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Executive Summary

At the request of Kellogg (AUST) Pty Ltd (Kellogg’s), Access Economics has prepared this Submission to the Inquiry into the Definition of Charities and Related Organisations (hereafter referred to as the Inquiry).  

Kellogg’s welcomes this Inquiry and the opportunity it offers critically to examine the current definitions of charities and related organisations and the problems to which these give rise.  It has asked Access Economics, as an independent economic analyst, to examine the relevant issues, and to assess whether or not improvements can be made in relation to the appropriate definitions of charities and related organisations, consistent with:

· Full recognition of the invaluable role such organisations play in the community, including the delivery of important community services.

· The terms of reference for the Inquiry.

· The maximisation of the community benefits deriving from the allocation of scarce public sector resources – either outlays-based or via taxation and other concessions.

Broad Conclusions

Access Economics believes that the following broad conclusions are relevant for the Inquiry:

· Current definitions of charitable, religious and community service not-for-profit organisations do indeed give rise to anomalies and inconsistencies in the extent to which various charitable, religious and community service not-for-profit activities obtain access to public sector assistance of various kinds (tax concessions, outlays-side assistance, etc.).

· Current definitions fail to meet key design criteria needed to ensure that public sector assistance to charitable, religious and community service not-for-profit activities is effective, efficient and fair.  Failure to provide assistance effectively, efficiently, fairly and in a transparent, accountable way is a major weakness, given the binding budget constraints under which all levels of government in Australia must operate.

· Specifically, current definitions are not designed (a) to ensure public sector assistance is tightly focussed on charitable, religious and community service not-for-profit activities, (b) to minimise unintended revenue losses or outlays overruns, and (c) to ensure that deserving activities do not miss out.

· The case of the food products manufacturer, Sanitarium, which is wholly owned by the Seventh Day Adventist Church and which receives the same tax concessions as that entity, is a major and growing real-world example in Australia, unmatched almost anywhere else in the world, of these definitional problems.  Sanitarium’s tax concession gains on its purely commercial food products activities – which are non-transparent and non-accountable – are some other charitable activity’s public assistance losses. 

· Access Economics considers that greater emphasis on activity-based definitions of what is charitable, religious and community service not-for-profit in nature would go a long way to overcoming these problems, reducing anomalies and inconsistencies, and ensuring that public sector assistance is better and more fairly focussed on those activities most deserving of that support.
· Given the terms of reference for this Inquiry, Access Economics also considers that any revenue or outlays savings arising from changes to current definitions that exclude purely commercial activities should be allocated in a targetted way to those activities considered to be charitable, religious and community service not-for-profit in nature.

Specific Recommendations 

Access Economics makes the following specific recommendations to the Inquiry, with particular reference to key questions in its Issues Paper concerning the bases on which definitions of charitable, religious and community service not-for-profit organisations or activities should be determined.

Should An Organisation-Based Approach To Definitions Be Retained?

The Inquiry has asked, inter alia:

‘Should definitions be based on the purpose of the activities carried out by the organisation only, or on the nature of the activity?

Should account be taken of multiple purposes, or is it appropriate to rely on the sole or dominant purpose of an organisation in order to define it.  …

…  Is it appropriate to distinguish between commercial and non-commercial activities undertaken by charities and related organisations?

Is there an expectation that charities and related organisations will undertake commercial activities in order to perform their core purpose effectively?  How should these activities be defined and should they have a role in determining the definition of the organisation?’

Access Economics recommends that:

1. Definitions should make due allowance for the primary purpose of an organisation in order to define it.

2. However, sole reliance on the purpose of the activities should not determine the definition:  other considerations are relevant.

3. In particular, it is appropriate to distinguish between commercial and non-commercial activities undertaken by charities and related organisations.

4. Whether or not charities and related organisations undertake commercial activities in order to perform their core purpose effectively is a matter for them to determine.  However, such activities should be subject to the principle of competitive neutrality as applies to similar commercial activities undertaken by government business enterprises and to private sector businesses.  For public sector support to charities and related organisations to be effective, efficient, fair and transparent and accountable, it should be focussed on activities that are charitable, religious and community service not-for-profit in nature, and not extended to activities that are commercial in nature.  (Activities that meet the mutuality principle by definition, are not commercial.) 

Greater Emphasis On An Activities-Based Definitional Approach

The Inquiry has asked, inter alia:

‘What do you regard as the framework and key criteria that could form the basis for the classification of charitable, religious and community service not-for-profit organisations?

Do you have a preferred definition of a charitable, religious or community service not-for-profit organisation and, if you believe relevant, PBI?

Would it be desirable to split out different types of activities into separate entities for definitional purposes?

Access Economics recommends that:

5. The design features that should underpin definitions of ‘charitable, religious and community service not-for-profit’ should be dominated by the need to ensure that scarce public sector resources (especially tax concessions and outlays-side assistance) are used to assist such activities effectively, efficiently, and, not least, fairly.

6. Accordingly, definitions should effectively deliver transparent, targetted assistance to activities that are charitable, religious and community service not-for-profit in nature, avoiding unintended revenue losses and cost overruns, and minimising risks that deserving activities miss out on public sector assistance.

7. These desiderata strongly support an activities-based emphasis for any new approach to definitions, either as a substitute for, or as a complement to, existing purpose-based or entity-based definitions.

8. Splitting-out commercial from charitable, religious and community service not-for-profit activities into separate entities could be administratively useful, both for the entities undertaking them and for public sector administration of support measures.  But whether or not such separation is undertaken, the basic principle should remain:  public sector support should be focussed on activities that are intrinsically charitable, religious and community service not-for-profit in nature, and should not be extended to activities that are commercial in nature even where those activities are claimed to be needed to fund charitable, religious and community service not-for-profit activities.
Present Definitions Are Poorly-Focussed 

Any eligible organisation that receives, say, tax concessions, such as exemption from income tax and access to FBT concessions, and where a substantial part of its activities are themselves purely commercial in nature (albeit justified as a funding source for its other charitable, religious and community service not-for-profit activities) is a potential source of non-transparent, non-accountable, and unfocussed assistance.  Assistance is provided in respect of commercial activities, rather than activities that are charitable, religious and community service not-for-profit in nature.

This is neither effective nor efficient.

Present Definitions Entail Unintended Costs

Any eligible organisation that receives, say, tax concessions, such as exemption from income tax and access to FBT concessions, and where a substantial part of its activities are themselves purely commercial in nature, is a potential source of unintended revenue losses because such assistance is:

· non-transparent (eg, because of an exemption from lodging income tax returns), 

· open ended (in that the extent of the benefit depends on the extent of the activities of the organisation), 

· and constitutes a cost to taxation revenue in relation to purely commercial activities

Again, this is neither effective nor efficient.

Present Definitions Mean Worthy Causes May Miss Out 

Because public sector assistance to charitable, religious and community service not-for-profit activities is unfocussed and delivered in ways that entail revenue losses or outlays cost-overruns, the inevitable budget constraints on governments at all levels mean that some deserving causes miss out, either completely or at least in terms of the quantum of assistance provided.

In short, ineffective and inefficient delivery of assistance also becomes inequitable assistance as well.

Sanitarium:  A Case-Study In Unintended Consequences Of The Status Quo

These are not merely theoretical, or, if practical, relatively minor, concerns.

The real-world situation in Australia includes examples where very large amounts of public sector assistance, in the name of helping charitable, religious and community service not-for-profit activities, are being channelled in an open-ended and, in some cases, non-transparent and non-accountable way, into commercial activities on such a scale as to violate the very competitive neutrality principles to which the Commonwealth and State governments have themselves agreed.

These resources could be better targetted directly to charitable, religious and community service not-for-profit activities.

The business operating under the name of Sanitarium Health Food Co. is carried on by Australasian Conference Association Limited as trustee for the Australasian division of the Seventh Day Adventist Church.

Because Section 23(e) of the Income Tax assessment Act provides that ‘the income of a religious, scientific, charitable or public educational institution’ shall be exempt from tax, the business income generated by Sanitarium Health Food Co. is also income tax-exempt.  Moreover, employees of Sanitarium seem likely to have access to the same FBT concessions as are available to the Seventh day Adventist Church.

This concessional tax treatment of a large, growing (see below) purely commercial activity is:

· Very different from international practice:  in general, most countries apply income tax to the ‘unrelated business income’ (UBI) of tax-exempt organisations.

· Inconsistent with broadly-accepted principles of ‘good’ tax system design, which generally argue for broad tax bases and uniform tax rates, with few – preferably no – exceptions. 

· Inconsistent with Reports by various officially-constituted Committees of Inquiry into taxation systems in a number of countries.

· And, as noted above, is inconsistent with effective, efficient and fair provision of public sector assistance from limited budget resources to charitable, religious and community service not-for-profit activities.

Yet, in the case of Sanitarium:

· this violation of basic tax design principles, which is

· against the treatment generally accepted as the norm internationally, and is

· inconsistent with the conclusions of a number of Committees of Inquiry into taxation systems, and very directly

· undermines effective, efficient and fair delivery of public sector support to charitable, religious and community service not-for-profit activities

has been in place in Australia for well over forty years. 

Sanitarium is a large and expanding player in the ready-to-eat breakfast cereal (RTE) market in Australia, with between 20% and 30% of the market by volume.  The large tax revenue cost of tax exemption in respect of this business is not precisely known.  This is hardly a model of transparent, accountable use of taxpayers’ money. 

And the Sanitarium story in terms of growing demands on taxation revenue does not stop with the RTE breakfast cereal market.  Sanitarium’s activities have expanded well beyond the RTE cereal market, adding to the (unknown but large and growing) revenue cost of tax concessions for this purely commercial activity.

1. Introduction:  Focus of Submission

At the request of Kellogg (AUST) Pty Ltd (Kellogg’s), Access Economics has prepared this Submission to the Inquiry into the Definition of Charities and Related Organisations (hereafter referred to as the Inquiry).  

Kellogg’s welcomes this Inquiry and the opportunity it offers critically to examine the current definitions of charities and related organisations and the problems to which these give rise.  It has asked Access Economics, as an independent economic analyst, to examine the relevant issues, and to assess whether or not improvements can be made in relation to the appropriate definitions of charities and related organisations, consistent with:

· Full recognition of the invaluable role such organisations play in the community, including the delivery of important community services.

· The terms of reference for the Inquiry.

· The maximisation of the community benefits deriving from the allocation of scarce public sector resources – either outlays-based or via taxation and other concessions.

Consistent with the terms of reference for the Inquiry, the focus of the report is on the currently-applicable definitions of charities and related organisations, the problems to which these give rise, and possible approaches leading to better definitions.

At the outset, Access Economics assumes that the following premises are central to the Inquiry:

(a) Any outcomes from this Inquiry are intended to re-affirm, rather than to limit, the recognition given by governments to the community services provided by charities and related organisations.

(b) Given budget constraints faced by all levels of government, one outcome of the Inquiry should be the maximisation of the community benefits flowing from public sector assistance to charities and related organisations.

(c) Given the first two premises, definitions that are both clearer and allow better-focussed, more transparent and accountable public sector assistance to charities and related organisations are sought as a result of this Inquiry.

(d) As a guide to where improvements to the status quo are possible, some examination of the potential pitfalls to which the status quo gives rise, as well as real-world case studies illustrating the nature and magnitude of these pitfalls, are useful inputs into the Inquiry.

These premises have underpinned the analysis in this Submission.

The remainder of this Submission is organised as follows:

· Section 2 reviews the purpose of the Inquiry, including the circumstances leading up to it, and its terms of reference.

· Section 3 summarises why definitional issues are important, and presents an analytical framework for evaluating the status quo and possible alternative definitions.  Some initial comments are made about possible competing approaches to this problem.

· Section 4 explores the potential implications of alternative approaches, raises questions about the potential limitations of the terms of reference for the Inquiry, and suggests that consequences of alternative approaches cannot be ignored in deciding between them..

· Section 5 summarises potential unintended consequences of the status quo, drawing out the costs of the status quo in terms of maximising benefits of government assistance to charities and related organisations.

· Section 6 presents a major, real-world case study of the unintended consequences of the status quo:  the very large, internationally unparalleled, and expanding, income tax-free, commercial activities of Sanitarium, an entity wholly owned by the Seventh Day Adventist Church.

· Section 7 presents Access Economics’ broad conclusions on the issues raised in this Submission and the preferable approach to the definition of charities and related organisations.

· Section 8 presents Access Economics’ suggestions for improvements to the status quo.

2. Purpose Of Inquiry 

From the Commonwealth Government’s perspective, the Inquiry is intended:

…to ensure that the legislative and administrative framework in which [charitable, religious and community service not-for-profit organisations] operate is appropriate to the modern social and economic environment.

…[to] provide the government with options for enhancing the clarity and consistency of the existing definitions with respect to Commonwealth law and administrative practice.  These should lead to legislative and administrative frameworks appropriate for Australia’s social and economic environment in the 21st Century.  
 

[Parentheses added.]

From the perspective of the Australian Democrats, the Inquiry is:

…a major opportunity to bring Commonwealth laws and practices up to date and to ensure a fairer go for Australia’s overburdened charitable sector.

…[and it] should result in the identification and elimination of anomalies in the tax and legal treatment of charities.  

[Parenthesis added.]

2.1. Genesis Of Inquiry

The Inquiry has been set up as a result of the Government’s programme of tax system reform.

The particular catalyst for the Inquiry was the proposed tightening-up of tax concessions for employee benefits (that otherwise would be subject to Fringe Benefits Tax – FBT) enjoyed by employees of public benevolent institutions and certain other not-for-profit organisations.

In its initial proposals for tax system reform, the Government proposed that limits be placed on the concessional tax treatment that had applied to fringe benefits for employees of public benevolent institutions and certain other not-for-profit organisations:

The Government is reforming the Fringe Benefits Tax (FBT) provisions to make the system fairer for all taxpayers …

· [the second reform is] stopping overuse of the concessional FBT treatment of public benevolent institutions and certain other not-for-profit organisations.  This will be done by limiting, for each employee, the value of fringe benefits eligible for concessional treatment to $17,000 of grossed-up taxable value per employee of such organisations (equivalent, in broad terms, to the grossed-up value of an average 6 cylinder car and some additional minor benefits).  Any amount above this limit will be subject to the normal FBT treatment.  

[Parenthesis added.]

In order to secure passage of the Government’s tax reform package through the Senate, negotiations with the Australian Democrats led to a number of modifications to the Government’s original proposals, including the classification of many food/beverage products as GST-free, and a less extensive tightening of FBT concessions for employees of public benevolent institutions and certain other not-for-profit organisations.

Another result of these negotiations was the commitment by the Government to the Democrats that passage of the (amended) tax reform legislation (including the amended FBT proposals) would be followed by the establishment of an Inquiry into the definition of charities and related organisations.

In short, whatever the limitations on the Inquiry, its genesis – and the implications of its findings and recommendations – have much to do with the eligibility of various organisations for various kinds of public sector assistance, via taxation concessions and in other ways.

2.2. Terms Of Reference For The Inquiry

The terms of reference for the Inquiry are set out in full in its Issues Paper.

The main elements are as follows:

· To examine and report on existing definitions.

· To examine current definitions set out either in Commonwealth or State legislation, including the continuing relevance of the ‘public benevolent institution’ definition, and including an examination of the use of existing concepts for social, economic, legal, regulatory, statistical or academic purposes, as well as definitions used overseas.

· To consult widely with key interest groups, including those that regard themselves as charitable, religious and community service not-for-profit organisations, as well as with those that regard themselves as for-profit organisations that provide the same goods and services as those operating in the charitable, religious and community service not-for-profit sector.

· To provide ‘…options for enhancing the clarity and consistency of the existing definitions in Commonwealth law and administrative practice with respect to charities, religious and community service not-for-profit organisations.  These should lead to legislative and administrative frameworks at the Commonwealth level that are appropriate for, and adapted to, the social and economic environment of Australia.’  

In short, the Inquiry is asked to investigate the definitional status quo in relation to charitable, religious and community service not-for-profit organisations, consult with those interested in the issues involved, and suggest options for improving present Australian definitions.

3. Analytical Framework 

3.1. Why Bother About Definitions At All?

The Inquiry’s Issues Paper appears to put significant constraints on its scope:

While the Inquiry is to take account of the existing definitions, it is not constrained by the existing definitions in developing options for change. …

[However] the Inquiry is limited to a consideration of the definitions that are used in legislative and administrative practice.  The terms of reference do not require the Committee to examine or provide options for the appropriate legislative and administrative treatment of charities and related organisations.  It follows that the Inquiry is not seeking submissions, and will not be providing comment, on issues related to the taxation or other legislative and administrative treatment of charitable, religious or community service not-for-profit organisations.  

[Parenthesis added.]

That said, in its Issues Paper, the Inquiry also advises those considering making submissions to the Inquiry as follows:

In formulating your submission, please note the issues and questions that have been raised by the Committee in this Issues Paper.  However, the matters raised here are not exhaustive, and you may comment on any other matter you consider relevant to the terms of reference. 

[Emphasis added.]

Moreover, in relation to taxation and other matters, the Inquiry’s Issues Paper itself notes the importance of current definitions for taxation and other concessions at both Commonwealth and State levels: 

27. At the Commonwealth level, the concepts of charity, PBI [public benevolent institution], and religious organisation are used, though not exclusively, to determine eligibility for exemption from income tax, exemptions and rebates for fringe benefits tax purposes, and concessions for GST purposes.  The concept of charity is also used in the Corporations Law to allow certain organisations to incorporate without the use of the word ‘limited’ in their name and for exemption from fundraising provisions.

28.
At the State level, the concept of charity is used to determine eligibility for exemption from rates, pay-roll tax, land tax and stamp duties and for laws governing fundraising activities.

29. The term community service not-for-profit organisation is given a particular application in Commonwealth tax legislation and is not a concept generally used in other laws or regulations. …

32. Commonwealth income tax legislation lists organisations, both by name and type of organisation, that can receive tax deductible gifts.  However, this list is not an attempt to define a charity or a related organisation.

33.
In some legislation, such as the Pay-Roll Tax Act 1971 of Queensland, a description is given by drawing on the common law definition and describing those organisations or activities that are excluded from the definition for the purposes of that Act.  In other cases, such as the Queensland Trusts Act 1973 and the South Australian Trustee Act 1936, the definition of charity is extended to include various recreational bodies that would not normally fall within the common law definition of a charity. 

[Parenthesis added.]

The simple fact is that, as the Inquiry itself notes, the application of current definitions generally has great significance for those organisations covered – and in some cases for those competing with them but not covered – precisely because of the access to taxation and other concessions afforded by these definitions.

An obvious corollary is that any changes to current definitions – to the extent that such changes either ‘carve out’ organisations or activities currently eligible for various concessions, or expand the scope of organisations or activities eligible for concessions – are of practical significance primarily because of changed access to these concessions.

Access Economics considers that the Inquiry cannot develop options for definitional improvements without having some regard for their impact on access to various concessions.

This is hardly a contentious point.  It simply reflects the tax-related concerns that gave rise to this Inquiry in the first place (see Section 2.1 above).  

3.2. Some Relevant Design Principles For Practical Definitions

In considering appropriate modifications of existing definitions of charitable, religious and community service not-for-profit organisations, it is useful to consider a number of broad design principles that should guide such definitions.

Principles relating to what is included in the definition, what entity undertakes it, and borderline clarity seem to Access Economics to be particularly important.  These are considered in turn.

3.2.1. What is Covered by the Definition?

The activities covered by existing definitions include, but are not confined to: 

· Welfare services such as child care, nursing homes and other residential and non-residential care.

· Health services.

· Education services.

· Community legal services.

· Indigenous community affairs.

· Religious activities.

Whatever the precise definitions of each of these activities, it seems likely that for all, if not most of them, part at least can be regarded, directly or indirectly, as a responsibility of governments.  That is certainly true for the first five activities.  The sixth is more controversial, however.

Even so, all six types of activities, in Access Economics’ view, have a legitimate claim for coverage under both existing and any proposed definitions of charitable, religious and community service not-for-profit organisations.

3.2.2. What Entity Undertakes It?

In addition to the activity criterion, there is the entity-based definition of charitable, religious and community service not-for-profit organisations.

This criterion is not easily applied cleanly, because different entities can and do have different mixes of activities.  The scope for anomalies is therefore significant.

Whether the activity focus is better than the entity focus is examined shortly.  For now, it suffices to note that existing definitions give considerable weight to the entity criterion, and, as noted by the Inquiry: 
 

Under common law, there is no distinction between wholly or partially;  organisations are either charitable or not, religious or not, or community service not-for-profit or not.  However, an organisation could be regarded as partially or wholly charitable, religious or community service not-for-profit if the emphasis moves from the organisation as a whole to the activities of the organisation.  That is, the purpose of each of the activities, not just the purpose of the organisation as a whole, could be considered.  A partially charitable or religious or community service not-for-profit organisation could be determined on some assessment of its individual activities. 
3.2.3. The Issue Of Borderline Clarity

One of the core issues for the Inquiry is to determine whether definitions can be made clearer and more consistent.  That offers the potential for reducing anomalies under the status quo.

This requires definitions with greater clarity and consistency about what is covered and what is not.

In this area, two principles applied in other contexts offer potential benefits in terms of improving the status quo.  These are:

· The Competitive Neutrality principle.

· The Mutuality principle.

The competitive neutrality principle is a well-established element of public policy in Australia.  It is a key plank of the Competition Principles Agreement (CPA) between the Commonwealth and State/Territory Governments.  One of the key ‘rules’ flowing from the CPA is that government business enterprises (GBEs), operating in direct competition with private businesses, should not enjoy tax, interest cost, or other regulatory advantages over such businesses.

While the principle of competitive neutrality is intended to relate to entities – GBEs and private businesses – clearly the neutrality objective is activity-based.  That is the neutrality objective relates to commercial – that is, for-profit – activities. 

The mutuality principle, as applied in taxation law, holds that you cannot be taxed on activities directed to the benefit of the members of the entity involved in the activity.  Such activities are effectively non-commercial in the sense of:

· Not providing a benefit to non-members.

· Being non-commercial in the sense that the entity undertaking the activity does not profit from sales to non-entity members.

The competitive neutrality principle is potentially useful as a guide to ‘carving out’ activities from coverage under any new definition of charitable, religious and community service not-for-profit organisations/activities that arguably should not be included in any definition.

The mutuality principle is definitely useful as one guide to activities/organisations that should be included within any new definition of charitable, religious and community service not-for-profit organisations.

In Access Economics’ opinion, the value of applying the competitive neutrality and mutuality principles is to ensure a sharper focus on those activities that have a strong claim to be included in any new definition of charitable, religious and community service not-for-profit organisations.  These principles offer the potential of imparting a clearer, more consistent focus on the activities that the Government wishes to see preserved, supported, and enhanced. 

3.3. Competing Criteria For Appropriate Definitions

The Inquiry has invited responses to questions about the merits of an activities-based approach versus an approach based on the purpose of the entities involved.
  These are developed more fully in Sections 4-6 below.  Some brief ‘overview’ comments on the competing approaches are set out in the remainder of Section 3.

3.3.1. The ‘Institutional’ Approach

As the Inquiry itself notes, a purpose-based, or institutional approach can be a coarse way of defining charitable, religious and community service not-for-profit organisations/activities.

This follows from the often all-or-nothing approach in common law to such definitions.  No allowance is made for the potentially wide range of activities that may be undertaken by entities included under current definitions.  Anomalies – especially from an activity-based perspective – are likely to abound:  some activities that should be included are not;  other activities that should not be included are.

3.3.2. The ‘Activities’ Approach
The activities approach offers the potential of better-focussed definitions.

To be fair, relative to the status quo it also raises questions about compliance costs for entities with activities on both sides of any new activities-related definitional borderline.  In addition, it raises questions about how such new definitions might impact on income-generating activities by such entities.

These issues are considered next.

4. Implications Of Alternative Definitions 

A key question posed by the Inquiry in its Issues Paper is whether any new definitions should be based on the broad purpose behind the activities carried out by the organisation involved, or on the nature of the activities themselves.

In practice, this question comes down to the merits of adopting definitions that focus on entities – based on an assessment of the overall purpose of their operations – versus definitions that focus on specific activities themselves.

This Section considers some issues that arise under both approaches.

4.1. Why Not Opt For A ‘Broad Purpose’, Or Entity-Based Definition?

An entity-based approach to definitions has some advantages – to those entities that are deemed to qualify, at least:

· Eligible entities are treated cleanly, in the sense that any taxation or other concessions apply uniformly to the full range of activities undertaken by them, thereby minimising administrative/compliance costs.  (Given the entity-based approach to, for example, income tax, this is a significant advantage.)

· The operational flexibility of eligible entities is maximised:  provided that they continue to fit within the definitional criteria, the scope of their activities is more or less unfettered.

It would be surprising if many of the entities currently covered by existing definitions do not argue strongly for at least maintenance of the status quo in terms of the entity-based elements of existing definitions, precisely because of the administrative and operational flexibility advantages that the status quo offers them.

But this approach has significant disadvantages as well.

In large part, these stem from the fact that many organisations engaged in charitable, religious and community service not-for-profit activities undertake a wide and varying range of activities.  Not all of these would be regarded as charitable, religious and community service not-for-profit activities per se:

· Because the mix of different activities across different organisations can and does vary widely, clean purpose- or entity-based definitions of eligible organisations cannot easily be devised:  arbitrary borderlines between eligible and non-eligible organisations become inevitable.

· The only way around this problem is to classify all organisations that undertake any activities considered to be charitable, religious and community service not-for-profit in nature as eligible organisations – no matter how small the extent of such activities relative to the other activities of the organisations concerned.  Short of this extreme – and, for governments, very costly – approach, the entity-based approach to definitions cannot avoid giving rise to anomalies and inconsistencies.  The only question is where these will arise, and this will be determined by where (arbitrary) borderlines are struck.

A new approach to definitions that retains the current emphasis on entities will change the scope and extent of anomalies and inconsistencies by changing the borderlines dividing eligible from non-eligible entities, but, short of the extreme approach noted above, it will not eliminate them.

A major issue under an entities-based approach is the treatment of charitable, religious and community service not-for-profit activities versus the treatment of income-generating and other commercial activities of the organisations concerned.  

Naturally, any changes to the current concessional treatment of the latter when undertaken by currently-eligible entities will be a matter of considerable sensitivity and concern to them.  It will be argued that these income-generating activities are essential inputs to the charitable, religious and community service not-for-profit activities undertaken by such organisations. 

But the key practical questions are as follows:

· Should essentially commercial, income-generating activities by currently-eligible charitable, religious and community service not-for-profit organisations be accorded the same concessional treatment as charitable, religious and community service not-for-profit activities themselves?

· And if the answer is ‘yes’, should there be a limit on such activities to which concessions apply, or should they be more or less open ended (provided that the organisation involved retains its eligible status)?

If the answer to both of these questions is ‘yes’, then an entity-based approach to definitions may be worth retaining, given its administrative and operational flexibility advantages to the entities concerned.  But the budgetary costs to the public sector of this approach will be both potentially very large, poorly-focussed and non-transparent – see Section 5 below.

However, if regard is had to the principle of competitive neutrality – see Section 3.2.3 above – then the answer to the first question would be ‘no’, or, at the very least, if the answer is ‘yes’, then the answer to the second question would be ‘yes’ – there should be fairly tight limits on the allowable extent of such commercial activities.

If the answer to the first question is ‘no’, and/or the answer to the second question is ‘yes’, then the entity-based approach should be replaced by, or complemented with, an activity-based approach to definitions.

4.2. The Merits Of An Activity-Based Approach To Definitions

An activity-based approach to definitions:

· Would require eligible entities to separate charitable, religious and community service not-for-profit activities from other activities.

· This would potentially add to administrative and compliance costs (eg, under income tax laws).

· Currently-eligible entities could be expected to resist such a requirement to separately account for and report charitable, religious and community service not-for-profit activities from other (especially income-generating) activities.

However, the major advantage of an activities-based approach to definitions is that, where these definitions are used to determine access to government concessions and assistance of various kinds, that assistance more transparent and is better targetted at the types of activities for which governments believe that taxpayers’ resources should be allocated.

That better targetting, in turn, offers a practical way of minimising anomalies and inconsistencies which, by definition, relate primarily to differential access to government concessions under current entity-based definitions.

Both of these advantages are directly relevant to key objectives of this Inquiry.

In addition, an activities-based approach can be effected in a way that is consistent with the competitive neutrality principle and the mutuality principle (see Section 3.2.3 above).

There remains the more detailed question about how such better targetted assistance is delivered – whether through tax concessions (so-called ‘tax expenditures’), outlays-side grants, or in other ways.  This issue is not considered further in this Submission because it is beyond the scope of this Inquiry.

4.3. Combining Entity And Activity Approaches

While entity- and activity-based approaches to the definition of what is charitable, religious and community service not-for-profit are conceptually separate alternatives, in practice, there may well be merit in considering a combined approach, under which:

· The first step would be to determine which organisations would be deemed to be charitable, religious and community service not-for-profit organisations, based on an assessment of their primary purpose for existence.  This would ensure that the very large number of organisations that operate primarily for reasons other than charitable, religious and community service not-for-profit activity are not included as charitable, religious and community service not-for-profit entities.

· The second step would be to determine what specific activities are deemed to be charitable, religious and community service not-for-profit in nature, and, once this is determined, accord all (but only) such activities the same treatment under taxation law, administrative treatment, etc.
5. Unintended Consequences Of The Status Quo

In order to illustrate the case for changing the status quo, it is useful to consider the unintended consequences that can and do flow from it.  This Section of the Submission reviews some of the potential problems thrown up by the status quo.  Section 6 below illustrates the actual problems that exist in Australia using a real-world commercial example.

5.1. Key Features Of Existing Definitions

As noted earlier, the current definitions of charitable, religious and community service not-for-profit organisations do not readily handle the fact that: 

· For some not-for-profit organisations, charitable, religious and community service not-for-profit activities are their sole purpose.

· For others, commercial activities – income generation – may be a substantial part of their activities as well.

· And for some for-profit organisations, charitable, religious or community service not-for-profit activities may form part – usually a relatively small part – of their overall activities

This variety gives rise to definitional anomalies and inconsistencies because of the all-or-nothing nature of existing definitions:  eligible organisations are treated as wholly charitable, religious and community service not-for-profit, even if some of their activities are not charitable, religious and community service not-for-profit in nature.  Non-eligible organisations are totally denied any charitable, religious and community service not-for-profit status even if a significant part of their activities are charitable, religious and community service not-for-profit in nature.

Does this inability to handle the wide variety of organisations and activity ‘mixes’ really matter?

Clearly, the answer is ‘yes’.  Being classified as charitable, religious and community service not-for-profit is not merely a label:  such classification gives rise to access to public sector assistance in various forms.
 

Given the strongly-competing demands on limited public sector resources, and financial market and competitive pressures driving governments to balance outlays against revenues while keeping tax rates as low as possible, the use of government assistance by charitable, religious and community service not-for-profit organisations should produce the ‘best’ possible outcomes in terms of welfare support, etc. 

In short, use of public sector assistance for charitable, religious and community service not-for-profit purposes must be effective and efficient.  In the context of charitable, religious and community service not-for-profit activity, effective and efficient use of public assistance is also – almost by definition – equitable as well.

These criteria suggest that public assistance should be:

· Focussed on the activities considered most directly deserving of public sector support.

· Designed so as to minimise and control unintended public sector revenue (or outlays-side) losses

· Designed to ensure that, subject to public sector financial constraints, deserving causes do not miss out (ie, the worst anomalies and inconsistencies are eliminated)

Each of these fairly obvious – and presumably widely-accepted – criteria is likely to be failed, to a greater or lesser extent, under present definitions. 

5.2. Likely Consequences Of Existing Definitions:  Unfocussed Assistance

Clearly, the all-or-nothing approach to determining which entities are charitable, religious and community service not-for-profit has substantial potential for unfocussed government assistance.

Any eligible organisation that receives, say, tax concessions, such as exemption from income tax and access to FBT concessions, and where a substantial part of its activities are themselves purely commercial in nature (albeit justified as a funding source for its other charitable, religious and community service not-for-profit activities) is a potential source of non-transparent, non-accountable, and therefore unfocussed assistance:

· Assistance is provided in respect of commercial activities, rather than activities that are charitable, religious and community service not-for-profit in nature

This is neither effective nor efficient.

5.3. Likely Consequences Of Existing Definitions:  Unintended Revenue Losses

Clearly, the all-or-nothing approach to determining which entities are charitable, religious and community service not-for-profit also has substantial potential unintended revenue losses or unintended outlays-side costs.

Any eligible organisation that receives, say, tax concessions, such as exemption from income tax and access to FBT concessions, and where a substantial part of its activities are themselves purely commercial in nature (albeit justified as a funding source for its other charitable, religious and community service not-for-profit activities) is a potential source of revenue losses because such assistance is:

· non-transparent (eg, because of an exemption from lodging income tax returns), 

· open ended (in that the extent of the benefit depends on the extent of the activities of the organisation), 

· and constitutes a cost to taxation revenue in relation to purely commercial activities

Again, this is neither effective nor efficient.

5.4. Likely Consequences Of Existing Definitions:  Deserving Causes Miss Out

Because public sector assistance to charitable, religious and community service not-for-profit activities is unfocussed and delivered in ways that entail revenue losses or outlays cost-overruns, the inevitable budget constraints on governments at all levels mean that some deserving causes miss out, either completely or at least in terms of the quantum of assistance provided.

In short, ineffective and inefficient delivery of assistance also becomes inequitable assistance as well.

These are not merely theoretical, or, if practical, relatively minor, concerns.

The real-world situation in Australia includes examples where very large amounts of public sector assistance, in the name of helping charitable, religious and community service not-for-profit activities, are being channelled in an open-ended and, in some cases, non-transparent way into commercial activities on such a scale as to violate the very competitive neutrality principles to which the Commonwealth and State governments have themselves agreed.

These resources could be better targetted directly to charitable, religious and community service not-for-profit activities.

Section 6 below presents one case study demonstrating the substantial real-world problems of the current Australian definitions of charitable, religious and community service not-for-profit organisations:  the treatment of Sanitarium.

6. Case Studies In Unintended Consequences:  Sanitarium

This Section very briefly reviews the current taxation treatment of just one significant commercial manufacturer in Australia – Sanitarium – and draws out the implications of this in relation to the particular concerns of the Inquiry.  

6.1. The Tax Treatment Of Sanitarium

The business operating under the name of Sanitarium Health Food Co. is carried on by Australasian Conference Association Limited as trustee for the Australasian division of the Seventh Day Adventist Church.

Because Section 23(e) of the Income Tax assessment Act provides that ‘the income of a religious, scientific, charitable or public educational institution’ shall be exempt from tax, the business income generated by Sanitarium Health Food Co. is also income tax-exempt.  Moreover, employees of Sanitarium seem likely to have access to the same FBT concessions as are available to the Seventh day Adventist Church.

This concessional tax treatment of a large, growing (see below) purely commercial activity is:

· Very different from international practice:  in general, most countries apply income tax to the ‘unrelated business income’ (UBI) of tax-exempt organisations, in some cases with minor exemptions (to cover activities like cake stalls and other small-scale commercial activity).  Only New Zealand and possibly Argentina are exceptions.

· Inconsistent with broadly-accepted principles of ‘good’ tax system design, which generally argue for broad tax bases and uniform tax rates, with few – preferably no – exceptions.  These design criteria apply especially in the case of purely commercial activities, where it is very poor tax system design – both in terms of efficiency and equity – to subject to income tax some businesses while exempting other businesses producing directly competing products.

· Inconsistent with Reports by various officially-constituted Committees of Inquiry into taxation systems, including:

· In Australia, the 1975 Asprey Report, especially where ‘unfair competition’ is involved.

· In New Zealand, the Report in 1967 by the Ross Committee (at least in respect of trading profits).

· In Canada, the Report by the Carter Commission, which concluded that charitable organisations should not be given a competitive advantage in relation to business activity.

· In the United Kingdom, the Report by the United Kingdom Royal Commission, which at least supported only limited exemptions from taxation applying to competing businesses.

· And, as noted above, is inconsistent with effective, efficient and fair provision of public sector assistance from limited budget resources to charitable, religious and community service not-for-profit activities.

Yet, in the case of Sanitarium:

· this violation of basic tax design principles, which is

· against the treatment generally accepted as the norm internationally, and is

· inconsistent with the conclusions of a number of Committees of Inquiry into taxation systems, and very directly

· undermines effective, efficient and fair delivery of public sector support to charitable, religious and community service not-for-profit activities

has been in place in Australia for well over forty years. 

6.2. The Scope Of Sanitarium’s Activity:  Ready-To-Eat Breakfast Cereal

Sanitarium is a large and expanding player in the ready-to-eat breakfast cereal (RTE) market in Australia.  

While the fine detail of market share developments is probably not of prime interest to the Inquiry, suffice it to note that:

· In terms of volume market share, Sanitarium has accounted for between 20% and 30% of the RTE breakfast cereal market since 1960.  At the present time Sanitarium’s volume market share of the RTE breakfast cereal market is about 22.7%

· The market share scale of Sanitarium’s operations in Australia is virtually unprecedented internationally.  New Zealand – with similar concessions to Australia – is the exception to this conclusion.  This speaks volumes for the distorting effects – and tax revenue losses – incurred as a result of Australian-type concessions.

· Even so, the cost of the tax-exempt status of Sanitarium’s business in the RTE breakfast cereal market over the years is not known precisely – it is non-transparent:

· either the information is not even collected by the Australian Taxation Office (ATO) because tax-exempt entities do not lodge income tax returns, or

· under the secrecy provisions of the Income Tax Assessment Act, such information would not be divulged anyway.

· This lack of transparency in relation to tax-exempt entities engaged in commercial activities in direct competition with tax-liable businesses is inconsistent with a transparent, accountable approach to the use of taxpayers’ money.

· That said, the sheer size of Sanitarium’s market share in the RTE breakfast cereals market implies a potentially large and growing cost in terms of taxation revenue foregone.

· That loss – ironically – is a direct result of long-standing government acceptance of unfair competition as a result of tax exemption for commercial activities undertaken by Sanitarium.

6.3. The Scope Of Sanitarium’s Activity:  Expansion Into Other Product Lines

The Sanitarium story in terms of growing demands on taxation revenue does not stop with the RTE breakfast cereal market.

Sanitarium’s activities have expanded well beyond the RTE cereal market.

For example:

· In the relatively new and fast growing soy milk market, Sanitarium is a major player, with a volume share of about 45% at present, making it the largest single player in the market.

· Sanitarium also produces a variety of other food products, such as non-meat sausages, processed nuts and other ‘health food’ snacks and the like.

There is nothing to stop Sanitarium expanding into other product lines in future, and on the basis of past performance, every chance that it will do so.

While the revenue cost associated with these expanding commercial activities is not clear, sales revenue data for calendar year 1999 covering:

· Breakfast cereals

· Nutritious snacks

· Popcorn

· UT & soya milk

· Dried fruit

· Hot packs

· Peanut butter

· Frozen meals

suggests revenues in that year of the order of $200 million. 

7. Broad Conclusions

Access Economics believes that the following broad conclusions are relevant for the Inquiry:

· Current definitions of charitable, religious and community service not-for-profit organisations do indeed give rise to anomalies and inconsistencies in the extent to which various charitable, religious and community service not-for-profit activities obtain access to public sector assistance of various kinds (tax concessions, outlays-side assistance, etc.).

· Current definitions fail to meet key design criteria needed to ensure that public sector assistance to charitable, religious and community service not-for-profit activities is effective, efficient and fair.  Failure to provide assistance effectively, efficiently, fairly and in a transparent, accountable way is a major weakness, given the binding budget constraints under which all levels of government in Australia must operate.

· Specifically, current definitions are not designed (a) to ensure public sector assistance is tightly focussed on charitable, religious and community service not-for-profit activities, (b) to minimise unintended revenue losses or outlays overruns, and (c) to ensure that deserving activities do not miss out.

· The case of the food products manufacturer, Sanitarium, which is wholly owned by the Seventh Day Adventist Church and which receives the same tax concessions as that entity, is a major and growing real-world example in Australia, unmatched almost anywhere else in the world, of these definitional problems.  Sanitarium’s tax concession gains on its purely commercial food products activities – which are non-transparent and non-accountable – are some other charitable activity’s public assistance losses. 

· Access Economics considers that greater emphasis on activity-based definitions of what is charitable, religious and community service not-for-profit in nature would go a long way to overcoming these problems, reducing anomalies and inconsistencies, and ensuring that public sector assistance is better and more fairly focussed on those activities most deserving of that support.
· Given the terms of reference for this Inquiry, Access Economics also considers that any revenue or outlays savings arising from changes to current definitions that exclude purely commercial activities should be allocated in a targetted way to those activities considered to be charitable, religious and community service not-for-profit in nature.

8. Recommendations

Access Economics makes the following specific recommendations to the Inquiry, with particular reference to key questions in its Issues Paper concerning the bases on which definitions of charitable, religious and community service not-for-profit organisations or activities should be determined.

8.1. Improving The Basis For Defining Charities & Related Organisations

Should An Organisation-Based Approach To Definitions Be Retained?

The Inquiry has asked, inter alia:

‘Should definitions be based on the purpose of the activities carried out by the organisation only, or on the nature of the activity?

Should account be taken of multiple purposes, or is it appropriate to rely on the sole or dominant purpose of an organisation in order to define it.  …

…  Is it appropriate to distinguish between commercial and non-commercial activities undertaken by charities and related organisations?

Is there an expectation that charities and related organisations will undertake commercial activities in order to perform their core purpose effectively?  How should these activities be defined and should they have a role in determining the definition of the organisation?’

Access Economics recommends that:

1. Definitions should make due allowance for the primary purpose of an organisation in order to define it.

2. However, sole reliance on the purpose of the activities should not determine the definition:  other considerations are relevant.

3. In particular, it is appropriate to distinguish between commercial and non-commercial activities undertaken by charities and related organisations.

4. Whether or not charities and related organisations undertake commercial activities in order to perform their core purpose effectively is a matter for them to determine.  However, such activities should be subject to the principle of competitive neutrality as applies to similar commercial activities undertaken by government business enterprises and private sector businesses.  For public sector support to charities and related organisations to be transparent, effective, efficient and fair it should be focussed on activities that are charitable, religious and community service not-for-profit in nature, and not extended to activities that are commercial in nature.  (Activities that meet the mutuality principle, by definition, are not commercial.) 

8.2. Shifting To An Activities-Based Focus

Greater Emphasis On An Activities-Based Definitional Approach

The Inquiry has asked, inter alia:

‘What do you regard as the framework and key criteria that could form the basis for the classification of charitable, religious and community service not-for-profit organisations?

Do you have a preferred definition of a charitable, religious or community service not-for-profit organisation and, if you believe relevant, PBI?

Would it be desirable to split out different types of activities into separate entities for definitional purposes?

Access Economics recommends that:

5. The design features that should underpin definitions of ‘charitable, religious and community service not-for-profit’ should be dominated by the need to ensure that scarce public sector resources (especially tax concessions and outlays-side assistance) are used to assist such activities effectively, efficiently, and, not least, fairly.

6. Accordingly, definitions should effectively deliver targetted assistance to activities that are charitable, religious and community service not-for-profit in nature, avoiding unintended revenue losses and cost overruns, and minimising risks that deserving activities miss out on public sector assistance.

7. These desiderata strongly support an activities-based emphasis for any new approach to definitions, either as a substitute for, or as a complement to, existing purpose-based or entity-based definitions.

8. Splitting-out commercial from charitable, religious and community service not-for-profit activities into separate entities could be administratively useful, both for the entities undertaking them and for public sector administration of support measures.  But whether or not such separation is undertaken, the basic principle should remain:  public sector support should be focussed on activities that are intrinsically charitable, religious and community service not-for-profit in nature, and should not be extended to activities that are commercial in nature even where those activities are claimed to be needed to fund charitable, religious and community service not-for-profit activities.
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