SUBMISSION BY AUSTRALIAN AND NEW ZEALAND THIRD SECTOR RESEARCH

TO

INQUIRY INTO THE DEFINITION OF CHARITIES AND RELATED ORGANISATIONS

INTRODUCTION
ANZTSR

Australian and New Zealand Third Sector Research (ANZTSR) is an association of people who undertake research into third sector organisations and related phenomona, such as volunteering, giving and membership, together with others who are interested in the findings of such research.  It currently has 160 members; approximately 70 of these are university staff or research students.  ANZTSR publishes a biannual refereed journal, Third Sector Review, a quarterly newsletter and holds a biennial research conference.  Many ANZTSR members are also members of the International Society for Third-Sector Research.

The Interest of ANZTSR in the Inquiry

Through their research, members of ANZTSR have become familiar with the definitional difficulties that beset the third sector and have come to recognise the problems that this creates for not only researchers but for public policy and for the clearer public recognition of the contribution of the sector. Among the imprecise or ambiguous terms are those that the Inquiry is specifically called upon to investigate.  But this definitional problem is only one of several closely intertwined problems that are inhibiting the development of clear and principled public policy.

ANZTSR members are particularly conscious of how little systematic data is collected by public authorities, a feature which distinguishes Australia from comparable countries such as the UK, US and Canada.  They believe that third sector organisations make an invaluable contribution to Australia’s economy, society and political system.  They believe that public policy towards third sector organisations is poorly developed and in many cases damages the sector and reduces its potential to contribute to a stronger society.  They believe that a coherent regulatory and taxation regime, which enables a basic but comprehensive monitoring of the wellbeing of the sector, is a prerequisite for good public policy.  They note that whilst the third sector is by no means as important as either the government or the business sectors in terms of its size and economic impact, the public resources devoted to collecting, publishing and interpreting data about its changing fortunes is disproportionately small when compared with the public resources committed to monitoring the business and, to a lesser extent, the public sectors.

This Submission
This submission is in three parts.  Part 1 will summarise how the third sector and its component parts are defined in Australia and overseas and offer summary data on its size.  It will review the forces that are transforming it and its treatment in public policy.  Part 2 will use this briefly to address some of the issues raised by the terms of reference of the Inquiry and in its Issues Paper.  Part 3 will argue for a particular conclusion, namely that its terms of reference are too narrow to allow the Inquiry to properly address the problems in public policy towards the third sector, including those groups of organizations that are specifically mentioned in the terms of reference. 

PART 1   THE THIRD SECTOR AND THE FAILURE OF PUBLIC POLICY

Definitions

The third sector consists of private organisations that combine social with economic objectives.  It is synonymous with the European Union’s term “l’economie sociale” or social economy:  cooperatives, mutuals and nonprofit organisations.  Third sector organisations are not part of government and are not operated with the primary objective of making a profit.  The great majority of third sector organisations are constrained by a prohibition in their constitution from distributing any annual surplus to members or distributing net assets should they be wound up or taken over.  These are known as nonprofit organisations and are said to constitute a nonprofit sector. Some finance mutuals and trading cooperatives are not so constrained, but differ from investor-owned firms by being member-owned and member-serving and by a commitment to democratic governance.  As with member-serving nonprofit organizations, any benefits to members (such as lower costs) are distributed according to use.  Although the presence or not of the nonprofit constraint has an effect on organization behaviour, other factors, such as member ownership or control are also important determinants of organisation behaviour, and so, except in the United States and Great Britain, third sector or social economy is taken as providing the basic outline of the sector.  The point about defining a group of organizations as a sector is that it refers to a feature or cluster of related features that clearly distinguishes them from other organisations, especially in understanding their behaviour.  Thus, the usual way of dividing the world of organisations is into three: business government and “third” sectors.  This does not prevent other distinctions from being drawn, though usually without describing these other groupings as “sectors”.

For example, another distinction sometimes drawn in the third sector literature is between public-serving and member-serving organizations.  This distinction is an important heuristic one but difficult to operationalise across the sector; in effect, it points to “ideal types”.  Public-serving organizations are all nonprofits and with the exception of churches (which are generally seen as member-serving), largely correspond with what, in common law countries, would be classed as charities.

Occasionally, other terms are used to apply to large parts of the third sector, but without a clear definition of boundaries.  Nongovernment organisations (NGOs) is a term widely used in the development literature (in Australian government usage, the term is taken literally, to apply to for-profit firms as well as third sector organisations).  Civil Society is another term with growing use.  In some uses it appears coextensive with the third sector. 

In academic research, once organisations have been identified as belonging to the third sector (or the nonprofit sector) the next classificatory move is to identify to which industry or field they belong.  In Australia, organisations would be identified as belonging to one of the Divisions (or groups or classes) of the Australian and New Zealand Standard Industry Classification (ANZSIC).  This enables comparisons to be made between third sector and business or government organizations in a particular field.  Each country has an equivalent of ANZSIC, but these differ one from another in various small ways so, in cross-national comparative third sector research, it is usual to allocate organizations into the International Classification of Nonprofit Organisations (ICNPO).

Many terms are used to delineate parts of the third sector with little or no attempt at terminological precision.  Often industry or activity classifications are confused with organisational typologies.  Attempts to delineate clear boundaries are rare.  The term  “community sector” is a good example.  It clearly includes small nonprofits providing community services, but not everyone agrees that it encompasses large nonprofits in the same industry, called by some the “trad vols”.  For many it includes small nonprofits providing employment services, legal services, advocacy or arts, even.  Cooperatives or “the coop sector” should be straight forward, but sometimes people use it to refer only to trading cooperatives, often only those dealing in rural products.  Governments have, from time to time, fostered confusion.  At various times, legislation has invented terms such as public benevolent institution or community service not-for-profit with little understanding of the context, leaving it to the courts to interpret.  Sometimes terms depend upon judgements about an organisation’s purpose to determine if it fits into a category, sometimes its activities.

The growing national and international research interest in the field is gradually establishing definitional standards.  These attempts include large international research projects, such as the Comparative Nonprofit Project coordinated by the Johns Hopkins University and the UN Statistical Agency’s project to develop a set of satellite accounts for national nonprofit sectors.

Size
In July 1996, there were a little over 34,000 third sector organisations that employed people; 32,000 of these were nonprofit organisations.  All up, third sector organisations employed 634,000 people.  In 1995-96 third sector organisations turned over $59 billion and contributed 3.3% to the gross domestic product.  Nonprofit organisations employed 580,000, turned over $27 billion and contributed 3.0% to GDP.  But these data are for only organisations that employ people.  Whilst accounting for the bulk of the third sector’s economic contribution, such organisations are a small part of the sector.  All told, in 1996 there could have been as many as 700 000 third sector organisations, including 320,000 that were incorporated in one way or another (including 120,000 as incorporated associations; 180,000 as bodies corporate; 9,000 as companies limited by guarantee; 3,000 as cooperatives).  In addition, there might have been as many as 360,000 more unincorporated associations ranging from hobby clubs, environment groups, baby sitting clubs and so on (Lyons, 2001).  

The third sector is extensively spread through Australian society.  In 1997, approximately 70% of the population belonged to an average of just under two organisations.  Almost 20% of adult Australians performed some voluntary work for third sector organisations.  If that voluntary work were valued at the cost of replacing those volunteers with paid labour, it amounts to a further donation of $7.5 billion.  Just under 70% of individual Australians made gifts totalling $2.8 billion in cash to third sector organisations (Lyons, 2001).  

It might be noted that in 1998, donations of only some $580 million were claimed as tax deductions by non-corporate taxpayers.  There are several reasons for the large discrepancy between this and the former figure based on an ABS survey.  Firstly, many gifts are made to organisations that cannot give their donor the right to a tax deduction.  For example, 36% of all giving in Australia went to religious organisations.  Strictly speaking, such donations are not eligible for a tax deduction although many churches act as a conduit for funds flowing to church schools or church sponsored charitable organisations and thus some donations or parts of donations do generate a claim for a tax deduction.  Secondly, many donations are relatively small (half of those who reported giving gave less than $100 over the year) and people may not bother to claim.  As well, many people may not keep a record of some of their donations sufficient to substantiate a tax claim.  The statistics are only kept for individual taxpayers, not those using trusts, partnerships or corporations. Finally, a good deal of support for third sector organisations is in the form of the purchase of donated goods or of tickets for the raffle of donated goods.  Most people would not otherwise engage in such expenditure and consider their support a gift although it would not meet the strict ATO definition.

It is not possible to say with any precision how many charities there are.  Using data collected by the Australian Nonprofit Data Project (Lyons and Hocking, 2000) it is possible to estimate that in June 1996 there were, in the popular use of the term (see below), about 4,000 charities that employed approximately 180,000 people and turned over just under $6 billion.  Using the more extensive legal definition, there were 18,500 charities employing 400,000 and turning over $16 billion.  There are of course other organisations that would be classed as charities, particularly in the legal usage, but which are not counted here as they do not employ people.  It should be noted that these estimates are rough because they are based on ABS classifications of organisations according to their activity (which determines their industry classification).  The definition of charity, on the other hand, hinges upon the purpose of the organisation.

Importance of the Third Sector

Third sector organisations make an important contribution to our economy, society and our democratic political system. Their economic contribution is approximately seven times that of all local government; the nonprofit sector alone is equivalent in its annual expenditure to that of New South Wales and Victoria, our two largest states. The contribution of the third sector to our society is considerable. Third sector organisations represent people’s capacity to work together for a common goal, without being required by government or motivated by the prospect of profit.  Third sector organizations are both a product of a society’s stock of social capital and help recreate that social capital.  They provide a vast array of services, for their members or for others; they provide opportunities for people to preserve old ways; to discover or affirm new identities or to indulge in their enthusiasms.  The third sector is essential to the maintenance of democracy.  Third sector organisations provide people with an opportunity to articulate their interests; they provide practice in leadership.  Not all third sector organisations do all of these things; there is specialisation within the third sector.  As well, a very small number of third sector organisations are divisive, socially and politically damaging (Lyons, 2001).

As might be expected of a large and complex group of organisations, organisations that are deeply embedded in Australian life, there have been many changes to the sector over the past 200 years.  Once important components, such as friendly societies, have declined; others, such as those that have formed to represent the interests of people suffering from different illnesses or medical conditions, have grown enormously.  

It is clear, however, that third sector organisations currently face serious challenges. For those providing community services, the change in the government policy, from a loose kind of partnership to an embrace of competition has been a shock, particularly when under the new arrangements, for-profits and nonprofits are treated alike.  For-profit firms are moving into other fields (such as sport, interest representation and schooling), which were previously the preserve of nonprofits (or governments and nonprofits).  Large corporations are changing dramatically the environment in which many third sector organisations operate.  Sport provides perhaps the most dramatic example.  In response to these business challenges, in many fields large third sector organisations are adopting corporate practices and in other ways behaving in a business-like manner.  They and many more are starting business ventures as revenue-raising mechanisms.  There is a great deal of interest in this country and elsewhere in what some are calling social enterprise – or organisations that explicitly operate as businesses but for a social purpose.  Other third sector organisations that previously combined social and economic goals are discarding the former.  Many mutual finance and insurance societies, with government encouragement, have demutualised or been taken over by for-profits.  For-profit takeovers of nonprofit hospitals are increasingly likely as the religious orders that have run most of those hospitals die out.  

Related to the massive changes transforming our economy and society and perhaps of greater concern, is the apparent decline in the numbers of Australians who are prepared to volunteer and/or to belong to third sector organizations.  The volunteering rate as measured by the ABS has declined from just under 30% in the early 1980s to under 20% in the mid-1990s (Lyons and Fabiansson 1998).  The decline in membership of many traditional associations has been remarkable: in churches, in trade unions, in service clubs, in youth organizations and so on.  These developments pose many challenges to leaders of third sector organisations but also to government policy makers.  Governments need to have reliable information about what is happening, a clear view of the public interest and a capacity for policy and legislative changes to advance that interest.  This they do not have.

Public Policy and the Third Sector
Public policy has generally recognised the importance of third sector organisations, in that it provides distinctive ways for organisations to incorporate and provides a range of tax concessions.  But such policies are piecemeal; they display no indication that they are based on a recognition of the distinctive contributions made by different groups of third sector organisations and a desire to encourage some of these more than others.  Rather, they testify to the effectiveness of lobbying efforts at different times.  

The absence of data on third sector organisations testifies further to the paucity of public policy and indicates a major cause of its inadequacy.  Many government departments subsidise third sector organizations to provide public services, but their attitude to those organizations and the larger sector to which they belong is purely instrumental.  A few government departments collect and hold data on third sector organisations that they fund, but in only a very few cases does this encompass all organizations engaged in a particular field of activity while classificatory systems reflect administrative logic rather than an attempt to understand the field. The ABS is beginning to rectify its previous inactivity, through its special industry collections.  It is one of six national statistical agencies that are participating in a UN Statistical Agency project to trial a set of satellite accounts for the nonprofit sector.  It conducted its second national survey of volunteering last year and is investigating the possibility of surveying levels of social capital.

Of the more than twenty government bodies that administer the major opportunities for groups to incorporate as third sector organisations, only three commit sufficient resources to ensure that the organisations which they incorporate file annual reports.  As a result of this ignorance, governments are usually ill informed as to the consequences for the third sector of  policies. To take one recent example: the estimates used in the Regulatory Impact Statements for the impact on nonprofit organisations of the New Tax System appear to be quite wide of the mark, particular the number of organisations required to register for an ABN or to be endorsed as charitable institutions or funds or gift deductible entities.  Needless to say, it was not possible to even roughly estimate the cost to the sector of complying with the new system.

Almost 10 000 third sector organizations incorporate as companies.  Admittedly, this is a small number compared with the far larger number of incorporated for-profit companies, but the special character of these third sector organizations seems to have been largely ignored in the various rounds of corporate law reforms, with some unfortunate consequences for these bodies (Woodward 1999).  

To take another example, one that is directly relevant to the terms of reference of the Inquiry.  The Income Tax Assessment Act (ITAA), provides a long list of various groups of third sector organisations that are exempt from income tax and another list of groups and individual organisations that are able to give a deduction to donors.  These groups are defined in various ways, sometimes by purpose classifications, sometimes by activity classifications.  In many cases, these classifications are repetitive.  For example, despite exempting charities from income tax, the ITAA goes onto to exempt “religious institutions”,  “a hospital carried on by a society or association” and “a society, association or club established for the encouragement of music or literature”.  All of these would be recognised by the courts as charities, so the repetition is redundant but also potentially confusing, suggesting that perhaps the common law definition of charity does not apply.

A further example of poor public policy can be found in the contradictions that can be observed in the administration by the Australian Taxation Office of the Public Benevolent Institution category, the key to a generous set of tax concessions.  The term appears subject to a good deal of inconsistency in its application by various offices of the Australian Taxation Office.  This inconsistency is a source of grievance within nonprofit organisations providing community services (Lyons, 1995).  Another criticism levelled at the definition of PBI is that it refuses tax deductible status to small organisations that specialise in activities such as self-help, preventative programs or advocacy whilst allowing deductibility to large multipurpose organisations that might engage equally in similar activities.  Arguably, what is required to overcome this problem is not only a clear and widely understood definition of the category, but a rationale for the definition, a rationale which was broadly in accord with public and professional opinion.  Further, consistent application requires that within the Australian Taxation Office there develop a group of staff with a close knowledge and understanding of the third sector, and that such staff be responsible for determining claims for PBI status, or any other tax concession.  The extraordinary number of ways in which third sector organisations can claim tax deductible status offers further testimony to policy confusion.  Some are individually named, others rely on tax office recognising that they fit a particular category, still others depend upon the determination of other ministers (eg for the Arts or Foreign Affairs) or other government agencies (eg the Sports Commission or the Australian Electoral Commission).

PART 2   THE INQUIRY’S TERMS OF REFERENCE AND ISSUES PAPER

We have attempted in Part 1 to provide a summary but comprehensive background to the Inquiry’s deliberations.  We have deliberately chosen to provide a background to the whole of the third sector rather than the set of organizations that fall within the Inquiry’s terms.  This is because we believe that it is only by viewing the whole that the current problems in public policy towards the third sector (or its component parts) can be either understood or addressed.  However, within that wider context we offer the following brief comments on several issues raised by the Inquiry.

Definitions

Charity

The term charity is widely used in Australia.  Its popular use refers to organisations that seek to raise money from the public to help the disadvantaged.  This popular meaning is long established and has some connection with what are now known as fundraising acts administered by state government authorities in most of the states.  These acts, originally known as charitable collection acts, approved a range of nonprofit organisations to raise funds from the public. This legislation used the common law definition of charity as its base and then included or excluded organisations by statutory reference. However, a combination of this statutory exclusion plus a disinterest in fundraising by many organisations that are legally charities and would be entitled to collect under the Act, led over time to a narrowing of the class of organisations that are regarded by the public as charities.  Paradoxically, the popular perception includes charities (in the legal sense) that are exempted from registering, such as church sponsored community service providers such as Anglicare.  For many organisations that are registered, that registration offers confirmation not only of their charitable status but of their right to give a tax deduction to their donors (Lyons, 1993).  Despite the widespread popular use of the term charity, many staff working in organisations that might be considered by the public to be “charities” resist the use of this term, believing that it demeans their clients by making them “objects of charity”.  By contrast, they believe that the people they work with have an entitlement to assistance based on their citizenship; ideally, this entitlement should be realised by governments providing whatever resources are required to meet need.  

This popular meaning of charity has moved a long way from the legal definition.  Several aspects of the legal definition are in need of clarification.  The fourth head of charity “other purposes beneficial to the community” is far from clear.  As well, just what constitutes a prohibition on political or lobbying activity is also far from clear.  The cases where this prohibition has been invoked are few and appear to single our particular organisations for doing no more than many hundreds of other organisations do without losing their charitable status.

Religious

The term religious organisation is not widely used; in its popular usage it is ambiguously used, sliding between organisations whose main purpose is to facilitate worship or established rules for or widely publicised beliefs of a particular religion and the “charitable” (in the popular sense noted above) activities of or sponsored by that religious organisation.  

There is no reason in the Income Tax Assessment Act 1997 to include both a separate definition of religious institution and charitable institution. It is very unlikely that in law any taxpayer that qualified as a religious institution would also not qualify as a charitable institution. It only adds to confusion.

Another odd result of the taxation exemption definition of religious institution is that it includes an exemption of any income of a religious institution's company or association formed for the sole purpose of insuring property belonging to a religious association. In Income Tax Order 1074 of 9 January 1923, the Commissioner of Taxation noted that an insurance company formed for the purpose of protecting churches through loss by fire would not be income tax exempt. In 1936 an amendment was proposed in the Senate and was passed to exempt such an activity. Later in the same year the amendment was removed with the Explanatory Memorandum noting that the exemption was not required as it was the usual practice of the Taxation Department that income belongs in effect to the religious institution and was exempt under the " religious institution" provision. It appears that such exemptions are still approved by part of the ATO, but reference was not made in either the ATO's CharityPack publication or the draft ruling on charities (TR 1999D21). The only reference is a five-line paragraph in a loose leaf tax commentary that costs over $2,000 a year to maintain. This illustrates the ad hoc creation of such definitions and the problems with public access to such information. 

Community Service Not-for-Profit Organisation

The term “community service not-for-profit organisation” is a recent addition to the income tax legislation, designed to include many "community" organisations that fell outside the technical definition of charity. The Explanatory Memorandum noted that it was the intention of Parliament to include bodies that failed to qualify as “charitable institutions”, particularly community organisations such as community service clubs.  In the meaning allocated by the ATO it would appear to include nonprofits providing community services (in the ABS activity (industry) sense) but to include other organisations (e.g. associations of justices of the peace, service clubs, pensioner associations) which the ABS would allocate to other industries (e.g. interest groups).

Public Benevolent Institution

Although the term Public Benevolent Institution is not included in the first Terms of Reference clause, clause 2(b) directs the Committee to examine the current definition. As noted above, the term appears subject to a good deal of inconsistency in its application by various offices of the Australian Taxation Office.  This inconsistency is a source of grievance with nonprofit organisations providing community services (Lyons, 1993).  Another criticism levelled at the definition of PBI is that it refuses tax deductible status to small organisations that specialise in activities such as self-help, preventative programs or advocacy whilst allowing deductibility to large multipurpose organisations that might engage equally in similar activities

Are These Organisations a Sector? 
On page six, the Issues Paper indicates that it will refer to the various organisations described by its terms of reference as a sector.  This is not appropriate.  The organisations have nothing in common that distinguishes as a class from other nonprofits, and that would give a distinctive shape to their behaviour.  Religious organisations and public benevolent institutions are both subsets of charities, but organisations that fall into the community service not-for-profit category are a grab-bag.  To grant this group the status of sector is to add to the confusion that the Inquiry is supposed to resolve.

Can Organisations be Classified by Several Activities or Purposes?
Most large third sector organisations perform activities that can be classified to several fields or industries.  This characteristic they share with large for-profits.  The ABS approach is simply to classify an organisation to a single class according to its primary activity.  With for-profits that is the activity that contributes most to its revenue.  This rule does not work as well with nonprofits and so expenditure is used to identify the predominant activity.  However, it is perfectly possible to divide an organisation’s activities into several classes using the same criteria.  Classifying an organisation according to purpose is more difficult as there are no easy references for identifying purpose or distinguishing predominant purpose.  We note that current tax legislation uses both purpose and activities at different points and that the GST requires organisations to distinguish between different sets of activities, in order to identify which are GST free.

PART 3   CONCLUSIONS AND RECOMMENDATIONS
There are a large group of organisations that share some features in common and can be said to constitute a third sector.  Within the third sector are a large group of organisations that share a further characteristic and can be said to constitute a nonprofit sector. Within the nonprofit sector are a further sub-group that the courts would identify as charities.  While it is easy to identify most organisations that are charities, there is a certain fuzziness at the boundaries.  As well, the popular meaning of charity is far narrower (and even fuzzier), while the possession of charitable status has no bearing on an organisation’s behaviour.  Other terms used in legislation, such as public benevolent institution and community service not-for-profit organisation are recent legislative inventions, not easily applied nor well understood.  It is difficult to see how they can be made useful.

The Inquiry was established because of considerable confusion generated by the application of the four terms that it is asked to define.  Nonprofit organisations were uncertain whether they could be described by one or more of these terms; there were examples of apparent inconsistency in the application of the terms by the Australian Taxation Office and the logic of drawing some of the distinctions and awarding far larger tax concessions on the basis of that distinction was frequently questioned.  However, whatever the Inquiry recommends, its terms of reference are too narrow to remove the contradictions and confusion that are at the heart of public policy toward the third sector and its constituent parts.  Its very terms of reference testify to that confusion.  The organisations that fall within its terms of reference are only part of the third sector; there is no concession enjoyed by all or some of these organisations that is not enjoyed by many other third sector organisations, and not enjoyed, for no apparent good reason, by others.

ANZTSR believes that Australia’s third sector, including charities, religious organisations and community service not-for-profit organisations, are ill served by current public policy.  In part, this public policy failure is a product of definitional confusion.  However, underlying this is

· a failure to understand the character and the complexity of the third sector; 

· a failure to base public policy on a consistent set of principles, and

· a failure to create mechanisms that keep policy makers informed of changes in the sector or parts of it, and able to make appropriate adjustments

These failures need to be addressed as a matter of urgency, but they must be addressed across the whole of the third sector

This leads us to an inevitable conclusion, and our one recommendation:

That the Committee of Inquiry request the government to widen its terms of reference and extend greatly its time to report, to enable it to address and make recommendations for a coherent and principled public policy for the third sector.
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