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Payroll tax
	Key points

	· In 2008, COAG endorsed a staged approach to legislative consistency across jurisdictions for a range of payroll tax provisions. Harmonised provisions in Victorian and New South Wales legislation were adopted as the benchmark. 
· The reform aims to streamline administrative provisions and definitions and adopt common exemption provisions and interpretations of payroll tax law. 
· Exemption thresholds and payroll tax rates remain jurisdiction specific.
· The reform has been largely implemented, although some inconsistencies remain between jurisdictions.
· Adaptation by payroll tax-liable businesses will involve one-off transition costs — estimated at $30 million in total.
· Harmonisation is expected to produce net benefits by reducing ongoing compliance costs of payroll tax-liable businesses — by an estimated $30 million per year of which around two thirds are likely to have been realised.

· The benefits are accruing both to payroll tax-liable businesses that operate in multiple jurisdictions and other businesses through simplified procedures.

· The changed provisions are likely to affect State and Territory governments in a number of ways, including:
· reductions in administration costs through shared training, audits and revenue ruling interpretations; 

· transition costs associated with legislative amendments and implementation of the harmonised provisions; and
· in some cases, changes to payroll tax revenue receipts because of changed provisions. 
· Although there may be scope for further harmonisation in payroll tax systems across jurisdictions and adjustment of payroll tax rates, a more substantive reform would be to consider a broader based tax, say on value adding factors.

	

	


Payroll tax is a levy on the value of certain forms of remuneration paid by firms to, or on behalf of, their employees. It applies when the remuneration paid or payable by an employer to its employees exceeds a threshold amount. Introduced by the Australian Government in 1941, payroll tax was transferred to the States in 1971 to augment their existing tax bases. 
Since this transfer, significant differences have emerged between jurisdictions in the tax rates and thresholds that apply. Substantial differences between jurisdictions have also arisen in the payroll tax base (the provisions, exemptions and definitions) and interpretations of payroll tax legislation. The COAG reform considered in this chapter addresses many of the key differences in these latter areas; it does not address differences in tax rates and thresholds.
This chapter outlines the reform objectives and the resulting changes in payroll tax arrangements. It considers who will be affected and provides estimates of the realised and prospective direct impacts of the reform. An assessment is made of whether Australia’s reform potential is being achieved and opportunities for improvement. 

The analysis is drawn from existing studies and the Commission’s own assessments. The Commission’s assessment of the likely direct impacts of the payroll tax harmonisation reform has required judgements to be made about the effect of the reform that has been implemented. This has required analysis of the impact of different legislative changes for businesses that are liable for payroll tax in each jurisdiction, and the impact of uniform legislation on multi‑state businesses that are liable for payroll tax. The results are exploratory and should be regarded as broadly indicative of the likely impacts of the reform, and the timescale over which the benefits accrue. 

7.1
Reform objectives and changes
In 2006, the Taskforce on Reducing Regulatory Burdens observed that:

… payroll tax differences across the States and Territories involve a significant burden for businesses operating in more than one jurisdiction … COAG should develop measures to harmonise the tax base and administrative arrangements across the States and Territories. (Regulation Taskforce 2006, p. 123) 
In recognition of the long standing view that benefits can be gained from harmonising payroll tax arrangements between jurisdictions, in 2006 the Council of Australian Federation provided the impetus for harmonisation of a range of regulatory regimes, including payroll tax. A multilateral payroll tax harmonisation work program was undertaken by the States‑only Ministerial Council of Treasurers and, in March 2007, it was announced that a:

 … major national overhaul of payroll tax arrangements has been agreed to by State and Territories Treasurers … (Costa et al. 2006, p. 1) 

In July 2007, the harmonised payroll tax provisions agreed by the States came into effect in New South Wales and Victoria through a bilateral agreement. This agreement also included the bilateral harmonisation of some additional payroll tax provisions. 

In July 2008, COAG formally endorsed legislative consistency in the areas previously agreed by all of the States, with a number of additional provisions to be adopted (or considered) for harmonisation in line with the bilateral agreement between New South Wales and Victoria (COAG 2008e). COAG noted that the reform would offer substantial administrative savings for business (COAG 2008b). COAG’s milestones for payroll tax — under the Seamless National Economy reforms — include the completion of the phased approach to payroll tax harmonisation reform by 1 July 2012 (CRC 2009a). 

Reform objectives

The objective of the reform is to reduce the compliance costs to business and administrative costs to government arising from legislative and administrative differences in payroll tax across jurisdictions. In particular, the reform aims to:

· streamline administrative provisions and definitions;

· adopt common exemption provisions; and

· agree on common interpretations of payroll tax law.

The reform does not aim to harmonise the exemption thresholds and tax rates, leaving the States and Territories with a high degree of revenue raising autonomy, as has been the case since the tax was transferred from the Australian Government (box 7.1).
	Box 7.

 SEQ Box \* ARABIC 1
Jurisdictional differences in payroll tax rates and revenue trends

	Significant differences have developed between jurisdictions in tax rates and thresholds since the States gained the responsibility of payroll tax. 
Exemption threshold and tax rate, financial year 2011-12
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Sources: Australian Capital Territory Revenue Office; New South Wales OSR; Queensland OSR; Revenue South Australia; SRO Victoria; Tasmanian SRO; Territory Revenue Office; Western Australian OSR.
However, with the exception of Queensland and the Northern Territory (which have clawback schemes), all of the states have simplified their varied designs so that the formula for payroll tax liability is uniform.
 Despite the uniform approach to calculating payroll tax liability, the revenue raised per person varies considerably between jurisdictions. 
Payroll tax revenue per person for each jurisdiction, 2000-01 to 2009-10
$ per person
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Data sources: ABS (Australian demographic statistics, Cat. no. 3101, 2011); ABS (Taxation Revenue, Australia 2009‑10, Cat. no. 5506.0, April 2011).


Stages of reform

The reform of payroll tax arrangements aims to bring all jurisdictions into alignment with the harmonised arrangements that were implemented between New South Wales and Victoria in 2007. It comprises two stages, which are being implemented through the adoption of template legislation.
· In the first stage, the States and Territories would adopt common provisions and definitions in payroll tax legislation for: timing of lodgement; vehicle allowances; accommodation allowances; fringe benefits; work performed outside a jurisdiction; employee share acquisition schemes; superannuation for non‑working directors; and grouping of businesses (CRC 2009a). These were the provisions that were initially canvassed by the States-only Ministerial Council of Treasurers.
· In the second stage, the States and Territories would harmonise the following definitions and exemptions: charities; adoption and maternity leave; contractors; employment agents; financial planners; and portable long service leave and redundancy schemes (CRC 2010). These were the additional provisions that New South Wales and Victoria harmonised bilaterally in March 2007. 
Under the agreement, Western Australia, the Australian Capital Territory and the Northern Territory would adopt the first-stage reforms — that had already been adopted by the other States — by the end of 2008. Queensland, South Australia, Tasmania, the Northern Territory (and Western Australia should it agree) would implement second stage reforms by July 2010. The Australian Capital Territory was not included in the 2010-11 milestones to deliver the stage two reforms.
Payroll tax reform progress

A Payroll Tax Harmonisation Committee was established in December 2008 to oversee progress on both legislative and administrative aspects of payroll tax harmonisation. Each jurisdiction has a permanent member in the committee and meetings are held to progress cooperation in line with the Protocol that was signed by all jurisdictions in mid-2008. A Payroll Tax Sub-committee and Revenue Ruling Sub-Committee have also been formed to oversee and report on legislative and administrative harmonisation respectively. 
Legislative harmonisation

The COAG Reform Council has reported on the progression of legislative changes affecting payroll tax in its performance reports for the Seamless National Economy. 

In its 2009‑10 report, the COAG Reform Council (CRC 2010, p. 43) noted that the milestones for the reform lacked clarity and that ‘there appears to be some confusion as to what measures are covered in the stage two reforms.’ To address the COAG Reform Council’s concerns, a Payroll Tax Sub-Committee was established to review the progress of this reform and to keep the Business Regulation and Competition Working Group (BRCWG) updated with the harmonisation process.
In its 2010-11 report, the COAG Reform Council (CRC 2012, p. 50) considered ‘the output for the reform has been substantially achieved’, notwithstanding some ‘relatively minor matters’ which are detailed below. Further, the August 2011 BRCWG Report Card ‘found that common payroll tax provisions and definitions have been adopted and that where there are differences, these are minor and will not impact significantly on businesses that operate across jurisdictions’ (CRC 2012, p. 48). 
Western Australia has harmonised six of the eight first‑stage provisions, although the changes to its grouping provisions are not due to commence until July 2012. According to the COAG Reform Council (CRC 2010), the two outstanding first stage provisions for Western Australia have been amended to be ‘substantially similar’ in application to the harmonised provisions. Of the 13 provisions in the stage two reforms, four of the provisions were already in line with the harmonisation processes and four were amended to be harmonised. Western Australia has reported that it has decided not to implement the remaining five harmonisation measures: contractor provisions; employment agents; charities exemption; portable long service leave; and redundancy schemes (COAG 2010). 

The Australian Capital Territory Government has also chosen not to complete the full harmonisation of payroll tax provisions (CRC 2010). While it has completed alignment with the stage one harmonisation provisions, the Australian Capital Territory Government has not committed to the stage two provisions. The Payroll Tax Act 2011 ‘adopts the language and structure of the NSW and Victoria harmonised legislation ... [but] maintains ACT differences’ (ACT Revenue Office 2011). For example, exemptions for charities will continue to be based on the exempt status of the charitable entity rather than its activity. The Australian Capital Territory will also not provide a payroll tax exemption to employment agents who on‑hire staff to an exempt organisation, such as the Australian Government (ACT Parliamentary Counsel 2011). While the template legislation only applies to maternity and adoption leave, the Australian Capital Territory (along with Queensland, Western Australia, Northern Territory and New South Wales) has expanded exemptions to also include paternity leave and primary carer leave. 
There are also a few other differences (considered minor) existing in some of the other jurisdictions. For example, the South Australian Government has adopted the template legislation but has elected to retain its portable long service leave and redundancy scheme. It saw it ‘appropriate to retain a consistent treatment of all long service leave and redundancy payments for all SA payroll tax payers and employees ​— rather than provide an exemption for portable schemes’ (CRC 2012, p. 46-47). Tasmania has not adopted the template five‑year period for refunds and reassessments (rather it has maintained its three‑year period), but will consider harmonising this provision when it next amends its legislation (currently scheduled for late 2012) (CRC 2012). And, while Queensland has not yet adopted the template legislation, it has adapted its legislation to be consistent with the harmonised provisions.
Despite the milestones of this reform being largely completed, other specific provisions and policies remain that are outside of the harmonisation agreement and that will continue to differ across jurisdictions (section 7.7). 
Administrative harmonisation
Aside from harmonisation of legislative provisions, there are significant gains to be achieved from the harmonisation of administrative arrangements. Administrative harmonisation is included in the agreement among the States. However, in its 2009‑10 Performance Report, the COAG Reform Council indicated that there was no implementation plan for administrative harmonisation and that there was uncertainty as to whether the reform was ‘limited to legislative harmonisation steps or also involved further administrative harmonisation measures’ (CRC 2010, p. 44). In response to these concerns, the Payroll Tax Sub-Committee agreed that despite a broad intention to achieve greater legislative and administrative harmonisation across jurisdictions, the obligations of the reform ‘do not extend to the full harmonisation of administrative arrangements’ (CRC 2012, p. 50). Nonetheless, a number of jurisdictions have undertaken some administrative harmonisation. 
Administrative harmonisation is achieved through the uniform interpretation of legislation as determined by common public and private revenue rulings on payroll tax. Revenue rulings are published decisions that apply the tax laws to a particular situation and that can be relied upon by taxpayers as precedent in similar factual situations. Where an employer operates in more than one jurisdiction, the relevant revenue offices have agreed to consult to share information for private rulings and combine efforts to audit multi‑state businesses (Victoria Revenue Office, pers. comm., 23 November 2011). 
In their 2007 bilateral agreement, New South Wales and Victoria agreed to joint revenue rulings for interpretation and administration of the harmonised administrative provisions. In a presentation at the 11th Annual States’ Taxation Conference, the Chair of the Payroll Tax Harmonisation Committee, Anthony Johnston, outlined the progress of administrative harmonisation. In the case of exemption and exclusion applications, objections and applications of interest and penalty provisions, the jurisdictions have agreed that where the legislation is identical (and where possible) the same outcome across jurisdictions should be obtained. Victoria, New South Wales, South Australia and Tasmania have also agreed on a harmonised approach to the application of interest and penalty provisions. This approach was not possible in the four remaining jurisdictions for various reasons, such as the lack of interest provisions in the Western Australian payroll tax legislation (Johnston 2011). 

The jurisdictions that have adopted the template legislation have also adopted most (in some cases, all) of the 35 harmonised revenue rulings. However, to continue to oversee the development of harmonised revenue rulings, and to address other administrative provisions, an inter‑jurisdictional Revenue Ruling Sub-Committee has been formed. In forming the Sub-Committee, all jurisdictions have agreed that revenue rulings relating to harmonised legislation should have consistent content and, where the legislation is identical, the revenue ruling should have identical content between jurisdictions.  
There is also an agreement of information sharing of relevant taxpayer information where necessary and in regard to the harmonised areas between jurisdictions. These efforts to share and to cooperate on payroll tax administration provide the opportunity to improve the understanding of payroll tax legislation and how it is applied for both state revenue offices and payroll tax-liable businesses.
As a result, what are the changes from the reform?

The payroll tax reform harmonises some of the exemptions given to activities across States and Territories, provides a common definition for certain activities and provides a pathway towards the harmonisation of the administration of payroll tax arrangements. The extent of the change is jurisdiction specific. Some jurisdictions were only required to make minor adjustments for harmonisation while for others a number of legislative provisions needed to be amended. For example, the original harmonisation by New South Wales and Victoria involved 21 payroll tax changes in total. Of these, seven changes were made uniquely by New South Wales, nine were made by Victoria and an additional five provisions were changed in both jurisdictions (New South Wales Office of State Revenue 2007). 
For each change, the impact can be different in terms of its significance to the businesses affected. For example, the change to the contractor provisions in New South Wales — removing the exemption for payments that are equal to or above $800 000, to align arrangements with Victoria — is a more substantial change than the harmonisation Victoria adopted to exempt individuals employed on a Community Development Employment Project. 
Overall, the progress by the States in regard to administrative harmonisation has helped to establish appropriate processes for collaboration and cooperation on payroll tax. The administrative harmonisation is intended to improve the coordination of decision making and alignment of payroll administration between states. 
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Who will be affected by the reform?

Businesses
The payroll tax reform will directly affect businesses that are liable for payroll tax, or those with a wage bill approaching the exemption threshold. The harmonisation of exemption provisions will affect the majority of employers liable for payroll tax, including those that operate in one jurisdiction only. While employers paying wages to employees in multiple jurisdictions are likely to benefit from the harmonisation, they will still be required to be aware of — and compliant with — jurisdiction-specific payroll tax legislation.

Because of the high level of the exemption threshold applied by jurisdictions, payroll tax only applies to a small proportion of businesses. Of Australia’s two million businesses, fewer than 100 000 are liable for payroll tax, leaving around 95 per cent of businesses exempt (Henry Review 2010). However, these businesses contribute significantly to the national wage bill. In Tasmania, for example, only 2336 (6.6 per cent) of businesses in Tasmania were liable for payroll tax in 2008‑09. However, together these businesses employed approximately half of the private sector workforce (Tasmanian Chamber of Commerce and Industry 2011).
The following employer categories are directly impacted:

· Employers that are liable for payroll tax and have employees in just one jurisdiction — these firms will be directly impacted to the extent of legislative and administrative changes in the State or Territory in which they operate. 
· Employers that are liable for payroll tax and have employees across multiple jurisdictions — these firms will no longer be required, for the specified uniform provisions, to have systems in place for multiple calculations. This will affect a significant proportion of businesses liable for payroll tax. Overall, nearly half of the approximately 100 000 Australian business that are liable for payroll tax operate in multiple jurisdictions. However, this proportion differs across jurisdictions. For example, in the Australian Capital Territory, 70 per cent of the employers registered for payroll tax also operate in another Australian jurisdiction, while in the Northern Territory, 80 per cent of payroll tax registered employers also employ interstate (Australian Capital Territory Parliamentary Counsel 2011 and sub. DR-R20). By contrast, in New South Wales, only around 40 per cent of payroll tax-liable businesses operate in another jurisdiction (New South Wales Office of State Revenue, pers. comm., 1 December 2011).
· Employers that do not currently pay payroll tax but are close to the exemption threshold — these firms may need to keep payroll tax records in case they exceed the exemption threshold or to verify that they are not liable for payroll tax. 

Government

To varying degrees, State and Territory governments have modified their payroll tax legislation to be consistent with the harmonised provisions and administrative arrangements. The changes are likely to impact on auditing costs and government administration costs. For example, the areas of harmonisation allow for joint seminars and staff training, joint audits and national audits, and collective information dissemination to payroll tax-liable employers.

The changes will inevitably have some implications for the amount of revenue collected by individual States and Territories. However, as noted, the key drivers of payroll tax revenue — the tax rate and the level of the exemption threshold — are not affected by the reform. 
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Understanding the direct impacts of the reform

The direct impacts on businesses are likely to be evident through:

· reductions in compliance costs for those businesses that are both liable for payroll tax and operate over multiple jurisdictions;
· one-off transitional costs for businesses that are liable for payroll tax in understanding the changes to their payroll tax obligations following harmonisation;
· potential changes in the tax impost to businesses due to the legislative changes; and
· incentives to revise decisions on labour hiring and the location of business activities.

The direct impacts on State and Territory governments are likely to be evident through:

· changes in government administration costs; and
· changes to payroll tax revenues. 

Compliance costs for businesses

Reducing compliance costs

Harmonisation of payroll tax legislation will make it easier for businesses that operate in more than one jurisdiction to comply with their payroll tax obligations. It will simplify the understanding of obligations for multi-state firms by making many provisions consistent across jurisdictions. This can reduce the need for external advice (from lawyers and accountants for example) and the likelihood of inaccurate calculations by businesses of their payroll tax liability.
Some aspects of the harmonisation process will provide opportunities for a reduction in the administrative costs to all businesses that collect, calculate and/or report information regarding payroll tax. For example, the move to uniform motor vehicle and accommodation allowances, based on Australian Taxation Office rates, simplifies the calculations and aligns them to other reporting obligations. The Northern Territory Treasury commented:
Having payroll tax laws redrafted with simpler, modernised and consistent provisions has enabled taxpayers to better understand the rules and improved compliance in a more cost-efficient manner. (sub. DR-R20, p. 1)

To some extent, cost savings in administration that arise from reducing the reporting burden may be transferred to a record keeping burden to verify exemption applicability. For example, employers are no longer liable for payroll tax on wages for any of the work performed in another country if the service is provided for longer than six months. This will reduce reporting requirements for some employers. However, relevant information still needs to be assembled and managed to demonstrate eligibility for the exemption. 
Harmonisation of revenue rulings will assist employers operating in both single and multiple jurisdictions to understand and interpret payroll tax legislation and to act in accordance with these rulings. This could reduce uncertainty, and thus reduce the frequency of rulings and the complexity of payroll tax compliance. Shared auditing by state revenue offices can reduce the burden to multi‑state businesses of demonstrating compliance.
Increasing compliance costs

In contrast, some processes have been amended, which may increase business compliance costs. For example, fringe benefits are now calculated using the type 2 gross-up rate and not the type 1 gross-up rate that is used to report fringe benefits with the Australian Taxation Office. The newly adopted method is deemed to be a more appropriate calculation for payroll tax purposes, but the separation from the Australian Taxation Office calculation requires additional calculations, and therefore increases compliance costs for all businesses incurring such labour costs. 
Compliance costs can be expected to increase in cases where payroll tax is now applied to activities that were previously exempt, requiring additional data management and calculations for compliance. 
Western Australia has informed the COAG Reform Council that it will not be implementing all of the harmonisation measures because it:
… completed detailed analysis (including consultation) and formally decided that it will make no further amendments as part of the COAG process, primarily due to concerns that harmonisation would actually increase the red tape burden for many local businesses and community organisations. (CRC 2010, p. 42) 
In particular, the harmonised contractor provisions have not been adopted by the Western Australian Government. This is because the Western Australian State Revenue Office estimated that there would be a substantial cost to certain businesses in recording the relevant information to satisfy this provision. It was also considered to increase uncertainty of employers’ liability throughout the year. Furthermore, the compliance cost to all payroll tax-liable businesses of adopting the contractor provisions was compared to the relative benefit of harmonisation for multi‑state firms. The Commission was advised that only two of the top twenty housing construction companies in Western Australia operated in multiple jurisdictions (Western Australian Treasury, pers. comm., 27 February 2012).

Transitional compliance costs
The reform of payroll tax arrangements will inevitably impose some transitional or adjustment costs on businesses associated with understanding the changes to legislation and assessing what impact there will be, if any, on their payroll tax obligations. In cases where obligations do change, there may be a need to change in-house data management systems. For example, liable businesses in jurisdictions adopting the Employee Acquisition Scheme
 will be required to learn the new arrangements and change their in-house systems accordingly to ensure compliance.
Tax on business
Harmonisation may change the tax base by removing some exemptions or introducing new exemptions. The extent to which this occurs is specific to each jurisdiction. For example, the New South Wales harmonisation with Victoria removed the payroll tax exemptions for contractors, employment agents and financial planners. Conversely, some of the harmonisation provisions have introduced new exemptions to some jurisdictions, such as removing the payroll tax liability on wages paid in relation to charitable activities and on work performed in emergency services. 
Resource allocation decisions
The changes to certain provisions (such as making payments to contractors liable for payroll tax) will result in some changes in the incentives facing businesses. The changes to incentives could, at the margin, alter business decisions regarding labour hiring and the location of business activity. 
Harmonising activities that are payroll tax exempt will reduce the distortions that arise from businesses avoiding or reducing payroll tax liability by locating their activities in more ‘favourable’ jurisdictions. States have viewed exemptions as one way of attracting businesses to their State, forgoing revenue temporarily for perceived longer term gains (including the tax collected once the exemption expires). While difficult to quantify, reducing the scope for exemptions could have substantial benefits. In this regard, the Henry Review noted that:
Exemptions in the payroll tax base introduce biases in the allocation of labour across the economy and lead to complexity in administration and compliance, particularly when exemptions differ even slightly between States. (Henry Review 2010, p. 300) 

Administration costs for government processes
The changes will impose some transitional costs on state revenue offices associated with amending legislation and upgrading payroll tax systems. However, the primary ongoing administration activities incurred in collecting payroll tax are those associated with processing returns lodged by employers, auditing and enforcing payment. Furthermore, as the Henry Review noted: 
…the duplication of revenue authority infrastructure, including administration, compliance staff and IT systems, increases the administration costs of Australia’s tax system. (2010, p. 300)
As far as the Commission has been made aware, to date there have only been limited realised reductions in administrative costs to revenue offices. However, the harmonisation of administrative arrangements is likely to provide ongoing opportunities for cooperation between State and Territory revenue offices, for example in designing forms, developing IT systems for processing returns and sharing information between jurisdictions. Already Victoria, New South Wales and Tasmania have standardised some forms, including audit and client feedback questionnaires and investigation entry (and exit) letters, and have agreed to formulate a consistent set of procedures (Johnston 2011). 
The joint auditing program has seen 40 cases audited between New South Wales and Victoria (28 of which also included Tasmania). From March 2010 to February 2011, all jurisdictions cooperated to undertake 10 national audits and put in place processes for future collaboration in audits. 
Furthermore, uniform interpretations of payroll tax law across jurisdictions could reduce the frequency of revenue ruling cases from increased consistency and clarity in the interpretation of legislation. Such revenue ruling cases can be costly in terms of both time and resources. 
Government revenue implications
Over the longer term, the changes are expected to be largely revenue neutral for most jurisdictions. Within this broad situation, some of the provisions introduced new exemptions for certain activities, while other provisions removed exemptions. Similarly, while some of the new exemptions are only likely to affect a minority of businesses or organisations and hence will have limited revenue implications, others will have a more substantial effect on revenue. 
Revenue implications are one of the reasons Western Australia has not yet adopted the full extent of harmonisation provisions. The Commission was informed during consultations that the harmonisation changes that were made by Western Australia are estimated to reduce their payroll tax revenue collection by approximately $60 million annually (Western Australian Treasury, pers. comm., 27 February 2012). This is largely due to the changes in grouping provisions that will not take effect until 1 July 2012. These have been deferred ‘as part of temporary corrective measures to address short‑term weaknesses in the outlook for general government revenue’ (Parliament of Western Australia 2010). This harmonised provision loosens the determination of grouping for Western Australia to the extent that 2900 businesses are estimated to benefit (that is, they are no longer to be defined as a grouped business and can therefore claim the threshold more than once). The impact of this change is considered to be unique to the circumstances of Western Australia. 

In addition, the exemptions on emergency and volunteer service work and adoption and maternity leave will reduce payroll tax revenues by $2 million over four years (Parliament of Western Australia 2010). This is a provision that has been adopted by a number of States and Territories and could possibly have similar revenue implications in other jurisdictions. 
The impact on the other States, as far as the Commission has been made aware, is not substantial. For example, information received in the course of the study indicates that the harmonisation changes in the Northern Territory will result in a $3 million reduction in payroll tax collections annually (sub. DR-R20). In contrast, it is understood that additional tax revenue collections, in the order of $2 million annually, have resulted for Victoria (Department of Treasury and Finance Victoria, pers. comm., 2 March 2012).
Autonomy in the payroll tax structure allows jurisdictions to tailor revenue collection according to their specific circumstances. It is partly for this reason that Western Australia and the Australian Capital Territory have chosen not to harmonise all of their payroll tax provisions. However, the overall benefit of the harmonisation process will be lowered because employers that operate in Western Australia or the Australian Capital Territory and another jurisdiction, and that are liable for payroll taxes, will need to be aware of — and compliant with — the legislation in each jurisdiction.
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What are the direct benefits of the reform?
The process of harmonising payroll tax arrangements is a reform that has been adopted and developed by COAG. The benefits and costs will be considered for harmonisation across all jurisdictions. The Commission’s assessment will therefore include the impacts of the bilateral agreement between New South Wales and Victoria in 2007 and the impacts of all subsequent reforms undertaken by the other States and Territories.

Impacts of the 2007 bilateral agreement between New South Wales and Victoria

The Allen Consulting Group (2009a) undertook a study to assess the change in compliance costs for businesses in Victoria following the harmonisation of payroll tax arrangements with New South Wales in 2007. The study drew on the results of an online survey of Victorian businesses and direct consultations with affected businesses. The results were validated by several tax agents.
The administrative saving for businesses in Victoria resulting from the harmonisation was estimated at $1.5 million per year ongoing (based on an annual average benefit over the first ten years). There was an estimated one-off increase in costs to businesses in the first year of approximately $12.7 million associated with understanding the legislative changes and the need to adapt in-house systems. For each additional year, there was an ongoing reduction in costs of approximately $2.3 million stemming from greater ease in understanding compliance obligations. 
Cost savings were also estimated from efficiencies that could arise from aligned systems for businesses operating in both Victoria and New South Wales. Additionally, an overall net benefit (cost savings) was calculated for Victorian businesses liable for payroll tax because the changes for Victoria were considered to be predominately more simplified and less burdensome. The record keeping component was assumed to be unchanged as only minor changes were required and these were largely in line with existing information requirements of the Australian Taxation Office. An initial set-up and ongoing cost for administering the Employee Share Acquisition Scheme was included as the reform introduced this program to Victoria. 

Of the $1.5 million estimated average annual cost saving to Victorian businesses, the Allen Consulting Group attributed an annual cost saving of around $156 000 arising from time saved in researching joint public ruling information across different websites. An additional cost saving of approximately $46 000 was estimated based on State Revenue Office data for time savings for businesses that no longer needed to consider the different rulings in both New South Wales and Victoria. The uniformity of payroll tax administration through public and private rulings accounted for a considerable proportion of the estimated net benefit from the harmonisation process. 

Realised benefits
The methodology used by the Allen Consulting Group (2009a) is comprehensive in data collection and provides the best available information for extending the findings to provide an indicative estimate of the compliance cost savings across all jurisdictions from harmonisation. 
However, because of jurisdictional differences it is unlikely that the realised benefits attributed to Victoria would increase proportionately as the other States and Territories adopted the uniform provisions. Factors that militate against a proportional increase pertain to the extent of operation of multistate enterprises, differing economic conditions and different fiscal conditions between jurisdictions. Each of these factors is outlined below. 
The realised benefits would not increase proportionately — even after allowing for the differences in the sizes of the economies of the States and Territories, and their payroll tax base — for three key reasons. 

First, the majority of multi‑state businesses operate across only two or three jurisdictions, with some combinations being more common than others given geographic proximity or similarities in the economic bases of some States. While around half of payroll tax-liable businesses employ labour in more than one jurisdiction (Henry Review 2010), the compliance cost savings for each business will depend on the number of jurisdictions in which the business operates and the extent to which those jurisdictions have harmonised their payroll tax arrangements. A majority of these businesses only operate in one or two other jurisdictions, with only around 7000 businesses operating in five jurisdictions or more.
 As a result, the harmonisation benefits to businesses are mostly from employers with payroll tax liabilities in two or three jurisdictions. 
Second, the impacts of harmonisation realised in Victoria cannot be applied uniformly across jurisdictions because the nature, significance and scope of changes are different for each jurisdiction. For example, the ongoing cost included for the Employee Share Acquisition Scheme in Victoria would not be required for Western Australia which already had this provision. However, each of the jurisdictions is likely to face some other significant changes that could have a range of implications on business and government.
Third, there are other impacts that were beyond the scope of the Allen Consulting Group (2009a) study. Changes in tax transfers between businesses and governments, and government administration costs, will have direct impacts on business activity, as well as fiscal impacts on State governments. 
With regard to reduction in business costs from harmonisation, the Commission’s estimate is benchmarked to the benefit for Victoria from New South Wales-Victorian harmonisation (that is, about $3 million per year in 2006-07 dollars).
 This estimate is projected to the nation as a whole in proportion to the estimated number of payroll tax-liable businesses. This aggregate is then adjusted to take account of the likelihood that benefits do not increase proportionally with the number of payroll tax-liable businesses and to allow for the fact that the extension of harmonisation will raise benefits to business above what would be achievable with only New South Wales and Victorian harmonisation.
 Drawing on these results, the Commission’s assessment is that the payroll tax reforms have delivered realised reductions in business compliance costs of around $20 million per year — and that this benefit will be ongoing. The Commission also estimates that to date there have been no realised reductions in ongoing government administration costs. 
The Commission has been made aware by some jurisdictions of the impact of tax revenue implications and has used this information accordingly.
Prospective benefits
The Commission has treated the majority of the benefits that stem from harmonising legislative provisions as realised (and ongoing). The Commission has not attributed a value to the prospective benefits that could arise were Western Australia and the Australian Capital Territory to harmonise the remaining stage two provisions because both jurisdictions have indicated their intention not to implement these. Furthermore, harmonising these provisions is not considered to necessarily deliver prospective benefits as the changes required for full harmonisation may not be optimal for these jurisdictions. 
Significant progress has been made in harmonising administrative arrangements in uniform revenue rulings and other collaborations. Benefits will accumulate prospectively as a result of the improved clarity and common understanding stemming from the harmonised rulings and improved ability for businesses to access information and comply with harmonised legislation. 
Business compliance cost savings

A business liable for payroll tax that operates across multiple jurisdictions will increasingly benefit as it becomes more familiar with the harmonisation of previously jurisdiction‑specific payroll tax exceptions and definitions. As these inter-jurisdictional differences are removed, and as businesses become more confident in treating administrative interpretations as uniform across jurisdictions, compliance costs should decrease. For example, all jurisdictions have agreed to develop a common web page which highlights the major areas of harmonisation (Johnston 2011). This will improve the access and availability of information that is harmonised. 

In its discussion draft, the Commission estimated prospective gains of $2 million arising from harmonised revenue rulings being better understood. This preliminary estimate has been revised upward based on: 
· additional information being provided by the New South Wales Revenue Office regarding additional steps in administrative harmonisation; and 
· further progress in legislative harmonisation, as reported by the COAG Reform Council 2010-11 Performance Report (CRC 2012). 
The Commission’s assessment has been revised to measure a higher benefit in administrative harmonisation benefits around revenue rulings and other shared processes that may improve the ease of compliance for businesses. Based on this revision, the prospective gains to business could amount to around $10 million annually.

Government administration cost savings

Payroll tax reform has provided a range of opportunities for streamlining State and Territory administration across jurisdictions, such as the use of standardised forms, collaboration in audits, and reductions in the costs of maintaining numerous IT systems. Johnston (2011) identifies the benefits to the revenue offices in ‘sharing the collective wisdom’ of senior staff across all jurisdictions and the opportunity to take advantage of economies of scale to address issues in a harmonised environment. Cost reductions may also accrue through the clearer interpretation of legislation and the associated reduction in the number of revenue ruling cases. 
While there is no specific information available to the Commission, an indicative estimate of the possible prospective ongoing benefit to government administration is in the order of $5 million per year.
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Indicative costs and revenue implications of achieving reform
Transition costs

As noted in section 7.3, payroll tax reform will result in some transitional costs for businesses and State government budgets. Applying the results of the transitional costs estimated in the Allen Consulting Study (2009a) to the other jurisdictions would suggest a possible transitional cost of $57 million. This estimate has been scaled down to account for the approximately 50 per cent of businesses that operate in more than one jurisdiction and therefore only have to accommodate for this transition once. The Commission’s assessment is that these one-off costs are in the order of $30 million to businesses. The transitional cost to governments is assumed to be $10 million based on consultations regarding the costs of legislative changes.
Government payroll tax revenue implications
In response to the information provided by state revenue offices, a $1 million reduction in state revenue collections annually is estimated to have occurred. 
Available information also indicates an ongoing revenue reduction of nearly $60 million per year (current 2011-12 values) is likely to occur from 1 July 2012. Most of this change is due to a variation in the legislation of grouping provisions in Western Australia (section 7.3). 
7.6
Summary of effects

Overall, the Commission’s assessment is that the harmonisation of legislative and administrative arrangements could provide a combined realised and prospective benefit to business of around $30 million annually into perpetuity (table 7.1). This would amount to an average cost saving of around $300 per business liable for payroll tax, although the extent to which an individual business benefits would depend on its particular circumstances. In the Commission’s assessment, about two thirds of this benefit is likely to have accrued with the introduction of the harmonised system, with the remainder likely to accrue over the next four years. 
Table 7.

 SEQ Table \* ARABIC 1
Summary of estimated impacts from payroll tax reform
$ million (2010-11 dollars)
	
	Annual longer-run ongoing direct impacts
	One-off direct impacts   (transition costs)

	
	
Realised
	
Prospective
	Realised and prospective 
	
Potentiala
	

	Reduction in business compliance costs
	20
	10
	30
	..
	

	Transition cost to business
	
	
	
	
	(30)

	Reduction in State government administration costs
	..
	5
	5
	..
	

	Transition cost to governments
	
	
	
	
	(10)

	Changes to State and Territory government payroll tax revenue b
	(1)
	(59)
	(60)
	..
	..


.. zero or none estimated. Estimates in brackets ( ) represent cost increases. a Potential impacts relate to measures that are yet to be implemented, but which are sufficiently likely to be implemented in the future. Realisation of potential direct impacts will require continued commitment and sustained effort. b Changes in payroll tax revenue represent transfers between the governments of Victoria, Western Australia and the Northern Territory, and payroll tax-liable businesses.
Source: Commission estimates.

Over the longer term, payroll tax reform is likely to lower ongoing administrative costs to government. Although information on the size of benefits is limited, an indicative estimate of an administrative cost saving of around $5 million across the jurisdictions is included in this report. This cost saving is assumed to accrue progressively over a period of four years. 

There have also been transition costs for businesses and government associated with understanding the changes to legislation and modifying their accounting systems. Available information suggests that these transition costs could be in the order of $30 million and $10 million, respectively, and are likely to have been substantially incurred already. 
There will also be some tax transfers between business and government, which will differ across jurisdictions. However, with the exception of Western Australia, the overall net effect on payroll tax liabilities (and government revenues) associated with the harmonisation of the State systems is not expected to be substantial. 
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Opportunities for improvement

Continuing the harmonisation of payroll tax
Harmonisation efforts to reduce the complexity of payroll tax liability, particularly for liable businesses that operate across multiple states, have had momentum since the mid-2000s. While substantial progress has been made, there are further opportunities for harmonisation in legislative and administrative provisions. Processes and committees have been established that offer the capacity to drive further harmonisation. 
One area proposed by some of the state revenue offices has been in regard to developing a single web portal for  taxpayers to log on and register for payroll tax. Furthermore, continued progress to harmonise definitions and other legislation could open the possibility of utilising the Standard Business Reporting platform as the single portal for businesses to meet their payroll tax obligations. Liable businesses would only be required to submit information once and the information could be disseminated across other jurisdictions as appropriate. 
Improving the efficiency of payroll tax

Payroll tax is potentially one of the broadest and most efficient taxes that can be used by the States (Gabbitas and Eldridge 1998). This is partly because labour compensation is a large proportion of gross state product and can provide a stable source of revenue (Henry Review 2010). 
An efficient tax is commonly defined as one whereby resource allocation cannot be distorted to avoid compliance or to reduce the size of the compliance obligation. As the payroll tax base is relatively stable, a tax on labour income can be relatively efficient, and can be similar to a broad based tax on the value added of goods and services such as the GST (Henry Review 2010). 
The efficiency of payroll tax is reduced when the base becomes narrower and the tax rate becomes higher, resulting in fewer businesses bearing a proportionately larger tax burden. Such narrowing of the tax base creates an incentive for liable businesses to reduce the size of their payroll tax bill by allocating resources in a sub‑optimal manner; for example, by investing in capital rather than labour or relocating between jurisdictions to take advantage of a lower payroll tax rate. Alternatively, a business could avoid a payroll tax liability completely by limiting employment and maintaining their wage bill below the exemption threshold.

In this situation, broadening the payroll tax base would tend to reduce distortions in employment and productive decision making. While the harmonisation of exemptions across jurisdictions has removed the incentive for businesses to make resource allocation decisions to take advantage of these differences, the removal of exemptions altogether would further reduce these distortions. The resulting broader tax base would allow for a lower tax rate, while keeping payroll tax revenue unchanged. Broadening the base could also be achieved by lowering the exemption threshold, or by maintaining the exemption threshold despite wage growth. However, the determination of an optimal threshold level would need to take into account the impact on government administration costs and business compliance costs.
Improving the efficiency for revenue collection
The reform to date has concentrated on the relatively narrow objective of harmonising certain provisions of payroll tax. Although worthwhile, consideration could be given to:

· assessing the structure of the payroll tax system; and
· assessing the merits of payroll tax relative to alternative revenue raising schemes.
In regard to other mechanisms for State revenue collection, and in light of the relatively narrow payroll tax base, the Henry Review recommended that:

… State payroll taxes should eventually be replaced with revenue from more efficient broad-based taxes that capture the value-add of labour. (2010, p. 301)
This theme was repeated in the course of the study by the Chamber of Commerce and Industry Queensland which submitted that it:

… continues to advocate strongly for the complete abolishment of payroll tax and believes that COAG would be the appropriate forum to commence a national dialogue about the benefits of reducing this tax.  (sub. DR-G4, p. 5) 

The Henry Review suggested that some of the inefficiencies of the payroll tax system could be removed or reduced by replacing payroll tax with a tax on employee remuneration through the pay as you go (PAYG) withholding system. This would take advantage of systems already in place for the administration and payment of PAYG withholding and reduce opportunities for tax exemptions by taxing the personal income base. The tax rates could also be harmonised or, if necessary, jurisdiction-specific rates could continue to satisfy the revenue requirements of each State or Territory.
However, there are some problems that would arise from this alternative approach to taxing labour. First, some individuals are below the tax-free threshold and are therefore not part of the PAYG withholding system. Second, an incentive would arise to report labour income as capital income, for example, by being a contractor or being self-employed.

The favoured approach of the Henry Review was to replace payroll taxes with a broad-based consumption tax (similar to the GST). As the consumption tax would incorporate labour in its base, an additional labour tax would not be required. The Henry Review noted that a broad consumption tax would be more efficient and arguably more equitable than simply taxing the labour component of income. Incentives to allocate resources away from their optimal use to avoid payroll tax would be lowered as the tax burden on businesses is reduced while the number of liable businesses increases. Furthermore, since it is a broader tax on the value added of both capital and labour, the tax rate could be lower than for a payroll tax. 
�	Calculated by deducting the exemption threshold (if applicable) from the gross taxable wages and multiplying by the tax rate.


�	An employer’s contribution to any grant of a share or option to an employee or deemed employee will be liable to payroll tax (New South Wales Office of State Revenue 2007).


� ABS 2005, (Business Register, Counts of Businesses, Cat. no. 8161).


�	The combined benefits arising from harmonisation of legislation, harmonisation of revenue rulings and ease of understanding identified in the Allen Consulting study (2009a). 


�	The estimated number of payroll tax-liable businesses in 2010-11 is about 120 000. The estimate of the aggregate benefit is an aggregation of three components. (i) If the ease of understanding benefit attributed to Victorian businesses were simply scaled up to the national total, an aggregate benefit of around $9.6 million would be available. For the purposes of this study, this has been adjusted downward by one fifth to take account of the likelihood that benefits from uniform measures to improve understanding do not increase proportionately with harmonisation across jurisdictions. (ii) The benefits of harmonised legislation for Victoria (of nearly $700 000), if scaled to a national total on the basis of payroll tax-liable business numbers, would measure approximately $3 million. As this only takes account of bilateral relationships between businesses in Victoria and another jurisdiction, this estimate is further scaled upwards (by a factor of three) to take account of relationships between businesses outside of Victoria. (iii) The same methodology is applied to estimate the realised national benefits from harmonised revenue rulings, using the estimated benefit to Victoria (of around $200 000) from harmonisation with New South Wales.
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Fig Box 7.1

				2000-01		2001-02		2002-03		2003-04		2004-05		2005-06		2006-07		2007-08		2008-09		2009-10

				$m		$m		$m		$m		$m		$m		$m		$m		$m		$m

		NSW		606		607		618		649		716		760		820		885		892		853

		VIC		529		526		533		545		603		644		666		722		731		732

		QLD		322		324		350		379		419		469		532		579		622		596

		WA		438		467		514		574		600		658		761		889		998		1,003

		SA		377		395		427		464		481		505		510		564		563		547

		TAS		350		315		327		346		403		449		442		502		515		534

		ACT		495		456		519		544		560		611		660		716		766		761

		NT		410		461		470		450		528		593		596		639		668		663

		From spreadsheet: Payroll tax numbers sheet 1
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Sheet2

		

						Individuals' income tax		Social security contributions		Payroll tax		Total

				Ireland		7.9		4.5		0.2		12.6

				Australia		12.1				2		14.1

				Japan		4.3		9.9				14.2

				New Zealand		14.5

				United States		8.8		7				15.8

				United Kingdom		10		6.7				16.7

				Canada		11.7		5		1		17.7

				Switzerland		10		7.7				17.7

				Spain		7		10.7				17.7

				Netherlands		7		14				21

				Average		9		7		0.3		16.3

		Source:		International Comparisons of Australian taxes report
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