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Executive Summary

The CFMEU welcomes the opportunity to make a submission to this post-implementation Review
into the provisions relating to the alienation of personal services income (APSI). We believe this
Review is long overdue, the Report of the Cole Commission having recommended such a review be
conducted after June 2003; and our submissions over many years pointed to clear evidence of
serious deficiencies in the operation of these provisions.

The purpose of the Review is to gauge how effective the legislation has been in delivering the policy
intent; identify any problems with the operation of the rules; and to consider options for improving
the rules. The legislation is the New Business Tax System (Alienation of Personal Services) Act 2000.

The policy intent of the 2000 legislation can be summarised as being to:

e Achieve projected tax revenue gains

e Improve equity in the tax-transfer system

e Reduce the extent of bogus contracting, where persons providing services in an employee-like
manner are treated as contractors rather than employees for tax purposes.

Effectiveness of legislation
On the available evidence, the legislation has failed to achieve its policy intent.

Projected increased revenue from the alienation measure was $1.43 billion over 4 years,
commencing with $190 million in 2000-01 rising to $515 million in 2003-04.

It is impossible to say whether the projected tax revenue gains claimed for the measures have been
achieved or not. The ATO has not published data and analysis on actual revenue gains, despite
repeated commitments to do so. It is also not possible to assess whether the 2000 APSI measures
have been more or less effective than the PPS arrangements they replaced.

In June 2005, an ATO Deputy Commissioner said that overall compliance with the alienation
measure was “at a satisfactory level.” This implies it was collecting the amount of tax that it should
have been collecting. But this is difficult to reconcile with the Deputy Commissioner ‘s evidence one
year earlier, that non-compliance with tax requirements generally in the building and construction
industry was a “significant” and “severe” problem.

The available evidence suggests that the incidence of bogus contracting has not been reduced since
2000, but has at best been stable and may have increased.

e [n 2009, the culture of “no ABN, no start” remains widespread in construction and elsewhere. It
is still commonplace for job advertisements to specify that applicants “must have an ABN” for
labouring and other jobs, including where the remuneration is quoted as an hourly wage. There
is apparently little fear of ATO action against blatant breaches of the alienation legislation.

e  Until March 2009, ABNs were still being issued to categories of workers whom the ATO considers
employees for tax purposes, like apprentices, trades assistants and labourers.
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e A 2008 ABS survey shows the estimated number of dependent contractors has increased to
338,300 (35% of all ‘independent contractors’) if defined as those not able to subcontract their
own work, and 260,500 on a more conservative definition (27%). These are considerably higher
than Productivity Commission estimates of 230,000 dependent contractors in 2001.

Equity in the tax-transfer system has been reduced, not improved, as a result of failure to achieve

the policy objectives of the legislation.

Problems with operation of the rules

The failure to achieve the policy intent of the APSI legislation is a direct result of problems with:

e The rules allowing easy access to ABNs.

e The 2000 PSI rules and associated tests.

¢ The relatively low level of ATO compliance activity in this area.

These flaws seriously undermine the ability of the legislation to curtail the significant tax avoidance
that the Ralph Review and the earlier Labor government warned of.

Improving the rules

The CFMEU submits two options for improving the rules and better achieving the policy intent of this
legislation.

Our preferred option requires a complete overhaul of the current legislation and rules. The
“Construction Industry Worker Deeming Proposal” will deem all workers in the construction industry
as employees for tax purposes unless they can pass a more stringent business test.

This option has precedents both in Australia (the Queensland Workers’ Compensation and
Rehabilitation Act 2003 (Qld Act) and overseas (a proposal of HM Treasury in Britain specific to the
construction industry).

The second option is to keep the current system and to improve its integrity, though the following
changes:

ABNs

There needs to be a systematic attack on the “no ABN, no start” culture in the construction industry
and elsewhere.

e The issuing of ABNs should be further constrained, including through regulation.

e Tighter eligibilitity criteria should be considered for issuing ABNs to temporary visa holders (eg
457 visa workers, Working Holiday Makers, overseas students) with a higher risk of tax
avoidance/evasion or workplace exploitation.

e All applicants for ABNs should be required to demonstrate through tangible evidence based on
more stringent tests that they are in fact operating a business. This should include testing
whether applicants are operating in an employee-like manner, based on the criteria set out in
the 1999 Ralph Review.

e All ABNs already issued to apprentices, trades assistants and labourers between 2000-09 and
still current should be cancelled. This is consistent with the March 2009 changes to ABN
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eligibility rules which (if properly enforced) prevent ABNs being issued to these categories of
workers from that date,

o The penalties for making false (or misleading) declarations in order to obtain an ABN should be
substantially increased for both individuals and their advisers.

Legislation changes re APSI rules

e The test for determining whether income is to be treated as personal services income for
income tax purposes should be changed. Currently it is whether the contractors are operating in
a “business-like manner”. It should be changed to include whether contractors are operating in
“an employee-like manner”, as recommended by the 1999 Ralph Review.

e The criteria suggested in the Ralph Review — for operating in “an employee-like manner” —are
more appropriate and comprehensive than the distinct, separate and inappropriate tests now
enshrined in legislation. The Ralph Review criteria should be adopted.

e The requirement that the contractor needs to satisfy only one of the multiple tests set out in the
legislation to qualify as a business is not sufficiently demanding.

o The tests suffer from a number of significant flaws:

The unrelated clients test fails to catch a high proportion of the building industry workers who
change employers at least once a year, and having more than one employer per year does not
change the nature of employee-like work.

The employment test should exclude associates, thus preventing income splitting.

The business premises test needs to be tightened so would-be contractors may not erect
artificial “premises” to satisfy the test.

1. Introduction - Purpose of Review
The CFMEU welcomes the opportunity to make a submission to this important post-implementation
Review into the provisions relating to the alienation of personal services income (APSI).

The purpose of the Review is to gauge how effective the legislation has been in delivering the policy
intent; identify any problems with the operation of the rules; and to consider options for improving
the rules. The legislation is the New Business Tax System (Alienation of Personal Services) Act 2000.

The Board of Taxation’s Information Paper on the Review states that:

The Alienation of Personal Services Income provisions are integrity rules designed to address both the
alienation of personal services income through interposing an entity and the capacity of individuals
and interposed entities to claim higher deductions than employees providing the same or similar
services. The provisions were introduced in 2000 and their effectiveness has not been formally
reviewed.!

In conducting the review, the Board is to have regard to the Government's taxation review headed
by Dr Ken Henry.

! Board of Taxation webpage, Post-implementation review into the alienation of personal services income rules,
http://www.taxboard.gov.au/content/post_imp_alienation.as
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The CFMEU has a strong interest in the APSI measures. The building and construction industry was
one of the main industry areas covered by the Prescribed Payments System (PPS) which the APSI
replaced. Today, the construction sector still remains by far the most significant area for
“independent contractors” as measured by ABS surveys. In November 2008:

e 32% of all persons employed in the construction industry in Australia were working as
independent contractors as defined by the ABS (312,000 out of 989,000 persons).

e  32% of all persons working as independent contractors in Australia (in all industries) were
working in construction (312,000 out of 967,100), even though construction accounted for only
9.3% of total Australian employment.”

The CFMEU believes this Review is long overdue. Our organisation has made submissions over many
years, pointing to clear evidence of serious deficiencies in the operation of these provisions. We also
note that the February 2003 report of the Royal Commission into the Building and Construction
Industry (the Cole Commission) recommended (Recommendations 126 and 127):

e The ATO review the impact of the Alienation of Personal Services Income legislation “after 30
June 2003 when it has applied to the building and construction industry for 12 months” and
critically examine the results of the review to determine the effectiveness of the legislation in
ensuring contractors in the building and construction industry comply with their taxation
obligations.”

¢ Reviewing entitlement to ABNs.?

2. The Policy Intent of APSI

The policy intent of the 2000 legislation was, according to the then Treasurer, “to improve the
integrity and fairness of Australia’s taxation system”. This would be achieved because:

This bill will prevent individuals reducing their tax by diverting the income generated by their personal
services to a company, partnership or trust and limit work-related deductions available in those cases
{and to an individual contractor in similar circumstances).*

The policy intent can be summarised as being to:

e Improve equity in the tax-transfer system

e Reduce extent of bogus contracting

e Achieve projected tax revenue gains

In relation to tax revenues, the then Treasurer said in 2000 that the government estimated increased
revenue of $1.43 billion over 4 years, rising to $515 million in 2003-04:

> ABS Forms of Employment Survey (FOES), November 2008. Cat 6359.0.

® Final Report of the Royal Commission into the Building and Construction Industry, Volume 8, Reform —
National Issues Part 3, February 2003, pp90-91.

* Mr Peter Costello MP, Second Reading Speech, New Business Tax System (Alienation of Personal Services
Income) Bill 2000, House of Representatives Hansard, 13 April 2000, p15975.



3 August 2009

The government estimates that the alienation measure will result in increased revenue of $190
million in 2000-01 financial year, $290 million in 2001-02, $435 million in 2002-03 and $515 million in
2003-04.°
The estimated revenue impacts of the alienation measure that the Treasurer announced in his
Second Reading Speech on 13 April 2000 were lower than those he released in November 1999. The
Treasurer’s November 1999 estimate was that the measure would recoup $1.87 billion over 4 years
and $2.4 billion over 5 years, rising to $530 million by 2004-05.° The main differences between the
two estimates are in the first two years of the scheme and may be due to the decision to exclude
building, construction and other contractors in PPS arrangements from the new APSI regime until
July 2002.
In his April 2000 Second Reading Speech on the 2000 APSI Bill, the then Treasurer Mr Costello also
said “the measures contained in this bill implement the Ralph review’s recommendations to address

the alienation of personal services income.”’

This is not accurate. The provisions of the bill differed from the recommendations of the Ralph
Review in several important respects. In particular, the Ralph review placed great emphasis on
testing whether the service provider operated “in an employee like manner as determined by a
range of specific criteria” (Recommendation 7.2). But the bill opted instead for a much weaker test
of whether the service provider was acting in a business-like manner, Recommendation 7.2 reads:

7.2 Payments in respect of personal services

That where a company, trust or partnership (the ‘interposed entity’) is, or is to be, interposed
between a person or entity requiring services (the ‘service requirer’) and the individual who
performs or is responsible for performing the services (the ‘service provider’), payments
received by the interposed entity in respect of the services be treated for income tax purposes

as the income of the service provider where:

(i) the interposed entity receives 80 per cent or more of its receipts in respect of personal
services, either directly or indirectly, from one service requirer, or associate of that service

requirer, during the year of income; or

(ii) the services are provided to the service requirer in an employee like manner as

determined by a range of specific criteria; or

(iii) the interposed entity is unable to obtain from the Commissioner of Taxation a

decision that the 80 per cent/one service requirer test in paragraph (i) should not apply.

> Ibid, p15975..

® Treasurer Peter Costello, Media Release, The New Business Tax System — Stage 2 Response, 11 November
1999, Attachment O,

’ Mr Peter Costello MP, Second Reading Speech, New Business Tax System (Alienation of Personal Services
Income) Bill 2000, House of Representatives Hansard, 13 April 2000, p15975.
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3. Effectiveness of legislation in delivering policy intent

3.1 Projected tax revenue gains

Projected increased revenue was $1.43 billion over 4 years, commencing with $190 million in 2000-
01 rising to $515 million in 2003-04. The ATO has not published data and analysis on actual revenue
gains, despite repeated commitments to do so.

It is impossible to say therefore whether the projected tax revenue gains claimed for the measures
(at the time of their introduction) have been achieved or not. It is also not possible to assess
whether the 2000 APSI measures have been more or less effective than the PPS arrangements they
replaced.

As well, the ATO has made conflicting claims about the effectiveness of the alienation measure. In
June 2005, ATO Deputy Commissioner Mr Mark Konza gave evidence to a Parliamentary Committee
stating that:

Our preliminary view is that overall compliance with the personal services income measure is at a
satisfactory level.?

That statement clearly implies that the alienation measure is actually collecting the amount of tax
that it should be collecting.

But in May 2004, the same tax official gave evidence to a Senate inquiry stating that non-compliance
in the building and construction industry “remains a significant problem”, a “severe problem” and
agreed that there was “a large slab of tax forgone” as a result. The quotes refer to all tax in the
industry (phoenix activity, fraud and evasion) and not specifically to APSI-related tax. It would
however be remarkable if compliance with one taxation measure was satisfactory in an industry
characterised by generally unsatisfactory compliance.

Extracts of the relevant evidence foliow.

Mr Konza - For us, non-compliance in the building and construction industry is a significant problem
and remains a significant problem. Whilst there have been changes to the law which have, | think,
helped us, it remains a significant problem.9

And the following exchange —
Senator Cook — How much tax income is not collected in the building and construction industry?
Mr Konza — We do not have an accurate estimate of that figure.

Senator Cook — Just give us a balipark figure.

8 Deputy Commissioner Mr Konza, evidence to House of Representatives Standing Committee on Employment,
Workplace Relations and Employment, Reference: Independent contracting and labour hire arrangements, 16
June 2005, pEWRWP 3,

° Deputy Commissioner, Small Business ATO, Mr Mark Konza, Senate Committee on Employment, Workplace
Relations and Education (EWRE) p61, 19 May 2004.
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Mr Konza — | do not think | would want to even put a balipark figure on it. We say only that itisa
severe problem for the Taxation Office.
Senator Cook — You say in your 2003-04 compliance program.
Building and construction remains a high-risk industry from a tax compliance perspective.
- Does that mean it is an industry in which there is a large slab of tax forgone?
Mr Konza — Yes, it is not collected.™

In July 2009 the CFMEU requested from the ATO data on the actual tax collected through the
alienation measure compared with the projected increased revenue estimates made at the time the
measure was introduced. The ATO declined to supply any information other than that publicly
available on the ATO’s website.™

In 2003, the ATO said the following on the public record in relation to general (not APSI-specific) tax

compliance activity in the construction industry:
Between July 2002 and October 2003, we completed 6600 enquiries, investigations and audits, and
raised in excess of $240 million in tax and penalties.12

In support of his 2005 view that overall compliance with the personal services income measure was
“at a satisfactory level”, the Deputy Commissioner went on to say:

We have seen a decline in the level of deductions for rent, motor vehicle payments to associates and
retained profits by those taxpayers to whom the measure applies. We have also seen some evidence
of taxpayers returning to salary and wages. There has been a large increase in the number of
taxpayers declaring that they are in receipt of personal services income, although we consider that
there are many others who are not correctly reporting personal services income in their tax returns.
Many of these incorrectly report their income as business income instead of personal services
income, and there is also some confusion among tax agents in distinguishing between personal
services income and income from a business structure.”

The Deputy Commissioner also said in the same 2005 evidence that:

e We have done about 2,000 audits and “there are about 300,000 people affected by the
measure.”

e The number of people applying for a personal services determination declined markedly over
past four years. In first year, 2000-01, there were 1,861 applications for a determination. In
2004-05, only 147 were received (to 16 June 2005) for a total of around 3,500 since 2000. Of
these, about 13% were in the construction industry, or only around 455. The top 4 groups were
construction, finance and insurance, HR and management consultancy and IT, with between 10
and 16 per cent each. {p6/7 16 June 2005).

10 Deputy Commissioner, Small Business ATO, Mr Mark Konza, Senate Committee on Employment, Workplace
Relations and Education (EWRE) p69/70, 19 May 2004.

** Email communication from ATO official, 9 July 2009.

2 ATO, Tax and the building and construction industry booklet, NAT 10245-11-2003, p6.

B Deputy Commissioner, Small Business ATO, Mr Mark Konza, House of Representatives Standing Committee
on Employment, Workplace Relations and Workforce Participation, 16 June 2005, p EWRWP 3.
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e “Inview of the overall position in relation to the personal services income measure as outlined,
the ATO has considerably reduced the level of resources it commits to a level commensurate

with its relative risk.” **

The ATO’s view - that compliance is “satisfactory” - is also difficult to reconcile with other known
information, including the following:

e The fact that up to March 2009 (and possibly beyond), ABNs were still being issued to categories
of workers who are clearly in a direct employee/employer relationship in the construction
industry, like apprentices, trades assistants and labourers.

e The fact that job advertisements in 2009 are still specifying “must have an ABN” for labouring
and other jobs, including where the remuneration is quoted as an hourly wage.

e Most importantly, the fact that the ATO has never done the systematic public report detailing
the operation and outcome of the alienation measure, which would justify the claim that
compliance was satisfactory. The fact that such a public report has never been done, despite the
Cole Commission recommendation and CFMEU proposals for exactly this kind of report, leads to
the opposite conclusion.

3.2  Extent of bogus contracting

The extent of bogus contracting is difficult to measure precisely, because the very purpose in such
an arrangement is to conceal the true relationship between the entity engaging the labour and the
employee.

An alternative description is “dependent contracting” or dependent contractors. Two Productivity
Commission studies in 2001 and 2006 investigated dependent contractors, defined as persons
employed on a commercial contract but with work arrangements consistent with them being an
employee. The 2001 study found that in 1998 between 26% and 41% of all self-employed
contractors met the criteria for dependent contractors. The lower-bound estimate was considered
to accord more closely with ATO criteria for employee-like contractors under the APSI measure.”

e The 2006 Productivity Commission study found that between 1998 and 2001, the number of
dependent contractors (using the more stringent criteria) increased by about 5%, to just under
230,000 persons; and that the proportion of all self-employed contractors who were dependent
contractors increased from around 26% to 31%. ¢

" bid, p3.

> productivity Commission, Self-Employed Contractors in Australia: Incidence and Characteristics, Staff
research paper, M.Waite and L. Will, 2001...

1 Productivity Commission, The Role of Non-Traditional Work in the Australian Labour Market, Commission
Research Paper, 2006, p20.



