13 February 2004

Dr Kathleen Dermody
Committee Secretary
Parliamentary Joint Committee on Corporations and Financial Services 
The Senate 
Parliament House
Canberra ACT 2600
Facsimile: 02 6277 5719 (original to follow)
Dear Dr Dermody,
Re: Submission to the Joint Committee on Corporations and Financial Services

Please find enclosed the following;

· An extract from the Submission of the Construction Forestry Mining and Energy Union (CFMEU), Construction & General Division, National Office to the Senate Inquiry regarding the Building & Construction Industry Improvement Bill 2003, and

· An extract from the Statement of Andrew Ferguson on behalf of the CFMEU (Construction And General Division) NSW Divisional Branch and the CFMEU (NSW Branch) to the Senate Inquiry regarding the Building & Construction Industry Improvement Bill 2003.

Please accept these extracts as submissions to the Joint Committee.  An electronic copy of this letter has been e-mailed to corporations.joint@aph.gov.au.
Yours faithfully

John Sutton
National Secretary

Construction & General Division
EXTRACT FROM THE SUBMISSION OF THE
CFMEU CONSTRUCTION & GENERAL DIVISION, NATIONAL OFFICE
TO THE SENATE INQUIRY REGARDING THE BUILDING & CONSTRUCTION INDUSTRY IMPROVEMENT BILL 2003
Sham Corporate Structures/Phoenix Companies
There are at least the following three common forms of abuse in the construction industry: -

1. One After Another
Under this arrangement phoenix companies are those which are incorporated, trade for a short period of time (typically between 6 months and two years), build up large debts (often to the Australian Taxation Office, the Office of State Revenue and WorkCover), go into liquidation and then another company (often with a similar name) will take over all of its predecessor’s operations. 

The new company will generally operate out of the same premises as the previous one, use the same telephone number and work for the same clients. The directors may be the same, or some "dummy" director (such as a relative, friend or even a fictitious individual) may be put on ASIC records. The real management usually remains the same. Often monies owed to the previous company will be deposited into the bank account of the new company because a similar name is used. Liquidators will, in most cases, only make minimal investigations into the affairs of the companies and the activities of the directors, as there are insufficient funds available to finance their fees. 

2. Management Company
Under this arrangement there is usually a management company that owns the assets and equipment used to run the business. The phoenix company that operates the business employs the workers but has no assets. Group tax and GST will be under remitted or not remitted at all and the phoenix company will be liquidated and be replaced by another. The management company will however continue to trade. Behind the management company may be a family trust.

3. Labour Hire
Under this arrangement there is a management company, a sales company and a labour hire company. The sales company receives all the income from the activities of the overall business. This company will then hire equipment and/or premises from the management company that holds all the assets. The sales company will also pay the labour hire company that employs all the workers, but only enough to pay its net wages plus an additional amount for workers entitlements. Little or no provision will be made for group tax and/or workers compensation payments. Sometimes the labour hire companies will not even have bank accounts and are just a façade which issues ATO Group Certificates or payment summaries, with the sales company directly paying the workers' wages. In all cases the labour hire company goes into liquidation leaving the management and sales companies to carry on. Using this method allows for the operators of such schemes to more effectively hide their activities, as the company that deals with the customer never changes.

Phoenix companies are normally found in the labour intensive sectors of the building and construction industry where labour costs are a  significant part of the running costs of a business. These sectors include formworking, scaffolding, concreting, bricklaying, plastering and gyprock fixing, and steel fixing. 

The Report of the NSW Royal Commission into Productivity in the Building Industry identified the problem of the repeat or “serial offender”. These operators trade until forced into liquidation by a creditor and then simply re-commence trading in another corporate guise.  As the Royal Commission Report noted;

“The person or persons involved in its management leave the corporate shell, whether formally liquidated or not, and carry on the same business, often with the connivance of others in the building industry” 
.

The same Report also observed;

“The scale of risk undertaken by sub-contractors in fields such as bricklaying, formworking, demolishing and scaffolding on major commercial work is quite disproportionate to the profit margin and the resource of the sub-contractor.  The contracts run into millions of dollars, and are liable to disruption and difficulty from many sources.  The sub-contractor will often be a $2 company, and it is obvious that in the event of failure legal recovery will be impossible...” 
 

The problem is not confined to sub-contractors. Where it exists higher up the contractual chain, the implications are more widespread.

The CFMEU provided many examples of phoenix companies to the Royal Commission into the Building and Construction Industry.  None of these were examined during public hearings.  In a number of cases the actions of the principals or operators of these companies were also referred by the union to the appropriate authorities.

As it currently stands there are no separate industry regulatory authorities that have been specifically established to address the problem of phoenix companies. The main method of addressing phoenix companies requires action by the State and Federal authorities to whom these companies normally owe huge debts (e.g. the ATO, OSR). Whilst the ATO has acted through the establishment of taskforces and blitzes in the industry, this is only scratching the surface. An NCA Commentary in 2001 stated:

"Tax evasion is also a method used by the unscrupulous to increase profit by non-payment of tax and other government duties. Such action jeopardizes legitimate business in a number of significant ways. One long-running Swordfish investigation that concluded in 2000 uncovered systematic fraud in the building industry. The businesses involved were reducing their operation costs by evading tax, avoiding superannuation payments, avoiding contributions to workers' compensation premiums and other typical operating expenses required by Commonwealth and State laws. In 1999 the Australian Senate's Select Committee on the New Tax System noted one estimate that serious tax avoidance occurring in the building industry was costing up to approximately $1 billion per annum and growing."

Research has demonstrated that notwithstanding that ASIC has at its disposal the option of pursuing a range of civil penalties for corporate misfeasance, it has not frequently availed itself of this option.
A study by the Centre for Corporate Law and Securities Regulation observed that ASIC had commenced only 14 civil penalty applications relating to 10 case situations between 1993 and 1999.
 A more recent study has shown that between September 1998 and December 2001, ASIC took civil penalty action against 30 people in 12 case situations.
 Consultations with ASIC officers have indicated that civil penalties are not always suitable as ASIC is often dealing with a company in liquidation and directors who may be bankrupt.

As to the difficulties in obtaining meaningful penalties where both the corporation and the directors are insolvent ASIC staff have commented that:

“Civil penalties offer little if the person alleged to have breached a civil penalty provision is bankrupt. This is because the two civil penalty sanctions are a pecuniary penalty and/or a management banning order. Imposing a pecuniary penalty upon a person who is already bankrupt and who may be assumed unable to pay the penalty serves no purpose. In addition, a person who is bankrupt is automatically prohibited from managing a corporation under s 229 of the Corporations Law so that resort to a civil penalty action is not needed to achieve this objective.”

The problem of phoenix companies can only be properly addressed by a coordinated effort by both State and Federal governments. Major changes are needed in regard to the frequency of payments required to be made by companies under the respective legislation, especially regarding taxation, workers compensation and superannuation. The current practice of self-assessment and self-regulation, so prevalent in the areas of most abuse by phoenix companies, should be abandoned. 

An important area in which reform is needed is the corporations law and the ease by which people can establish $2 companies. Greater controls are needed for people wishing to establish a business and further legislation is needed to prevent asset stripping of companies. Consideration should also be given to the freezing and confiscation of assets held by family members, friends or trust arrangements, where they are related to the operation of phoenix companies.

The Union recommends:

 

1.
More resources for ATO blitzes on tax fraud in the industry, one of the major consequences of phoenix activity.

 

2.
A coordinated approach by state and federal authorities to whom money is owed by companies who fraudulently go into liquidation to avoid paying tax, workers compensation, and other legal obligations.

 

3.
Concerted ASIC intervention in cases of corporate abuses with appropriate legislative support. 

 

The Government has rejected the recommendation of the Royal Commission that members of a phoenix company group be held jointly and severally liable for the tax debts of the group.  They have indicated support for the recommendation that directors be unable to avoid the effects of a Director’s Penalty Notice by opting for voluntary liquidation, but have failed to indicate what they will do about it.  And they say they will introduce “working parties” on other recommendations.
  

EXTRACT FROM THE STATEMENT OF
ANDREW FERGUSON

ON BEHALF OF THE CFMEU (CONSTRUCTION AND GENERAL DIVISION) NSW DIVISIONAL BRANCH AND THE CFMEU (NSW BRANCH)

TO THE SENATE INQUIRY REGARDING THE BUILDING & CONSTRUCTION INDUSTRY IMPROVEMENT BILL 2003

Phoenix Companies

Phoenix companies are those which are incorporated, trade for a short period, build up large debts - often in the millions of dollars and particularly to the Australian Taxation Office (ATO), the Office of State Revenue (OSR) and WorkCover.  They may trade for any period of time but typically that period would be between 6 months and two years. 

Once building up large debts, the company will go into liquidation and another company, often with a similar name, will take over all its predecessor’s operations.  The new company will generally operate out of the same premises as the previous one.  It will use the same telephone number and work for the same payers.  The directors may be the same, or some “dummy” director may be put on ASIC records.  Relatives, friends and even fictitious individuals have been used by such companies in the past.  The real management however remains the same.

Because a similar name is used, often monies owing to the previous company will be deposited into the bank account of the new company.  Liquidators will, in most cases, only make minimal investigations into the affairs of the companies and the activities of the directors as there are insufficient funds available to finance their fees.  Many companies voluntarily go bust and arrange ‘friendlies’ to administer their ‘wind-up’.  Also, on many occasions little or no records of the company will be forwarded to the liquidator.

Phoenix companies are typically in the sectors of the industry that employ a large workforce and where labour costs are a very significant part of total expenses.  The sectors of formworking, scaffolding, concreting, bricklaying, plastering and gyprock fixing and steel fixing are over represented.  However, there have been a number of cases of plumbers, electricians and glaziers identified as well.  

In some sectors such as formworking, much of the costing process is based on sub-contractors not paying group tax, payroll tax or WorkCover premiums.   I believe that major developers and builders may have actively promoted these activities among their sub-contractors.  I have no doubt that they know of the arrangements and are happy to be complicit, as such practices lower their cost structure.  Attached as ‘Appendix C’ is further supporting documentation.

Basically there are 3 types of phoenix arrangements which can be identified.

One After Another

This is as described above.  A company incorporates, trades for a period of time, builds up large debts to the Australian Taxation Office (ATO), Office of State Revenue (OSR) and WorkCover while ensuring that workers are always paid.  The ATO may or may not be aware that debt is building up.  Group tax and GST collected will not be remitted to the ATO, or at least most of it will not.  

When a certain level of debt is reached the company will either go into voluntary liquidation or be forced to do so by the ATO or WorkCover.  As there are no funds left in the company, no distributions will be made.  While the company is building up debt, directors or management of the company will be drawing large sums out of the company for their own personal use or that of other family members and mates.

The largest number of companies used in this method that I have so far observed is 26.  It involved many millions of dollars of lost revenue for the ATO.  The exact amount will never be quantified.  Sometimes the companies do not bother going through the process of formal liquidation.  They are simply deregistered with no indication of how much debt has accumulated.

Management company

In this scenario there is a management company which typically owns the assets and equipment used to run the business.  It rents this equipment to the phoenix company at exorbitant rates, sucking out funds while the phoenix company runs up debt.

Behind the management company may be a family trust.  All workers will be employed by the phoenix company.  Group tax and GST will not be remitted at all or be under remitted.  The phoenix company will be liquidated to be replaced by another. The management company however continues to trade.

Labour Hire

In this scenario there is a management company, a sales company and a labour hire company.  The sales company receives all funds from the activities of the overall business.  This company will then hire equipment and/or premises from the management company which holds all the assets.  It will also pay the labour hire company which employs all the workers.

The problem is, it will only pay the labour hire company enough to pay its net wages plus something for entitlements.  Little or no provision will be made for group tax and/or workers compensation payments.  Sometimes these labour hire companies will not even have bank accounts.  They are purely a façade which issues ATO Group Certificates or payment summaries.  In this case the sales company will pay the workers’ wages direct.

In all cases the labour hire company goes into liquidation leaving the management and sales company to carry on.  Using this method allows for the operators to more effectively hide their activities as the company which deals with clients, never changes.

� Emphasis added RCBI Report, volume 3, page 27.


� RCBI Report, Volume 3, page 24.


�	� ADDIN ENRfu ��G Gilligan, H Bird and I Ramsay, Regulating Directors’ Duties — How Effective are the Civil Penalty Sanctions in the Australian Corporations Law? (1999), Centre for Corporate Law and Securities Regulation, Melbourne�, 23.


�	A Hepworth, ‘ASIC’s Use of Civil Penalties Rises’, Australian Financial Review, 21 January 2002, 5, reporting a study undertaken by Professor Ian Ramsay from the Centre for Corporate Law and Securities at the University of Melbourne. A detailed report of the study was reported in � ADDIN ENRfu ��G Moodie and I Ramsay, ‘The Expansion of Civil Penalties under the Corporations Act’ (2002) 30 Australian Business Law Review 61�.
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�	� ADDIN ENRfu ��G Gilligan, H Bird and I Ramsay, ‘Civil Penalties and the Enforcement of Directors’ Duties’ (1999) 22(2) University of New South Wales Law Journal 417�, 438. The study noted that management banning orders were the preferred enforcement action by ASIC ‘with phoenix companies because “they take the offenders out of the action”’: 449.
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