance Costs of Personal Income Taxation in

Australia 1986/87 ATRF.

" Pope J, Fayle R and D Chen, 1991, The Compliance Costs of Public Companies’ Income Taxation in

Australia ATRF.

14 Wallschutzky, I and B Gibson, 1993, Small Business Cost of Tax Compliance Australian Tax Forum,

Vol 10 No 4 pp.511-543.

"> Pope J, Fayle R and D Chen, 1993, The Compliance Cost of Employment Related Taxation in

Australia ATRF 1993.
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Study Research Key Findings
Method

Pope Fayle & Chen | Quantitative | Company income tax compliance costs were 14.5% of

(1994)'°: revenue yield and compliance costs were regressive in
nature.

Evans, Ritchie, Quantitative | Both personal and business taxes were studied. Net

Tran-Nam & compliance costs were estimated at 7% of revenue.

Walpole (1997)": However, compliance costs were regressive with larger
businesses experiencing net benefits.

Yellow Pages Quantitative | This report, which was commissioned by the Small

Small Business Business Deregulation Taskforce, chaired by Charlie

Index (1996)"*: Bell, found that small business spend about 16 hrs pw on
financial matters, of which about 3 hrs pw is directly tax
related.

Ritchie (2001)" Qualitative | A New Zealand study of business taxpayers, based on a
diary methodology, concluded that GST is the tax that is
foremost in the minds of business, with income tax seen
as a by-product of the GST data. Businesses with
computerised systems required less work to prepare end
of year accounts.

CPA Australia Quantitative | Compliance obligations of small business generally

(2003)* underwent little change between 2001 and 2003.
However, those reporting changes tended to report an
increase in obligations.

Glover & Tran- Qualitative | Recurrent costs of complying with the GST were lower

Nam (2005)*! than the transitional cost, and could be expected to
continue to decline over time. Psychic costs were noted
to exist, but no attempt was made to measure the impact.

Evans, Carlon & Mixed Poor record-keeping by SMEs did not necessarily lead to

Massey (2005)*

a greater risk of audit, an increase in compliance costs or
cash flow problems.

' Pope J, Fayle R and D Chen, 1994, The Compliance Costs of Companies Income Tax in Australia

ATRF.
7 Note 9.

' Yellow Pages Special Report — The Paperwork Burden 1996
http://about.sensis.com.au/resources/SBA-Archive/sba_cc.php.

¥ Ritchie, K, 2001, “The Tax Compliance Costs of Small Business in New Zealand: in Tax Compliance
Costs” in Evans, C Pope J and J Hasseldine, Tax Compliance Costs: A Festschrift for Cedric Sandford,
Prospect Media, Sydney, pp.297-316.
20 Carey, P, Simnett, R and G Tanewski, 2005, “Providing Business Advice for Small to Medium
Enterprises”, CPA Australia.
A Glover, J and B Tran-Nam, 2005, “The GST recurrent compliance costs/benefits of small business in
Australia: A case study approach”, Journal of the Australian Tax Teachers Association, Vol 1 No 2,

pp-237-258.
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Study Research Key Findings
Method
Colmar Brunton Quantitative | Colmar Brunton conducted the research for the NZ
(2005)> Inland Revenue Dept. A survey methodology was

adopted. It confirmed the regressive nature of tax
compliance costs and that GST took more time than
other taxes.

ACCI Pre Election | Quantitative
Survey Series”*

This series of surveys provides a ranking of the issues of
most concern to business. It is useful in mapping trends,
as the data are available from 1996 to 2001, based on a
snapshot of business concerns in the months preceding
the four Federal elections over this period. The
frequency of changes to, and complexity of, taxation
legislation consistently ranked as the most significant
issue for business. However it is worth noting that the
percentage of respondents expressing concern with
taxation compliance costs has decreased from 78% in

1996 to 60% in 2004.%

Note that this list excludes studies specifically relating to the former wholesale sales tax
(WST) and to the transitional costs of implementing the Goods and Services Tax
(GST). Itis also worth noting that most of these Australian studies reviewed periods
prior to the introduction of A New Tax System (ANTS) in 2000, while at the time of the
two New Zealand studies, a GST had been operative for some time.

It is well established in the literature that compliance costs are regressive in nature, ie
when the costs are compared to the size of the business, the proportion increases.”® This
is to some extent explicable by the high proportion of fixed to variable costs
experienced by business.”’

Most of these studies employed quantitative research methods in attempting to establish
the cost of compliance, or the time that taxpayers spent in complying with their taxation
obligations. The use of quantitative (typically survey) methods to measure compliance
costs does have inherent weaknesses and these are generally recognised (for example, in
the measurement of psychological costs). .

2 Evans, C, Carlon, S and D Massey, 2005, “Record Keeping Practices and Tax Compliance of SMEs”,
eJournal of Tax Research, Vol 3 No 2, pp.288-334.

2 Colmar Brunton, 2005, “Measuring the Tax Compliance Costs of Small and Medium Sized Businesses
—a Benchmark Survey”, Final Report prepared for NZ Inland Revenue,
http://www.taxpolicy.ird.govt.nz/news/archive.php?year=2005& view=383.

24 Australian Chamber of Commerce & Industry, Pre-Election Survey Series, 1996, 1998, 2001, 2004
http://www.acci.asn.au/SurveyPreElection.htm.

> These questions may not be directly comparable as the pre 2000 surveys refer to compliance costs,
while the post 2000 surveys segregate BAS completion and other taxes. However the result for both
categories in the later surveys are similar.

2% Note 14; note 24.

" Note 16 at 59.
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There are several studies included in the list of studies at Table 2 that employed
qualitative research methods and these can provide different and deeper insights (for
example, in identifying factors not previously considered by researchers, or in
observing taxpayer behaviour rather than relying on self-reports). In particular:

e Wallschutzky and Gibson®® and Ritchie (NZ)* used a diary methodology for the
respondents to record their compliance activities;

e Glover and Tran-Nam®’ used a case study approach to identify compliance costs
through a series of in depth interviews;

e Evans, Carlon and Massey’' combined surveys with interviews in relation to the
record keeping activities of small business.

In addition, Bickerdyke and Lattimore’> examined the findings of several industry
organisations in relation to compliance activities undertaken by their members and
produced rankings of the degree of concern raised by various compliance activities,
including taxation.

2.4 Process of Being Compliant

A review of the literature indicates that there are a number of strategies that small
business employs to facilitate compliance with the relevant authorities. These strategies
include:
e the brokerage of compliance functions to third parties, either internally through
employing specialised staff, or to an external third party; and
e the implementation of computerised systems to assist with the record-keeping
functions.

2.4.1 Brokerage of Compliance Obligations

It is well documented that Australians are highly reliant on external advisors in relation
to their tax compliance obligations, with over 90% of business returns being lodged by
tax agents since the late 1980s to date.”> This compares with 80% of New Zealand
business.*® The process of preparing annual accounts and lodgement of income tax
returns is regarded by many taxpayers as requiring the specialist knowledge and
services of an accountant or registered tax agent.

The relationship between small business and their external advisors has been considered
in a number of earlier studies. Wallschutzky and Gibson ** suggested that the cost of

% Note 14.

¥ Note 19.

3% Note 21.

> Note 22.

32 Bickerdyke, I and R Lattimore, 1999, “Reducing the Regulatory Burden: Does Firm Size Matter?”,
Staff Research Paper, Industry Commission,
http://www.pc.gov.au/ic/research/information/regburd/regburd.pdf.

33 Note 20 at p 3; McKerchar, Margaret, 2005, The Impact of Income Tax Complexity on Practitioners in
Australia Australian Tax Forum, Vol 20 No 4 at p 532.

* Note 23 at p 9.

3> Note 14 at p 534.
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seeking formal advice from external advisors was a barrier to small business obtaining
advice when necessary. There was also a perception that accountants were deficient in
one or more areas in which small business required advice, or were excessively cautious
when providing advice.

Glover and Tran Nam reported that small business experienced higher fees paid to
external advisers following the introduction of ANTS.?” To put this finding in context,
many of the businesses in that study would not have had obligations under the former
WST system, while being required to lodge activity statements under ANTS.
Respondents reported seeking minor advice from their accountant more frequently as it
was not often practical to seek advice from the ATO. There was, however, a clear
perceptioggthat accountants had used the changes in the system as a pretext to increase
their fees.

In a more recent study, Evans et al®” discussed record keeping arrangements with the
external advisors as well as with the small business respondents and found a clear
perception gap between small business and advisors. Thirty one percent of the
practitioners who responded to the survey reported that they were not confident of the
accuracy of their clients’ record keeping systems, although 80% considered the systems
were adequate for tax purposes. This contrasts with the 95% of small business
respondents who were confident that their records were accurate.*

Coupled with the reliance on external advisers, small business appears to be becoming
increasingly reliant on the services of bookkeepers. Bookkeepers seem to be filling the
gap between the specialised services of external accountants and the capabilities of
small business proprietors. Wallschutzky and Gibson noted that generally small
business did not have anyone within the firm who was formally trained in taxation
matters.*’ The 1996 Yellow Pages survey*” reported that 28% of small business used
the services of an internal bookkeeper — whether employed full time, part time or on a
casual basis. This proportion rose as the number of employees within the firm and the
turnover of the firm increased. By 2006 Evans et al* reported that 76% of the financial
records of small business were maintained in-house, with a further 9% using the
services of an external bookkeeper.

2.4.2 Accounting Systems and Computerisation

The computerisation of business records is also seen as an important factor in
compliance activity. The rate of computerisation of business records seems to have
increased. Wallschutzky and Gibson noted that computerisation of accounting systems
was likely to result in considerable cost savings if the systems were properly designed

36 Tan L M, 1999 “Taxpayers’ preference for type of advice from tax practitioner: A preliminary
examination”, Journal of Economic Psychology, 20 431-447.

*" Note 21 at 247.

3% Supra at 247.

* Note 22.

0 Supra at p 309.

*I Note 14 at p 534.

* Note 18.

* Note 22 at p 321. Note that whether the records were maintained by the owner or an employee was not
specified.
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to meet the needs of the business.** Of the twelve businesses that participated in that
study, seven were computerised to some extent. In the 1996 Yellow Pages survey, 58%
of businesses reported using computerised accounting systems. Of those businesses
that had computers, 75% used accounting software.

As part of the introduction of ANTS, businesses were encouraged to update their
accounting systems through government subsidies for computer systems and software.*’
Interviewees’ comments in the study by Glover and Tran Nam showed an increasing
awareness of the use of computers in record keeping. However the computer related
costs were estimated at only 4% of the compliance costs for those businesses. By 2006
Evans et al reported that 89% of businesses had at least partially computerised their
record keeping systems.* However practitioners responding to the survey reported
mixed views in relation to the benefits of computerisation to clients. While most
practitioners advocated computerised systems, believing that they improved the
accuracy of their clients’ records, “a significant minority” believed that client errors
limited the reliability of computerised records maintained by their clients.*’

The previous Australian compliance cost studies show that Australian businesses are
willing to engage external assistance in the maintenance of their financial records and to
ensure compliance with their taxation obligations. As computers have become more
integrated in the community generally, they have also become an integral part of how
small business manage their record keeping obligations.

2.5 Employment Related Compliance Issues

It is evident from the literature that there is a relationship between the number of
employees that a business has and the overall compliance burden of that business. To
some extent this can be explained by the scale of the business, which is likely to
increase as the number of employees increases. However the qualitative studies show
that there is a compliance burden imposed on businesses by virtue of the fact that they
have employees. The NZ experience® suggests that tax compliance stress levels are
higher where a business has employees.

2.5.1 Employment Related Taxes

In the taxation context, compliance issues are evident in respect of payroll tax, PAYG
withholding tax, superannuation guarantee levy and fringe benefits tax (FBT). The
availability of small business thresholds effectively excludes most small business from
the imposition of payroll tax. PAYG withholding tax has not been found to cause a
significant compliance burden.*” Small business has continually reported difficulties in
complying with the superannuation guarantee requirements.”® Wallschutzky and

4 Wallschutzky, I and B Gibson, 1993, “Small Business Cost of Compliance Project: Final Report”
May 1993 (unpublished) at p 21.

* Eligible small businesses and not for profit organisations were entitled to a $500 voucher that could be
exchanged for computer software or hardware that was compliant with ANTS.

% Note 22 at p 320.

7 Supra at p 313.

* Note 23 at p 102.

* Note 23 at 77, 14 at 130.

>0 It is arguable that the superannuation guarantee is not in fact a tax, however it is administered by the
ATO and is regarded by small business as a statutory impost.
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Gibson reported that in the first year after the introduction of the superannuation levy
business found its calculation and payment to be complex. This was not merely an
implementation issue, as demonstrated by the data from the ACCI series of pre-election
surveys which continually rank compliance with the superannuation guarantee levy as
among its highest concerns. Based on these surveys, the percentage of respondents
concerned about the impact of the superannuation guarantee had in fact increased from
68.5% in 1996 to 73% in 2004.

The ACCI survey includes attitudes to FBT, however there is evidence that small
business does not have the same level of concern in relation to FBT as does larger
business.”’ The published data are only disaggregated in the 2001 year, where small
business ranks FBT as 33 on the list of concerns, while the overall ranking is 20.
Similarly Bickerdyke (1997)°* disaggregated the 1996 data to find that business with
fewer than 20 employees ranked FBT at 5, while businesses with between 10 and 1000
employees ranked FBT as its major concern.

Reports and surveys have consistently recommended that the FBT year be aligned with
the income tax year.”

2.5.2 Other Employment Related Obligations

There are many other non taxation compliance obligations that arise as a result of
having employees. The ACCI series encompasses some of these employment related
issues. The following employment related issues have been identified as being of
concern to employers over the series of surveys:

> Note 24, 2001 survey.

>2 Note 32.

>3 See for example note 14 at 538, Bell (Chair) 1996 Time For Business: Report of the Small Business
Deregulation Taskforce www.daf.gov.au/reports/time_for business.pdf.
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Table 3: Issues of Concern to Small Business: ACCI Survey Series

1996 1998 2001 2004
% (ranking) | % (ranking) | % (ranking54 % (ranking5 5)

Unfair Dismissals 72.1% (8) 70.7% (7) 73.6%(5) 73%
Workers’ compensation 67.6% (15) 69.5% (12) 67.9%(10) 77%
Award regulations 56.8% (28) 59.6% (35) 55.3% (34) 47%
OH&S obligations 55.4% (30) |  61.4% (28) 64.8%(21) n/a
Superannuation Guarantee 68.5% (11) 67.5% (16) 66.0% (6) 73%
Compliance with GST / 59.0% (23) | 58.8% (39) 64.5% (12) 57%
Sales Tax

Time to complete BAS n/a n/a 63.1% (18) 60%
Compliance with other 78.1% (2) 77.7 (3) 58.8% (30) 49% - 53%
taxes

Fringe Benefits Tax 76.8 (3) 70.5% (9) 62.2% (33) 68%

Clearly, these additional compliance activities are seen as being at least as onerous as
the related taxation obligations. It is particularly interesting to note the increasing level
of concern in relation to workers’ compensation and superannuation guarantee issues.

Various tax compliance costs have been included in the above table as a basis of
comparison. However it is noted that there seems to be a drop in the overall level of
concern over tax compliance cost following the ANTS reforms in spite of the fact that
more businesses were required to comply with the BAS and GST than with the former
WST system. While GST and BAS concerns were higher in 2001 immediately
following the introduction of ANTS, this declined between 2001 and 2004. The level
of general compliance concern appears to have dropped following ANTS. However the
change in the questions resulting from the change in the tax system does limit direct

comparisons.

2.5.3 Multiple Levels of Compliance Obligations

There is an additional level of tax complexity added through the federal system of
government that exists in Australia. Constitutionally, responsibility for different
aspects of governance rests in the three levels of government. For practical purposes,
most taxes, including income tax and GST are administered by the Federal government;
land tax and employment issues are administered by the relevant state government, and
planning issues are administered locally. This leads to business dealing with multiple

>* The rankings in relation to small business were published separately from the index which has not
disaggregated small business from large business.
> Note that rankings were not published in the 2004 report.
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bureaucracies and working with varying criteria in relation to their compliance
obligations.

The development of the European Union (EU) has required government in European
countries to address similar issues. In addition to the requirements imposed by the EU,
business in Europe is also required to deal with the national government, and in many
countries also with a more local level of government. Sweden,’® Holland®’ and
Germany® are all implementing programs to reduce compliance cost for business. This
is being addressed by reviewing compliance costs at the national level, and trying to
synchronise requirements with the EU requirements.

2.5.4 Attitudes Towards Compliance

People’s willingness to pay tax requires a positive attitude towards tax compliance and
working with the tax authority. > There is considerable evidence in the compliance
literature to support the existence of this relationship in spite of its nature not being
fully understood. Taxpayer compliance behaviour is a complex, dynamic and multi-
faceted phenomenon and subject to many influences — of which taxpayer attitude is but
one. However, it is an important influence for two reasons. Firstly, tax evasion has
been found to increase where taxpayer attitudes worsen,” and secondly, there has been
a growing global trend for tax regimes (including Australia) to rely on self assessment
which in turn requires high levels of voluntary compliance to be achieved.®' It is also
relevant to bear in mind that attitudes may be based on myth and misperception, that
they are not simple to change nor can they be changed effectively in the short-term.*

Based on the literature, factors such as culture, personal economic considerations, tax
ethics, the general level of taxation, the level of tax knowledge, the perceived equity (or
inequity) of taxation and the features of the tax system itself have been found to
influence taxpayers’ attitudes.” Further, a more recent Australian study has found that
taxpayer attitude was one of four key drivers in compliance (and non-compliance
behaviours) in that it influences the taxpayer’s intent. This study found that
dissatisfaction with ATO services had a negative influence on taxpayers’ intent to

6 Munnich, M, “The Regulatory Burden and Administrative Compliance Costs for Companies” A
Survey by the Confederation of Swedish Enterprise, Brussels Office:
sn.svensktnaringsliv.se/.../Publikationerview/5739DEDFCF225E39C1256EDF005CC324/$File/PUB200
407-007-1.pdf.

37 Netherlands Ministry of Finance: Reducing Red Tape for Business
http://www.compliancecosts.com/default.asp?CMS_ITEM=1FB1E52BE6E74675B3C6ACSF1A6F01AS
X1X40260X07 21/8/2006.

>¥ Lohmann, B, 2006, “Domestic Government in the Netherlands and Germany: Towards a Comparative
European Perspective A Living European Constitution?”” Speech, 25/06/2006 http://www.staat-
modern.de/Presse/Reden-,10037.850258/Domestic-Government-in-the-Net.htm?global.back=/Presse/-
%2¢10037%?2c0/Reden.htm%3flink%3dsmo_liste.

% For example, Schmélders, G, 1970, “Survey Research in Public Finance — A Behavioural Approach to
Fiscal Theory” Public Finance, Vol. 25 No. 2 pp.300-306.

% Lewis, A, 1982, The Psychology of Taxation, St Martin’s press, New York.

%! Loo, E, McKerchar M and A Hansford, 2005, “An international comparative analysis of self
assessment: what lessons are there for tax administrators? Australian Tax Forum, Vol. 20 No. 4, pp. 667-
708.

52 Note 59 at note 1.

% Dean, P, Keenan, T and F Kenney, 1980, “Taxpayers’ Attitudes to Income Tax Evasion: An Empirical
Study”, British Tax Review, Vol. 1 pp.28-44.
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comply.®® Whilst intent to comply may not be reflected in the ultimate behaviour
exhibited by the taxpayer, it is nevertheless a powerful indicator.

Thus in undertaking the scoping study, it was considered that understanding the
interviewees’ attitudes towards tax and the extent to which their attitudes had been
influenced by their compliance activities was important.

2.6 Summary of Key Findings from the Literature

The literature review identified a number of key findings that will subsequently be
compared to the findings of the scoping study. These are:

e Compliance costs are regressive in nature;

¢ Business is willing to engage third party support to assist with their compliance
obligations;

e Computers are becoming an integral part of business management, including
record-keeping;

e Employers experience more stress in complying than other businesses that do
not employ staff, and this is regressive in its effect;

e Employment related issues extend beyond taxation compliance to other
employment related laws including workers’ compensation, identification of
contractors and appropriate award rates;

e Inconsistency between obligations imposed by different authorities, and multiple
reporting obligations increase the compliance obligations of small business;

e The attitude of the proprietor towards tax will impact on their attitude towards
taxation and the psychological compliance cost incurred.

64 Niemirowski, P, Baldwin, s and A Wearing, 2003, “Tax Related Behaviours, Beliefs, Attitudes and
Values and Taxpayer Compliance in Australia”, Journal of Australian Taxation, Vol. 6 No. 1 pp. 132-
163.
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3 Research Design

This section of the report includes an explanation of the research approach and design
used in the scoping study.

3.1 Research Approach

Under the terms of the contract, the scoping study was required to use a qualitative
strategy of inquiry. At the outset, it is important to understand the nature of the
knowledge claims that can be derived from qualitative research and how they differ
from those derived from quantitative research.®® Quantitative research is based on the
assumption of positivism or postpositivism — that the researcher, employing scientific
method, can be ‘positive’ about the claims of knowledge when studying the behaviour
and action of humans. In practice, such research is directed at examining causal
relationships in a reductionist manner — that is, the intent is to reduce the ideas into
small discrete sets of ideas that can be empirically tested in accordance with standards
of validity and reliability. The accepted approach in this type of research is to begin
with a theory, collect data that either supports or refutes the theory, and then make
necessary revisions before conducting additional tests. Quantitative research allows
knowledge claims in the nature of statistical generalisations to be made about broader
populations.

Traditionally, quantitative research has dominated claims about knowledge. However,
from the 1960s onwards other perspectives have emerged, including qualitative
research, which are generally accepted as providing a richer understanding of human
behaviour. The knowledge claims of qualitative research are socially constructed. That
is, the researcher does not begin with a theory, but inductively builds a theory based on
the understanding or meanings of those being studied. Open ended questions are asked
of interviewees and the researcher listens to what people say or do in their own setting.

Theories can be compared to other sources of data and then further refined in order to
improve confidence in the overall findings. This process of comparing findings of one
study with those of others is referred to as cumulative validation® and is commonly
used by researchers to validate the findings of qualitative studies and to extend the
breadth of population to which the knowledge claims could apply. Knowledge claims
are made in the form of analytical, not statistical, generalisations. Depending on the
level of validation achieved, analytical generalisations are normally limited to the
population from which the substantive theory has been derived. Qualitative research
recognises that phenomena are complex and that their meanings are not easily fathomed
or just taken for granted.®’ Its main contribution is that it does allow the nature of a
problem to be better understood and thereby facilitating the development of appropriate
guides to action.

% For further discussion on the merits of the various research approaches and strategies of inquiry see for
example Creswell, J, 2003, Research Design, ond edn, Sage, Thousand Oaks CA.

% Sarantakos, S, 2006, Social research3rd edn, Palgrave, Macmillan, Basingstoke UK p.86.

57 Strauss, A and J Corbin, 1998, Basics of Qualitative Research, 2™ edn, Sage, Thousand Oaks CA.
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There are a variety of strategies of inquiry associated with qualitative research,
including ethnographies, case studies, phenomenological research, narrative research
and grounded theory. Each strategy of inquiry has its own features and thereby research
problems to which it is more suited. A grounded theory strategy was selected as the
most appropriate for this research problem. In grounded theory, the theory derived by
the researcher is ‘grounded’ in the views and observations of the interviewees in the
study. This process involves using multiples stages of data collection and the ongoing
refinement of information and the theories derived. Grounded theories, because they
are drawn from data, are likely to offer insight, enhance understanding and provide a
meaningful guide to action.®®

Creswell identifies the two primary characteristics of grounded theory as the constant
comparison of data with emerging categories and the theoretical sampling of different
groups to maximise the similarities and differences of information.”” Data analysis
requires both critical and creative thinking, and procedures (such as themes lists and the
conceptual organisation of data), that help provide some standardization and rigor to the
process.

The normal process in grounded theory is to code data in a developmental fashion.
That is, open or ‘first run’ coding is usually done in the first instance to expose the
differences and similarities between actions, events and interactions. The next stage is
axial coding whereby the initial codes are scrutinized to ensure that each is fully
elaborated and delineated. The final stage is selective coding by which all categories
are unified around a ‘core’ category allowing a higher level of generality. This
developmental process of coding allows the researcher to refine the data collected and
its meaning in order to work ‘out the plot of the story to be told”.” This notion of a
descripti\;? narrative about a central phenomenon is the essence of qualitative
research.

3.2 Research Design

Using grounded theory as the appropriate strategy of inquiry, the research design was
formulated.”” Based on a theme list (Attachment 1), data was collected by conducting
in depth interviews and observations with 30 small business owners. The interviews
were conducted by the three researchers themselves in the business premises of the
interviewee (as far as practical) using convenience sampling.”” The shortcomings of

% Ibid p 12.

% See note 65 p 14.

70 Liamputtong, P and D Ezzy, 2005, Qualitative Research Methods, 2" edn, Oxford, Melbourne, p 269.
' See note 67 p 148.

72 The research design outlined in this section is in accordance with the details as previously provided in
the tender document and as approved by the UNSW Human Research Ethics Committee (HREC)
(06.2.083).

7 Interviews 1-27 were conducted in person, as were the interviews with the three accountants.
Interviews 28-30 were conducted by telephone given the location of the interviewee at the time (e.g.
interstate, regional NSW).
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convenience sampling were recognised, but given the time constraints’* and the
qualitative nature of the research, they were regarded as unavoidable (but not critical).”

The researchers collaboratively, and after consideration of the submissions received by
the Board of Taxation, identified a range of industry groups’® of interest and then made
direct approaches to small business operators within these groups based on purposive
convenience (such as proximity of location to the researcher at the time and the
availability of the owner) until the target number of interviews were completed. Some
interviewees were known to the researchers, but not in any professional sense in that
there was no prior knowledge of the business owner’s views on the research topic.
Obviously, the more systematic and widespread the theoretical sampling, the more
conditions and variations that would be discovered and built into the theory and thereby
improve its precision.”’ Interviewees were drawn from both regional and metropolitan
areas, though primarily from NSW.

In-depth interviews can be time consuming and do require sensitivity on the part of the
researcher. A focus group would have been an alternative means for data collection, but
it may have meant that individuals’ responses may have been influenced by the direct
presence of their peers. Each interview took 90 minutes on average to conduct. The
use of the theme list guided the interviewer and improved the internal consistency of the
data collection process. Throughout the conduct of interviews and the construct of
theory, the three researchers worked closely together.

As a separate exercise, in-depth interviews were conducted with four accountants in
accordance with the same theme guide. Seeking the views of accountants was
important given the high reliance small business taxpayers have on tax agents in
complying with tax laws. These interviews were expected to provide a separate data
source that could be used to test theories that emerged from the business interviewees.
Additional sources to be used for the ongoing refinement of theories would include
submissions to the Board of Taxation; ATO reports; consultation with the Board of
Taxation and a review of the broader literature on compliance costs both in Australia
and overseas (including OECD).

7 There was effectively only a fortnight available in which to conduct the interviews.

7 Even in quantitative research, there is the issue of non-response bias and the extent to which findings
can be generalised.

76 The broad industry groups initially identified were: building and construction; not-for-profits;
agriculture; services; food retail; other retail; and motor trades.

7' See note 67 at p 267.
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4 Theory Construct

Theory construct takes place over a number of stages. In its preliminary stage, areas of
interest are identified from the data collected. These areas are then used as the basis for
further data refinement and the construct of theories for subsequent testing.

4.1 Preliminary Stage

The researchers’ records of interviews were initially open coded and then reconfigured
using axial or pattern coding’® to provide more meaningful units of analysis. These
units were then presented in draft form as conceptually ordered matrices for
consideration by the Board of Taxation at its meeting of 21 July 2006. This interim
report included eight matrices or tables’” and identified seventeen areas of interest to be
explored more deeply in terms of developing and validating grounded theories.

Tables Al to A7 in Attachment 3 present the data collected from the thirty small
business interviewees, with Table A8 summarising the data collected from the
interviews with three accountants. Some brief descriptive comments follow in this
section based on the tables.

4.1.1 Characteristics of the Businesses (A1)

The thirty businesses examined had a diversity of characteristics including location,
turnover and business structure. Two franchise businesses were included and three not-
for-profits. Many businesses were run as family concerns (typically husband and wife)
and did employ others in varying capacities. A number of proprietors interviewed had
self managed superannuation funds (SMSF). Whilst the majority of interviewees were
male aged between 40 and 50 years, there was diversity evident in both the gender and
age group of interviewees. Two interviewees were from non-English speaking
backgrounds (NESB) and another was a new migrant to Australia. Most of the
businesses under consideration were registered for the purposes of the goods and
services tax (GST) and made taxable supplies.

4.1.2 Bookkeeping Practices (A2)

A number of features regarding the more general bookkeeping practices of the
businesses examined were evident. Firstly, based on the type of bookkeeping system in
place, the businesses examined appeared to fall into one of four groups. Half of the
businesses interviewed appeared to have computerised accounting systems that were
central to their business operations. That is, the computerised systems were the primary
source of data capture and were normally updated at least on a daily basis. Five
businesses interviewed collected data manually (for example, hand written invoices)

78 Miles, M and A Huberman, 1994, Qualitative Data Analysis, 2™ edn, Sage, Thousand Oaks, p.69.
" Summary tables (or matrices) 1-7 related to the 30 small business interviewees, summary table 8 was
based on interviews with three accountants.
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and then input the data into a computerised system less regularly (varying from every
other day to once a quarter). Nine businesses interviewed operated only a manual
bookkeeping system. One business had yet to establish any bookkeeping system. Of
the business owners using manual systems, the business had been in operation between
5 and 25 years with turnovers between $100,000 and $1.4 million reported. The owners
themselves were between 30+ years and 60+ years. That is, it did not appear that any
one of these factors alone determined the bookkeeping practices of the businesses under
consideration.

Franchisees had software provided by the franchisor. Some businesses used industry-
specific software. Software used was generally commercial products rather than that
available from the Australian Taxation Office (ATO). Business owners appeared to
have varying levels of expertise in respect of computerised accounting systems.

Another feature regarding bookkeeping practices was the party who performed the
function. Half of the business owners interviewed undertook the bookkeeping function
themselves, spending from 3 hours a month to 2 days a week on this activity. Eight
businesses reported that the books were maintained (either partially or fully) by an
external bookkeeper. Five businesses reported that the books were kept by a family
member and a further five businesses relied on internal staff to perform the
bookkeeping function.

4.1.3 BAS Practices and Income Tax Return Preparation (A3)

In Table A3 the interviewees bookkeeping practices in relation to the completion of the
BAS and other returns are delineated. In respect of BAS, 15 of the businesses
interviewed relied upon an external accountant to complete their BAS, and 2 used an
external bookkeeper. Only 4 of the business owners interviewed completed the BAS
themselves. With one exception, businesses used cash accounting for GST. Most
businesses lodged their BAS quarterly and paid between $100 - $1000 per quarter for
this service (of the fees reported, the average was over $500). The variation in fee did
not appear to be related directly to turnover but was more a reflection of the nature of
the business.

A number of businesses reported that the completion of the BAS was incidental to their
normal bookkeeping activities, while others reported that it took up to an additional one
day per week (in this case, monthly BAS were lodged). Those businesses that
completed their BAS themselves and reported that the time taken was minor (1 hour per
quarter) or incidental were generally those that had computer accounting systems that
were central to how they conducted their business (such as the franchisees; preschool,
picture framer).

All businesses (other than the personal trainer who was yet to lodge any returns) relied
upon an external accountant to prepare their income tax returns. End of year accounts
were commonly prepared, but not audited. Accounting fees disclosed ranged from
$300 to $25,000 per annum.
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4.1.4 Staff Related Issues (A4)

Table A4 provides a summary of the nature and extent of employee- related issues that
gave rise to compliance costs. In respect of fringe benefits, only one of the businesses
interviewed provided fringe benefits for employees other than themselves, with two
companies providing fringe benefits for their owner/directors. Some business owners
were unsure whether or not they paid fringe benefits tax, one other noted that although
benefits were provided, they were neither reported for tax purposes nor the appropriate
records maintained. It was apparent that deliberate decisions had been made (for
example, having the business reimburse the owner for business travel costs incurred) by
many businesses not to have to engage with the compliance requirements of fringe
benefits tax. One (of the two) small business that did provide and report taxable fringe
benefits found that the lack of alignment in reporting years gave rise to additional
compliance costs in terms of recordkeeping.

WorkCover/workers’ compensation was commonly raised as an issue by businesses that
had employees. In particular, difficulties arose with the definitions (of an employee),
calculations (forward projections) and payment (amount and timing).

Having employees, and particularly where more than one award rate applied, affected
the compliance costs of the small business operators interviewed. Further, there was
often a degree of uncertainty over the employment status of workers (employee or
contractor?). This uncertainty had a follow on effect in respect of any liability for
superannuation. Having to make payments to a number of funds (and having small
payments accepted by same) was also a concern.

4.1.5 Compliance with Other Regulations (AS)

There was considerable evidence of the compliance burden imposed on small business
by government at the federal, state and local level. The extent to which the burden was
‘problematic’ varied, and appeared to vary with the nature of the industry and whether
or not a licence was required in order to operate. For example, agriculturists reported
quite extensive compliance requirements including pesticide usage, animal safety, and
environmental controls — most of which were state requirements. The preschool
interviewed had to comply with the licensing requirements of the Dept of Community
Services (DOCS). Those in the building and related industries had to comply with local
council requirements (such as development applications; noise levels) which varied
from locality to locality and were subject to change. The real estate agent had to lodge
an annual return with the Dept of Fair Trading regarding the trust account. The
viticulturist interviewed also had a range of compliance obligations unique to that
industry (such as wine equalisation tax (WET)).

Where businesses had incorporated, there was a need to comply with the ASIC
requirements — but this was effectively done by the accountant. Other than the farmer
being required to provide data to the ABS, most of the other compliance requirements
arose at the state and local level. These regulations affected the day to day operations
of the business — the owners appeared to have a good understanding of the compliance
requirements and handled them themselves rather than relying on an accountant or third

party.
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Compliance with occupational health and safety legislation was commonly not regarded
as a concern — whether or not there were employees. Most businesses were mindful of
the need to have a safe workplace, but few ensured that they were fully compliant.
Those who were more aware of the OH&S requirements (such as the builder #25)
reported that that many of the rules were ridiculous, inflexible and unmanageable for
small business.

4.1.6 Compliance Costs (A6)

Table A6 presents the three most costly compliance activities as identified by each of
the businesses interviewed. It also identifies the nature of the cost and provides general
related comments made by the interviewees. Businesses tend to refer to BAS and GST
as meaning the same activity- and as such, it tended to dominate as the most costly
compliance activity. Superannuation — both SMSF and for staff (where choice of funds
was available), was also a costly compliance activity. The apportionment of business
and private expenses for tax purposes was also mentioned. It was apparent from many
of the additional comments made that many business owners regarded tax compliance
as a ‘nuisance’ and time consuming. They would prefer to be running their business.

Businesses that had well integrated accounting systems (such as the preschool, real
estate agent, meat wholesaler, picture framer and post office franchisee) generally did
not rate GST or BAS as being an onerous task. Where compliance costs were reported,
they were generally in the nature of time, monetary and stress in various combinations
and levels of concern.

4.1.7 Incidental Costs and Benefits of Compliance Activities (A7)

Table A7 presents the incidental costs and benefits of tax compliance as identified by
the small businesses interviewed. A number of comments were collected in respect of
cashflow and these are delineated in the table. Other comments related to the general
theme of incidental costs and benefits are also presented.

For a number of small businesses, the completion of a BAS each quarter did provide a
good ‘snapshot’ of how the business was going. Some felt that the BAS forced them to
be more disciplined in their reconciliations and did make end-of-year easier. However,
others felt that they already had good systems in place and that the BAS did not make
any positive contribution to the business (other than the two businesses making mostly
GST free supplies who both commented on the positive impact on cashflow).

4.1.8 Interviews with Accountants (A8)

Interviews were conducted with three accountants and their comments are presented
clustered on a range of issues including the bookkeeping practices of their clients,
simplified tax system (STS), FBT, BAS, GST, superannuation and incidental costs and
benefits of tax compliance. As previously noted, Table A8 does not in the first instance
form part of the grounded theory analysis of the views of small business, but does
provide a point of comparative analysis for the later stages of theory refinement.
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4.1.9 Identification of Areas of Interest

From a review of tables A1-A7, seventeen areas of interest were identified for
discussion with the Board of Taxation at its meeting 21 July 2006 and are listed below.

1.

Most business owners interviewed relied upon external or internal bookkeepers,
external accountants and/or their spouses to undertake their tax compliance
obligations for them — that is, compliance, to a large extent, was brokered. This
brokerage appears to be a coping mechanism. Where brokerage gave rise to
additional monetary costs, businesses owners regarded this as money well spent.
It was also apparent that in many cases the brokerage was provided as a favour
on account of a family or friendly relationship, thus the monetary cost of
compliance was not at ‘market’ rate. The reasons for brokerage varied from
time constraints and being otherwise occupied running the business (time and
opportunity cost) to feelings of uncertainty and/or inadequacy (psychological
cost).

Businesses that felt comparatively less stressed about tax compliance were those
that expressed trust in their accountant; or in the adequacy of their own reporting
systems. The owner’s attitude towards the accountant and to bookkeeping
practices would appear to affect the psychological cost of compliance.

Business owners who felt that their tax compliance activities were a ‘nuisance’
rather than a stressful activity were more likely to be those who did not have
employees, a SMSF, cashflow constraints or profitability concerns.

Age, gender or turnover did not appear to be related to the reporting of stress.

Compliance costs appeared to be higher where businesses supplied goods or
services interstate (or overseas).

Businesses that had set up post GST, and who were engaged with the tax
system, appeared to be less stressed by their tax compliance obligations than
were their pre-GST counterparts.

Businesses that managed their own superannuation funds (SMSF) found the
related compliance requirements difficult. Otherwise, choice of business
structure did not appear to be a driver of compliance costs (at least not in terms
of stress or time).

Small business did not appear to have compliance cost issues in respect of FBT.
It appeared that, as a coping mechanism, they actively managed their affairs in
order not to have to deal with the compliance costs of this regime.

Uncertainty of the differentiation between an employee and a contractor for tax,
superannuation, WorkCover and workers’ compensation insurance purposes was
a common theme and a clear driver of compliance costs (and of the costs
associated with overcompliance) and a deterrent to employing workers (and
apprentices).
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10. Uncertainty as to correct awards and rates caused stress (and took too much time
to resolve with certainty) where businesses employed staff. Many businesses
coped with this compliance cost by paying over the award.

11. The calculation of WorkCover charges was difficult and required future
predictions to be made.

12. There was some resentment evident in respect of the payment of workers’
compensation insurance. It was regarded as expensive. It was also felt that its
administration could be improved (in relation to 9 above and also in respect of
the calculations required).

13. Employees having a choice of superannuation fund caused additional
compliance costs (to the employer).

14. Having to pay small amounts to superannuation funds (in the case of casual
employees) and having to make superannuation payments on time caused
additional compliance costs (time and stress).

15. The need to comply with OH&S laws (and many other non-tax regulations) was
acknowledged, but compliance was not a priority.

16. Different industries appeared to have different issues in terms of regulations
(other than tax and those related to employment issues) that imposed a
compliance cost burden. Agriculture and industries with licensing requirements
(such as hotel, preschool) appeared to be the most affected in this regard.

17. The most widely held view was that tax compliance activities did not give rise
to incidental benefits to small business (in that they felt they monitored business
performance anyway), other than perhaps to make the preparation on the annual
income tax return easier (not a benefit as such, but more so a reallocation of
time spent).

This interim report was discussed with the Board of Taxation at its meeting on 21 July
2006. At that meeting it was felt that further consultation would be required with small
business representative bodies, as well as with industry bodies. If possible, consultation
would take place with ATO small business consultative groups prior to the finalisation
of the scoping study. Wider consultation (for example, with industry bodies) would
best be conducted following the presentation of the final report.
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4.2 Refined Stage

In accordance with grounded theory and matrix analysis, the seven matrices based on
the interviews with small business proprietors were then refined into one matrix around
five themes with the focus being on the drivers of compliance costs and understanding
the causal relationships. This matrix is presented as Table 4, commencing on the next
page of this report. The five themes, as listed below, represent a refinement of the
seventeen areas of interest previously identified.

Compliance costs driven by how obligations are met (practices).
Compliance costs driven by industry issues (inherent).
Compliance costs driven by having staff.

Compliance costs driven by non-tax obligations.

Perceptions and attitudes of small business operators.

SNk W=
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Final Report: Scoping Study on the Compliance Costs of Small Business

4.2.1 Compliance Costs Driven by How Obligations are Met (Practices)

This section of the matrix includes key words to signify the features of how the
businesses operated that appeared to be most relevant to their compliance costs. The
features herein included the type of accounting system (manual, computerised,
combination) and the extent to which it was integrated into the day-to-day business
activities. Integrated systems were those that directly captured transactional
information (for example, software or hardware was used to produce tax invoices at
point of sale). Combination systems (for example, hand written invoices that were
subsequently entered into a computerised accounting system) tended not to be
integrated and required the reprocessing of transactional data. The regularity of internal
reporting (usually in the form of bank reconciliations) is also shown.

The parties performing various compliance functions are identified including the use of
external bookkeepers (ext BK), internal bookkeepers (int BK) and accountants (ACC).
The regularity of business activity statements (BAS) is shown, as is the party
responsible for their completion and the relevant costs (usually monetary). Where
information was available regarding the nature of the relationship between the business
and its external bookkeepers and/or accountants it is reported. Turnover (TO) is
reported where disclosed.

4.2.2 Compliance Costs Driven by Industry Issues (Inherent)

This section of the matrix includes key words to signify the business structure
(including franchise arrangements), the existence of a self managed superannuation
fund (SMSF) where appropriate, and whether the business was established pre- or post-
the introduction of GST. Other features considered to be appropriate here are recorded
such as the type of supplies made, the existence of industry specific software, and any
unusual record keeping requirements or compliance cost issues (whether start up or
ongoing) or trading patterns (for example, export, interstate) that were identified by the
business. Incidental costs and benefits of compliance activities are also recorded in this
section.

Note that no patterns of behaviour could be ascribed to the gender and age of the
interviewee, or the location of business hence this information is generally not reported
in the matrix.

4.2.3 Compliance Costs Driven by Having Staff

This section of the matrix highlights the key features of compliance costs related to
having staff (includes employees and contractors) as reported by the businesses
interviewed. Where no staff was employed in the business, N/A (not applicable) is
shown. The features shown in this section generally relate to payrolls, awards,
superannuation (super), workers compensation (workers comp), and WorkCover.

4.2.4 Compliance Costs Driven by Non-tax Obligations

This section of the matrix highlights the many non-tax obligations with which
businesses are required to comply. These range from meeting standards imposed by
professional bodies (for example, barrister), to satisfying licensing requirements (for
example, preschool, taxi driver) and meeting the requirements of local councils. Of the
government regulations reported, they were more so imposed at the state and local
level. In some cases (for example, the three agricultural businesses) these obligations
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appeared quite significant. Businesses generally acknowledged that they had
obligations under occupational health and safety (OH&S) though few were in a position
to know what they were. Of those that did have a greater awareness (for example,
builder) they felt that the regulations were unworkable for small businesses.

4.2.5 Perceptions and Attitudes of Small Business Operators

In this section of the matrix the perceptions and attitudes of small business to tax
compliance (and to paying tax) and the costs imposed are captured. Where costs were
incurred, their nature is reported. The relativity of the burden imposed by tax
compliance compared to other compliance obligations is also reported.

4.3 Deeper Analysis

The incidence and extent of tax compliance costs were varied. Given the level of
outsourcing of tax compliance activities, small businesses incurred not insubstantial
monetary costs, but very few appeared to be overly concerned by this impost. Of
greater concern appeared to be the amount of their own time that was required to be
spent on compliance activities and the stress that resulted. That is, their focus was
clearly on running their business and unnecessary diversions were not welcomed.

4.3.1 Influence of Practices

In mapping back, businesses that had computerised and integrated accounting systems
required less of the interviewees’ time in fulfilling tax compliance obligations and stress
was less evident (and in some cases, attitudes to tax compliance were in fact very
positive). A good example of this influence is in the case of the two franchisees, but
there are also many other examples amongst the interviewees (for example, the picture
framer and the meat wholesaler). The exceptions to this general principle were the
hotel and the petrol station — both businesses at the larger end of the small business
spectrum (in terms of turnover). That is, turnover may well have been a contributing
factor. However, both these businesses had considerable non-tax compliance
obligations to manage also, thus indicating that industry-specific issues may also be a
contributing factor.

Where the compliance activity was brokered (to a bookkeeper or accountant) the extent
to which the relationship was a positive one did appear to impact on the attitude of the
owner/operator. For example, where there was a lack of confidence or trust in the
accountant or bookkeeper (i.e. the burden not shared), interviewees (for example, the
upholsterer; the sheep grain cattle farmer) reported greater stress and resentment of
compliance requirements and/or paying taxes or dealing with the ATO in general.

The influence of brokerage was also relevant in the case of manual accounting systems.
Interviewees with manual and/or non-integrated accounting systems that they managed
themselves (including preparation of BAS) did report uncertainty and frustration more
so than other interviewees. Those business using manual systems that brokered the
BAS to an accountant with whom they had a positive relationship, did not find tax
compliance stressful or time consuming.

Many businesses, particularly those with computerised integrated systems, were

producing regular reports for management purposes, more regularly than required for
the BAS. In these cases where the BAS was produced in-house, there were negligible
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costs or benefits arising from tax compliance. However, where the BAS was done
externally and at a monetary cost, there was some resentment of the impost.

4.3.2 Influence of Inherent Factors

Interviewees that had SMSF did find the compliance obligations complex and usually
left them to their accountant to manage. The exception to this principle was the
barrister who managed his own fund, but did report that the time involved in
compliance activities was a substantial cost. Many small businesses were incorporated,
but relied on the accountant to ensure that the related compliance obligations were met.

Whether the business was established pre- or post- GST did not appear to be influential
in terms of the incidence and extent of compliance costs or the attitude of the
interviewee. In contrast, the type of supply did appear to be influential. The two
businesses with GST free supplies (the greengrocer — long established and using manual
systems, and the meat wholesaler - newly established and using integrated computerised
systems) both felt very positive towards GST and BAS. The implication here is that the
interviewees’ perception of compliance costs was influenced by having to pay the tax
itself (or get a refund as in the case of the greengrocer and meat wholesaler). This may
also explain why the petrol station and hotelier both had negative feelings. The cost of
compliance and the payment of tax itself have become merged in their minds.

Businesses that had franchisor support or industry software did appear to be less
concerned by their tax compliance obligations. The apportionment of GST across
private and business expenditure was raised by a number of interviewees as a
compliance issue that took time to resolve — but this appeared to be related to specific
industries where travel for business was more prevalent. Specific industries — such as
viticulture, did appear to have quite complex tax issues in calculating GST and in
fulfilling their tax compliance obligations. Small businesses that engaged in export did
also appear to have more complex tax compliance obligations.

As to whether or not incidental benefits arose from fulfilling tax compliance
obligations, there were mixed responses from the interviewees. In mapping backwards,
interviewees who had integrated computerised systems or combination non-integrated
systems did generally report that the BAS compliance activity did not ‘add’ anything to
their business. The only exceptions to this finding were the farmer who used the BAS
figures for a benchmarking study, and the meat wholesaler who had cashflow issues and
welcomed his monthly GST refund. The interviewees who felt the BAS compliance
activity did provide an incidental benefit were more likely to be those with manual
systems who found it did force them to ‘do the books’ more often rather than leave it to
the end of the year.

4.3.3 Influence of Staff

The term ‘staff’ is used broadly here as many of the business used employees and
contractors, but were unclear of the distinction. Having staff did add to compliance
costs — virtually every interviewee with staff had compliance issues. The easiest
situations were where there were fewer staff members, there were fewer awards
applicable, there were no fringe benefits or salary packaging available, and where a
liability for superannuation arose, all payments were made to the one fund. Employers
had often developed coping strategies. For example, many paid over the award; fringe
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benefits or salary packaging were virtually non-existent; choice of superannuation fund
was discouraged; contractors were engaged rather than employees; and employment of
apprentices or non-family members was constrained.

More difficult situations that could not be so managed did cause considerable
compliance costs. For example, the complexity of the terms and calculations for
workers’ compensation was commonly raised, as was its cost. Many businesses were
unsure of which ‘staff” needed to be included in these calculations. It appeared that
there may have been an extent of over-compliance (in terms of monetary costs) in this
regard in addition to the time spent on the paperwork. The situation was further
compounded when businesses had interstate operations as the workers’ compensation
rules vary.

A number of the ‘staff” issues (superannuation for casuals, workers’ compensation)
were rated more highly by some interviewees than was tax compliance in terms of the
overall costs incurred.

4.3.4 Influence of Non-tax Obligations

Most of the compliance cost issues reported were in respect of obligations imposed at
the state and local government level. Those interviewees engaged in agriculture
(including viticulture) did appear to be faced with a considerable compliance burden (in
terms of time dealing with the volume of rules relating to obligations) that did not
appear to be co-ordinated by the external parties responsible for enforcement.

Dealing with local councils did appear to be problematic for many of the interviewees,
especially for those whose business took them across councils (such as the builder).
Rules appear to change frequently and to be inconsistent. Considerable time and money
was spent on dealing with local councils and this was a cause of frustration for some
interviewees (for example, the caf¢).

Most interviewees were conscious of the existence of OH&S obligations, but usually
only in a broad sense. Those interviewees who did appear to have a more informed
understanding of their OH&S obligations insisted that the requirements were
unworkable for small businesses.

Where non-tax compliance obligations were a part of licensing requirements (for
example, the preschool, the swim school, the taxi driver), they were taken more
seriously.

4.3.5 Influence of Attitudes

Interviewees were asked to rank the most costly compliance activities that were
required of them. For some, tax compliance activities are the most stressful and time
consuming of their compliance obligations. There were others who were more
concerned about running their business, keeping their licence and managing their
cashflow. There were several for whom tax compliance was not an issue (though it is
noted that at least one of these was not registered for GST).

Overall, it would be reasonable to conclude that the cost of tax compliance (time,
money and stress) is a concern for small business. Time appeared to be the most
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important cost as it keeps the small business owner away from operating the business.
However, there were many non-tax obligations imposed on small business that added to
the compliance burden.

4.4 Conclusions

From this study and the discussion thus far, five theories, grounded in the experiences
of the interviewees, are proposed:

1.

The nature and scale of the small business and the extent to which it has a
computerised and integrated accounting system in place, influences its tax
compliance costs.

Small businesses tend to broker their tax compliance obligations to external
parties so as to minimise their personal time involvement. That is, they
value their time input in running their business above the monetary costs of
compliance incurred on brokerage. They pay willingly for this brokerage
where they feel confident in the standard of advice and service provided.

While all small businesses incurred tax compliance costs, they are not an
issue for all small businesses nor necessarily their major compliance cost
concern.

Compliance with other non-tax regulations does impose a substantial
burden on small business, particularly those businesses that employ others,
operate in varying locations or are engaged in agriculture. These non-tax
regulations are generally at state and local government levels. It is the
breadth and complexity of these regulations that are of major concern to
small business, and in addition, in respect of workers’ compensation, its
cost. Small businesses generally would be in breach of OH&S regulations.

There are limited incidental benefits perceived by small business in respect
of tax compliance.
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5 Comparative Analysis and Theory Validation

Having developed the five grounded theories, they were then compared to the existing
body of literature, to the submissions to the Banks Taskforce and to the Board of
Taxation, and to the interviews conducted with the accountants as part of the scoping
study (Table A8 refers). Internal research by the Australian Taxation Office was also
considered. This comparative analysis is an important part of ascertaining the validity
(or otherwise) of the theories developed in the scoping study.

5.1 Business System

The nature and scale of the small business and the extent to which it has a
computerised and integrated accounting system in place, influences its tax
compliance costs.

This finding is consistent with the trends observed in previous studies, and with the
observations of the accountants interviewed.

Compliance costs tend to be higher for companies than for unincorporated entities. The
technical requirements of the business structure, such as ASIC compliance, tend to be
invisible to the operator, but they are reflected in higher external compliance costs.

The use of computers in the business environment has become increasingly common
since the early studies. Only nine of the 30 businesses interviewed in the current study
continue to rely on a solely manual system — and two of those were actively selecting an
appropriate computerised system. Computers, and appropriate software, are no longer
seen as only being needed by large businesses. This has led to the development of “off
the shelf” accounting software solutions which are marketed directly to small business.
While there are dangers in the use of such packages if they have not been set up
properly for the specific business, they have led to the proprietors of small businesses
having more access to their financial information. There are also many industry
specific packages now available, however there are still issues relating to the integration
of data with their accounting package.

The sample included businesses with very high numbers of transactions, eg the service
station and the hotel, as well as lower transaction rates. Businesses with a higher
turnover and transaction rate were more likely to be reliant on an integrated accounting
system. This increases the accounting transactional costs, but makes it more difficult to
isolate the compliance costs of the business.®

Glover and Tran Nam®' reported that the increased availability of computerised
accounting packages since the introduction of ANTS was perceived as a benefit by
some interviewees. The submission from MYOB to the Banks Taskforce™ reported
that while many firms are using computer accounting packages to prepare their BAS,
they do not always understand the details of the package that they are using. While the

80 See note 19.

81
Note 21.
82 Available at http://www.regulationtaskforce.gov.au/submissions/index.html (17/8/2006).
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records show a substantially accurate picture of the GST liability of the firm, the coding
of the statistical labels is not always correct.

The accountants interviewed reported that most clients are now using computer
software. This ranges from bank coding software to full accounting software packages.
Accountant 1 does not take on clients who do not maintain their records electronically,
while the service offered by Accountant 2 includes setting up basic bank coding
software for the client. Two of the accountants observed that there are problems caused
by incorrect data entry.

Accountants 1 and 3 reported that the increased computerisation has shown some
incidental benefits to businesses as proprietors have more immediate access to financial
statements, and are more aware of how the business is performing.

The increasing use of computerised systems, while reducing compliance costs overall,
also contributes to the regressive impact of compliance costs. The cost of setting up an
appropriate system tends to be a fixed or stepped cost without reference to the turnover
of the business.

5.2 Brokerage of Compliance Activities

Small businesses tend to broker their tax compliance obligations to external
parties so as to minimise their personal time involvement. That is, they value
their time input in running their business above the monetary costs of
compliance incurred on brokerage. They pay willingly for this brokerage
where they feel confident in the standard of advice and service provided.

This is also consistent with previous studies. In its submission to this review, the Motor
Trades Association specifically commented on the level of reliance that its members
have on external services for record keeping as well as accounting advice.

Given that there is clearly a heavy reliance on the use of third parties for bookkeeping
services, this could arise from two key sources:

- Small business proprietors may be “opting out” of their obligations, on the basis
that they are confused by the technical requirements and would prefer not to
have to deal with them or are concerned that they will get it wrong
inadvertently; or

- Small business proprietors may make a decision that although compliance with
the requirements is within their capabilities, they can use their time more
profitably in dealing with the business activities: there is a marginal cost benefit
in brokering the compliance activities.

Both of these attitudes are reported in the literature. Based on our research, the latter
reasoning was more prevalent as a driver of compliance brokerage.

There is an almost universal reliance on external advisors for the preparation of annual
accounts and lodgement of income tax returns. It is at this level that many of the
complexities of the tax system are encountered. The submissions from the professional
bodies to the Banks Taskforce and this review; and the interviews with accountants
highlighted different issues to those raised with us directly by the small businesses that
we interviewed. For example, the issues raised in formal submissions included
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- the simplified tax system,*’

- payments to directors and Division 7A of the Income Tax Assessment Act
1936%,

- self assessment and penalties,®

- consistency of definitions.*

In discussions with the small business interviewees these issues did not arise. If
prompted most of the interviewees did not know whether they were affected by such
measures as these are among the matters that they leave substantially in the hands of
their accountants. This is consistent with Ritchie®” who was surprised by the finding
that one of the key reasons given for the use of an accountant by NZ small business was
the depreciation provisions.

The interviews with accountants showed a diversion in their approach to BAS
preparation. Accountant 1 does not usually prepare BAS for clients. The approach of
that firm was to reconcile the BAS with the income tax return, but not to review the
underlying data — even though she acknowledged that most clients don’t understand
what they are doing. Accountant 2 preferred to prepare the BAS from data coded by the
client. He observed that it was more cost effective for the client to have the accountant
prepare the BAS, when compared with the cost of having the accountant do an audit to
correct errors. Accountant 3 would prepare BAS if required, but it represented a small
proportion of the firm’s work as most clients did it ‘in-house’.

The major work done by all of the accountants for their clients was the end of year
financials and tax accounts. This involves examination of issues such as eligibility for
the simplified tax system. Accountant 2 has developed a series of worksheets to assist
in working through these issues, for use within the accounting practice. Accountant 1
and accountant 2 also provide clients with a number of tools to simplify the record
keeping burden, such as a spreadsheet to track payroll and superannuation requirements.

Clients do not always fully understand the issues that the accountants raise with them,
particularly when the client is expected to make a choice or decision, and they may
project their frustration with the complexity of the taxation system onto their
accountant. Accountant 2 reports having lost a client after assisting them through a
complex audit, apparently due to a perception that the accountant was responsible for
the issues that arose.

The accountants interviewed did report that some clients resent paying the accounting
fees that result from complexities in the system. The time spent by accountants on such
issues will be reflected in the fees charged by the accountants, becoming part of the
compliance cost to the client. However, as reported by Accountant 2, they also resent
taking time away from their own business to do the compliance work. Accountant 1
notes that “there are too many other things for business to worry about and their

% See submissions from Australian Chamber of Commerce and Industry, Motor Trades Association of
Australia.

8 Taxation Institute of Australia; Institute of Chartered Accountants in Australia.

85 Taxation Institute of Australia; CPA Australia; Australian Chamber of Commerce & Industry.

% Institute of Chartered Accountants in Australia, Taxation Institute of Australia, ACT Office of Small
Business.

¥ Note 19 at p 312.
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expertise is not tax”. It appears that those businesses that use bookkeepers as an interim
step between their own record keeping and the accountant probably do so as a means of
containing accounting fees. Accountant 3 uses the business planning aspect of his work
to add value to the services provided to clients.

This puts into context the findings of Dirkis & Bondfield®® who reported that
compliance costs had increased post Ralph / ANTS. However this report examined the
impact of the legislative reforms, and was based on discussions with tax professionals
rather than a systematic direct survey of small business. While small business
proprietors are concerned about the complexity of the tax laws, they limit the psychic
cost by contracting out of it — thus converting the psychic cost to a financial cost. The
accountants do report, however, that clients will react adversely if they feel that the
level of accounting fees is excessive.

5.3 Scale of Concern

While all small businesses incurred tax compliance costs, they are not an issue
for all small businesses nor necessarily their major compliance cost concern.

The major Australian quantitative studies were undertaken prior to the introduction of A
New Tax System®. Following the period of transition to the New Tax System concern
by business over their compliance costs as such does seem to be decreasing. There is
still concern over the overall complexity of the taxation system, but small business
seems to be dealing with this by brokering out their obligation so that they can get on
with doing business.

The post ANTS studies” indicate that while compliance costs are still of concern to
small business, they have decreased from the transitional period, and can be expected to
continue to decrease.

When asked to rank the cost of their compliance activity the cost of completing the
BAS and GST were generally ranked among the highest in terms of time and financial
cost, consistent with the submissions to the Banks taskforce and this review. To some
extent this cost, particularly the time cost, was recognised as being a saving against time
that would otherwise be needed when preparing annual accounts. However the psychic
cost was more likely to arise from other compliance requirements.

As discussed above, the accountants interviewed have observed that some clients resent
the level of fees that are charged. This may be as it is a quantifiable, external cost that
becomes a focus of concern. This is consistent with the observations of Glover that
clients perceive accounting fees to have increased since ANTS.”!

% Dirkis, M and B Bondfield, “Small business: the first casualty of tax reform compliance”
http://www.taxinstitute.com.au/go/seminar-papers/small-business-the-first-casualty-of-tax-reform-
compliance-a-qualitative-study pp 21-23.

% Evans note 9 analysed data collected in 1995; Wallschutsky note 14 collected data in 1992; Pope
conducted surveys over the period from 1986 to 1991.

% ACCI note 24 has conducted both pre and post ANTS data, Glover note 21has examined 1999 to 2002
°! See note 21 at 247.
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There does seem to be an attitude that small business is getting on with business, and
while they may grumble about the compliance burden, it is seen as part of the
environment of doing business.

5.4 Non Tax Compliance Costs

Compliance with other non-tax regulations does impose a substantial burden
on small business, particularly those businesses that employ others, operate in
varying locations or are engaged in agriculture. These non-tax regulations are
generally at state and local government levels. It is the breadth and complexity
of these regulations that are of major concern to small business, and in
addition, in respect of workers’ compensation, its cost. Small businesses
generally would be in breach of OH&S regulations.

Other compliance concerns are ranked more highly by small business than the cost of
compliance. In particular, issues related to employment such as workers’ compensation
and superannuation guarantee charges rank very highly on the list of concerns of small
business. These concerns were also reflected in the submissions to the Banks
Taskforce.

- Workers’ Compensation’” - the particular concerns in relation to
workers’ compensation relate to the method of estimating premiums,
then confirming them subsequently, particularly as the insurance period
does not coincide with a standard accounting period.

- Superannuation Guarantee’- in particular, the implementation of the
choice regime was seen as imposing an administrative burden, although
only two of the businesses interviewed were dealing with multiple
superannuation funds.

- Self Managed Superannuation Funds - were also poorly understood.

- Contractor v Employee differentiation’® — employers tended to either
accept the contractor’s status at face value, or treat all workers as
employees.”

There are some areas where small businesses take a pragmatic approach and effectively
implement systems to limit exposure to certain burdens. In particular:

- FBT is raised regularly by industry organisations as a problem for small
business, within the scoping study only four businesses reported
providing fringe benefits, and three of those did not pay FBT as the
benefit was structured to limit exposure. This is consistent with the NZ
experience, as reported in by Colmar Brunton,”® that businesses are more
likely to provide fringe benefits as the number of employees increases.

%2 Starkis Design, Submission to the Banks Taskforce.

% Australian Chamber of Commerce and Industry, MYOB, Council of Small Business of Australia ,
Restaurant and Catering Australia, National Institute of Accountants, Taxation Institute of Australia.

% Starkis Design, Submission to the Banks Taskforce; CPA Australia; Institute of Chartered Accountants
in Australia.

% It is noted that legislation has been introduced to address this issue, however as it retains the common
law test for determining whether a person is at law a contractor, it is unlikely to assist in alleviating the
existing confusion.

** Note 23 at 112.
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- Occupational health and safety regulations was an area where some
small businesses did report psychological costs. The main concern was
that they could not keep up with, and comply with, all of the necessary
regulations. However, they tended to be pragmatic about the issue.
None of the interviewees reported accidents that could be attributed to an
unsafe workplace.

- Award or over award wages were usually paid as a means of working
around the industrial relations system.

All accountants interviewed reported dealing regularly with issues unrelated to income
tax, GST or BAS. Clients contact their accountant for advice in relation to specific
queries, such as unusual payroll transactions. Particular reference was made to
superannuation, employee / contractor distinction, workers’ compensation, occupational
safety and health, and land tax. Land tax was raised by two accountants, probably as a
localised response to the recent NSW land tax changes.

Fringe benefits tax and payroll tax were less of an issue, as fringe benefits were usually
limited to the proprietors or a reimbursement arrangement was implemented. Most
small businesses are below the payroll tax threshold.

ASIC requirements were generally managed within the accounting firm by the use of an
employee with a specific job description relating to ensuring that clients comply with
the ASIC reporting requirements; such as lodgement of returns and notices of changes
to the registration details.

It was found that the most onerous requirements tended to be industry specific
requirements. This may have been because there are limited opportunities to broker
such maters out to third parties. The three interviewees from the agricultural sector
reported a particularly heavy burden in complying with environmental and development
regulations.

The interviewees included only one business trading across jurisdictions, but the lack of
harmonisation between states in relation to workers’ compensation was an issue. This
was also raised by one accountant interviewed and in submissions to the Banks
Taskforce and to the Board of Taxation (ACT Office of Small Business, I[CAA,
Corporate Taxpayers Association).

5.5 Incidental Benefits

There are limited incidental benefits perceived by small business in respect of
tax compliance.

It is difficult for business to separate tax compliance costs from general accounting
activities. The diary methodology used by Ritchie’’ attempted to separate tax and
accounting functions, and found that the additional time spent on tax compliance was

7 Note 19.
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relatively small as the accounting activities were required as a part of good business
practice.

The benefits noted by our interviewees tended to relate to access to up to date financial
data; the use of computer accounting packages; and the effect of spreading the work
into quarterly periods rather than an annual task.

This was confirmed by the accountants interviewed, who noted that the increased
computerisation has shown some incidental benefits to businesses as proprietors have
more immediate access to financial statements, and are more aware of how the business
is performing.

A number of small business interviewees, notably the franchisees and the hotelier,
prepared regular statements for management purposes and on that basis did not note any
managerial benefits from their tax compliance requirements.

6 Conclusions
The refinement of the matrix resulted in the following five theories being proposed:

1. The nature and scale of the small business and the extent to which it has a
computerised and integrated accounting system in place, influences its tax
compliance costs.

2. Small businesses tend to broker their tax compliance obligations to external
parties so as to minimise their personal time involvement. That is, they
value their time input in running their business above the monetary costs of
compliance incurred on brokerage. They pay willingly for this brokerage
where they feel confident in the standard of advice and service provided.

3. While all small businesses incurred tax compliance costs, they are not an
issue for all small businesses nor necessarily their major compliance cost
concern.

4. Compliance with other non-tax regulations does impose a substantial
burden on small business, particularly those businesses that employ others,
operate in varying locations or are engaged in agriculture. These non-tax
regulations are generally at state and local government levels. It is the
breadth and complexity of these regulations that are of major concern to
small business, and in addition, in respect of workers’ compensation, its
cost. Small businesses generally would be in breach of OH&S regulations.

5. There are limited incidental benefits perceived by small business in respect
of tax compliance.

Comparative analysis was undertaken to test these theories against the key themes that
emerged from the literature review, submissions to the Banks Taskforce and the Board
of Taxation, and to the accountants interviewed.. The findings and themes from these

various sources are consistent with the theories proposed.
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The literature shows that computers are becoming an integral part of business
management, including record-keeping; which is consistent with theory 1, that the
extent of computerisation impacts on small business compliance costs. This was
supported by accountants who reported that most small business now use some form of
computerised records. Businesses with higher level of transactions were more reliant
on integrated computer systems which provide information for management purposes as
well as compliance.

The second theory is also consistent with the literature, which shows that small
businesses are willing to engage third party support to assist with their compliance
obligations. This may be a response to either time and/or psychological costs in dealing
with their tax compliance obligations. However, the interviews with accountants
indicated that some clients expressed concern over the level of fees charged. The
proposed theory is qualified to the extent that small business is not always satisfied that
value for money is received, which may be because small business does not recognise
the complexity of the issues that the accountant is required to address. That is, small
business is prepared to broker its compliance obligation and incur the cost, but do not
necessarily feel that there is much choice in the matter.

The third theory was also qualified by the experience of accountants in relation to
concern over fees. However it appears that the attitude to compliance costs is similar to
other business expenses. It is a necessary cost of doing business that small business
will contain where possible, and therefore they will question those costs where the costs
seem excessive, as they would in relation to other business costs.

Other costs, particularly employment related costs, were clearly a major source of
compliance cost, as proposed in theory 4. While such costs may not be as large as the
tax compliance cost, they are more time consuming for small business to deal with.
This may be for a number of reasons, for example because these issues are more
complex than mere record keeping; small business is less familiar with the requirements
as they arise less frequently, or because they cannot be brokered out to a third party.
The accountants confirmed this through their discussion of the matters on which they
are asked to advise.

The main incidental benefit that arises through compliance obligations is improved
managerial reporting. There is a difference of opinion here between the accountants
and the small business interviewed. While accountants report having seen
improvements, small business tended to claim that these reports would be prepared
without the compliance obligation. This is consistent with the difficulties experienced
in other studies in separating compliance functions from other functions.

The theories stand up to validation against the literature, the accountants interviewed
and the submissions to the enquiries.

6.1 Strengths and Weaknesses

The strength of qualitative research is that it allows the researcher to explore the issue in
more depth, gaining an understanding of why and how compliance costs are incurred,
and how they affect business, as compared to quantitative research which explores what
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the costs are and attempts to quantify the issue. Qualitative research is useful in trying
to understand the reasons behind specific behaviour.

In terms of data collection, qualitative research traditionally employs methods that are
interactive and people-orientated, including open-ended interviews and observations, in
the interviewee’s normal work setting. This enables the researcher to study the context
or setting of the interviewees, to collaborate with them, and to collect and interpret their
meaning. Joining them in the business environment assisted the business proprietor to
participate fully, and assisted the researchers in identifying areas of high compliance
activity through observation and discussion.

The main advantage of personal in-depth interviews is that they allow participants to
provide their own subjective meanings and interpretations and are thereby most
compatible with a grounded theory approach. A major limitation of in-depth interviews
is that they are time consuming and require the interviewer to be highly skilled and
sensitive. The use of three interviewers was necessary to ensure the project could be
completed within the required time frame.”® The use of more than one interviewer can
affect the quality of the data, so this issue was addressed by the use of a standard
interviewing protocol, and by regular debriefings between all team members. All
transcripts were coded by the one research to ensure consistency, which also improves
the reliability of the findings.

In depth interviews require the interviewers to remain objective. This was addressed by
setting the protocol and allowing the interviewee to do the talking in his or her own
words, and in his or her own setting. This approach gives the researchers, and thus the
Board of Taxation, access directly to views and practices of the small business
proprietor without excessive filtration and interpolation of that data.

A disadvantage as a result of using the interview method for data collection, and of
qualitative research generally, is that the sampling of businesses was necessarily
limited. The selection of interviewees was through convenience sampling (driven by
time constraints), which did limit the ability to select a wide cross section of the
business community. In turn, this raises the question of the extent to which the theories
derived in this manner can be applied more broadly. That is, how far can the results be
generalised?

At all stages in the research the necessary steps have been taken to ensure the reliability
and external validity of the findings of the scoping study. Reliability has been
addressed in ensuring that the process of the study (as described in detail throughout
this report) has been consistent and stable across researchers and methods. External
validity has been addressed by undertaking the comparative analysis of the theories
developed in the scoping study to other sources.

Qualitative findings can only be made on the basis of the population studied and thus
the theories developed in the scoping study are grounded in the views and practices of
the small business proprietors that were interviewed. The extent to which these theories
would apply to all business proprietors in Australia is not known. However, the more

% Only two weeks were available to conduct the thirty interviews.
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sources to which the findings of the scoping study are compared and found to ‘fit” then
external validity and generalisability can be further enhanced.

6.2 Further Research

This research was commissioned as a scoping study to identify the information relevant
to the terms of reference of the review. In accordance with the terms of the tender, the
sources of small business compliance costs (with a particular emphasis on tax
compliance costs) have been studied using a qualitative research design and the output
presented in matrix form.

In the meeting with the Board of Taxation on 21 July 2006 further avenues for
developing the research were discussed including the possibility of consulting with the
Taxation Commissioner’s small business reference groups. Unfortunately their meeting
dates were such that this could not be scheduled prior to the date for completion of the
scoping study. The next stage of the research should involve testing the theories
against:

1. Small business representative bodies” and

2. Business and professional representative bodies, which should also address the

perception differences between small business proprietors and their advisors.'”

Another issue that emerged from the study is the role of computers and accounting
software in record keeping and in meeting compliance obligations. Further research
should be undertaken in this area in that appropriate technology and/or training may
offer potential to reduce the compliance cost of small business.

% For example the ATO Small Business Reference Group.
1% For example, there may be a relationship between the low take up rate of the simplified tax system, the
perception of complexity by advisors and the lack of awareness by small business proprietors.
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Attachment 1:

SUBMISSIONS

in relation to the

SMALL BUSINESS TAX COMPLIANCE COSTS STUDY

No. Submitting Organisation Date Received
1 Institute of Chartered Accountants Australia (ICAA) 24/02/08

2 Motor Trades Association of Australia (MTAA) 27/02/06

3 Tax Institute of Australia 27/02/06

4 Australian Chamber of Commerce & Industry 08/03/06

5 Penna Michael (Alistair Michael) 18/04/06

6 Restaurant & Catering Australia 18/04/06

7 CPA Australia 28/04/06

8 Council of Small Business Associations in Australia 05/06/06

(COSBOA)

A late submission was received from Mr Sumner-Potts on 03/05/06.

Page 55




Final Report: Scoping Study on the Compliance Costs of Small Business

Attachment 2

THEME LIST:

1. CHARACTERISTICS OF THE BUSINESS
Develop a broad understanding of the nature of the business, its activities, structure,
turnover, number of employees, life cycle phase, decision-making processes and other
features that could be related to its compliance costs.

2. SOURCES OF COSTS

What compliance activities (based on the three categories below) are being undertaken,
when did they commence, how often are they done, and why?

- Compliance activities specifically undertaken as a result of tax regulation
- Compliance activities specifically undertaken as a result of other regulations

- Compliance activities incurred for other reasons

3. NATURE OF COSTS

For each compliance activity identified, estimate the relative ‘costs’ (may include time,
monetary or psychological)

Which activities are the most ‘costly’? (use ranking)

What causes the costs?

Which costs are one-off as opposed to recurring?

Which compliance activities are undertaken within the business and which are
undertaken by external parties (such as accountant, solicitor, bookkeeping services).
Why are external parties used?

4. INCIDENTAL BENEFITS

Are there any incidental benefits that arise from any specific compliance activity?
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