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Executive Summary

Issues in the definition of charities and related organisations in the health care sector  

Submission to the 
Inquiry into the Definition of Charities and Related Organisations


The Allen Consulting Group was commissioned to prepare this submission by a consortium of for-profit companies active in the Australian health care sector. The tax and administrative treatment of charities and related organisations are of great significance to for-profit hospitals, which compete with these organisations on a daily basis for customers, staff, and other inputs. 

We consider that current definitions and administrative practices introduce unfair and arbitrary distinctions between health sector organisations providing the same services to the same client population, using the same inputs and operating under same regulations and revenue sources. The current discrimination against for-profit hospitals undermines the overall effectiveness and strength of the Australian health sector, reduces public revenues, raises costs for consumers, and impedes investment and the introduction of best practice management practices.

Overview of the private health sector

Around one third of Australian hospitals and hospital services are provided by private hospitals. Of these, around 55 per cent of services are delivered by for-profit hospitals, with the remaining 45 per cent delivered by not-for-profit hospitals. The demand for health services is growing strongly, and private hospitals share of this market is expected to increase.

Although private hospitals were essentially charitable activities when they were first established, under Medicare all Australians are now eligible for free hospital treatment at public hospitals. As a result, the defining characteristic of all private hospitals is now their provision of services to fee-paying patients, the vast majority of whom have private health insurance and come from high or medium income households.

The market for private hospital services is highly competitive. Around two thirds of the sector’s revenue comes from private health insurance funds, with smaller amounts from individual co-payments and different types of third party funding. Legislative changes in 1995 shifted negotiating (and price setting) power from the hospitals to the health funds, decreasing margins and increasing the importance of cost control. 

The impacts of the current regime on the private health sector

Despite the dramatic changes in the nature of their activities, not-for-profit hospitals continue to fall within the definitions for charities and related organisations, and so enjoy a range of tax concessions and exemptions. 

These include an exemption from income tax, tax deductions (for the donor) in relation to gifts, FBT concessions, payroll tax exemptions, land tax exemptions, stamp duty exemptions, and exemptions from local rates and charges. 

The value of these exemptions is very significant:

Payroll tax paid by for-profit hospitals averages $250,000 per hospital, or 2.6 per cent of total expenditure.

FBT exemptions provide an 11 per cent tax advantage for most full time employees. The higher cash salaries that would be required to match the value of these tax advantaged packages imply a potential cost advantage of up to 7.5 per cent of total expenditure. 

Based on current operating margins, the value of the income tax exemption is equivalent to 2.1-3.0 per cent of operating costs. 

This suggests that not-for-profit bodies enjoy actual tax advantages equivalent to at least 5 per cent of total costs, and may enjoy significantly greater commercial benefits. 

Assessing the case for tax concessions for not-for-profit private hospitals 

A number of arguments have been offered in support of the existing treatment of not-for-profit hospitals. None of these arguments withstand scrutiny, however:

The concessional tax treatment of businesses income generated by charities is defended on the basis that non-profit organisations need to generate income in order to channel funds into their altruistic activities. This argument is misleading, however, as business units that were subject to income tax could still make tax deductible donations to genuinely charitable activities, or deduct these amounts as sponsorship payments. The real beneficiaries of income tax exemptions and other concessions for charities and related organisations are thus the business activities of these organisations, which are able to retain and reinvest more of their surplus.

It is also suggested that the tax concessions associated with charity status are warranted because not-for-profit hospitals provide a more caring environment. Tax concessions are not an appropriate means of supporting a more caring environment. As patients are the principal beneficiaries of any higher standards of care, patients should bear any additional costs associated with the enjoyment of these higher standards, particularly given that the patients are mainly medium and higher income people with private health insurance. On the other hand, if higher or ‘more caring’ standards are considered socially desirable, it is not clear why public support or funding for these should be limited to the not-for-profit sector.

A final defence offered in support of these tax concessions is that they compensate for the disadvantage of not being able to obtain funds through raising equity. There is nothing to prevent tax exempt organisations listing their hospital business and raising equity through private investment or a public float, and paying normal taxes, if they consider the advantages outweigh the costs. Yet none do so.

Furthermore, including not-for-profit private hospitals within the definition of charities and related organisations is contrary to the Government’s public policy objectives in three major areas:  competition policy and competitive neutrality, health policy, and good public finance and budget practice. 

Competition policy and competitive neutrality

The fundamental issue raised by the current treatment of not-for-profit hospitals as charities, with all the benefits that this entails, is that it discriminates against for-profit hospitals providing exactly the same services to the same communities under the same funding arrangements. 

The provision of tax concessions (or other forms of public support) to particular types of entity distorts resource allocation and reduces economic efficiency. This is of particular concern in the health sector because of the indications that non-for-profit organisations are less efficient than their for-profit counterparts. As a result, the current regime raises health costs across the sector, increasing costs to consumers, business users (such as workers compensation) and government.

Over the last decade a consensus has emerged that private and public sector entities competing to provide similar goods and services should at least stand on an equal footing. This consensus is embodied in the competitive neutrality principle, given force by the 1995 Competition Principles Agreement between the Commonwealth and State and Territory Governments. The practical implication of this principle is that government business enterprises and agencies that operate in direct competition with private businesses should not enjoy any tax, interest cost, internal subsidies or regulatory advantages over their private sector counterparts. This principle applies to units or parts of larger agencies, as well as to agencies as a whole. 

The social and economic circumstances of the private hospital sector overwhelmingly suggest that the competitive neutrality principle should be extended to the relationship between the private and community sectors where for-profit and not-for-profit entities provide similar services. 

This would avoid the decision to operate on a non-profit basis triggering concessional tax treatment when the services offered are provided on a commercial basis.

Implications for health policy 

The current definition of charities and associated tax concessions also undermine a number of health policy goals. The most important of these is that private hospitals are expected to play a key role in improving the efficiency of the hospital sector, particularly through the application of competitive tendering and the operation of hospital purchaser provider agreements. More generally, the private sector is expected to provide an increasing share of hospital services, reducing the demand on the public sector at a time when the demand for health services is increasing strongly due to rising incomes and the aging of the Australian population. 

The current tax concessions thus impede the uptake of more efficient practices across the sector, and could raise health costs generally. This increases the cost to clients and reduces tax collections, as well as increasing budget outlays in the health sector.

Budget and government revenue implications 

The tax concessions for not-for-profit hospitals involve the direct loss of significant public revenues through forgone income tax, lost personal tax due to FBT exemptions, and reduced State and Territory taxes and charges. These revenue losses are not offset by any identifiable public or social benefits that are unique to non-profit hospitals (that is, that are not also provided by for-profit hospitals). 

The concessions are also inconsistent with normal budget discipline and public finance principles. In particular, the benefits of the concessions for not-for-profit hospitals:

are not targeted to the highest  valued areas; 

are not subject to effective review or budget discipline; 

are not proportional to the social benefits provided by the recipients;  and

are open-ended, as the value of the concession depends on the scale of the organisation that enjoys the concessions. 

Removing the tax concessions associated with the current definition of non-profit hospitals as de-facto charities would result in increased tax revenue. This would facilitate the adoption of a simpler and more inclusive definition of charities more generally, by helping to offset any revenue cost of a simpler approach to genuinely charitable activity.

Implications for the definition of charities 
and related organisations 

The magnitude of these problems suggests that reform of the definition of charities and related organisations should take account of competitive neutrality. 

The current approach to defining a charitable organisation involves three broad tests. The organisation must be (i) non-profit, (ii) provide a ‘public benefit’ or be established for defined technically charitable activities, and (iii) have a technically charitable sole or dominant purpose. Little or no attention is given to the nature of the activity, or how this purpose is achieved. This results in three significant problems:

many non-charitable activities provide public benefits, and so the provision of a public benefit is necessary but not sufficient in defining genuinely charitable activities or organisations.

the existing approach to the ‘purpose’ and nature’ of charitable activities is outmoded, particularly with the introduction of free hospital treatment under Medicare. 

current Australian practice pays very little regard to activities, with definitional tests being applied to entities as a whole, giving not-for-profit entities a significant commercial advantage over for-profit enterprises supplying the same goods and services.

Not-for-profit hospitals, for example, fall within the technical definitions of charity because they contribute to the relief of sickness, even though they operate on a commercial fee-for-service basis and their customers are overwhelmingly from middle or high income households. It is unthinkable that non-profit hospitals dedicated to the service of private patients would be considered charities if established for the first time today. Their status reflects their history, rather than their current operations and context.

Non-reciprocity as a defining characteristic of charity 

These problems could be solved through the inclusion of non-reciprocity as a key element of the definition of charities. This would emphasise that the essence of charitable activity is giving to those in need, rather than offering a service – however worthy and caring – in return for payment. 

The importance of non-reciprocity in defining charitable activity is already reflected in several areas of current Australian law and administration. 

Income tax deductions are not available under the gift provisions for ‘donations’ that are linked to receipt of a good or service, or give rise to a material benefit.

In order to ‘avoid unfair competition with business’, the GST provisions for charitable institutions allow for non-commercial supplies of goods and service where the price is less than 50 per cent of the market value or less than 75 per cent of the cost of provision to the organisation.

The importance of non-reciprocity is also recognised in most other jurisdictions internationally through limits on the amount of business income able to be generated by recognised charities, requirement for separate accounting for, and tax treatment of, unrelated business income.

We consider that the inclusion of a non-reciprocity or non-commercial activity test would contribute to a simpler, more transparent, and more appropriate policy framework for charitable organizations in Australia. This change should be supported by appropriate and neutral treatment of any significant business income of charities or their sub entities.

An alternative approach to placing for-profit and not-for-profit hospitals on an even footing would be to extend the current not-for-profit treatment to for-profit hospitals (in the same way that health services are GST free). This, however, is a ‘second best’ option and is not the preferred approach of the Allen Consulting Group.

Recommendations

The Allen Consulting Group makes the following recommendations to the Inquiry:

R.1 That the definitions of charities and related activities should be reformed to provide competitive neutrality between for-profit and not-for profit entities providing similar goods and services.
R.2 That non-reciprocity be included as one of the key defining characteristics of charitable activity and organisations, both because it provides a clearer indication of genuinely charitable activity than the notion of ‘public benefit’, and because it avoids competitive neutrality problems that arise under the current set of definitions.

R.3 That the definition(s) of charities and related organisations should limit the extent of business activity allowed, including as a maximum dollar value, beyond which either the body loses its charitable status or the business activity must operate under its own accounts and without the benefits of charitable status.  

R.4 That the definition of non-commercial or non-reciprocal activity be harmonised across all Commonwealth legislation, possibly based on the GST provisions for supplies for a nominal consideration. For simplicity this definition may also refer to the ‘significant business threshold’ from the Commonwealth’s competitive neutrality policy. 

R.5 That not-for-profit hospitals engaged in business activity (as defined under the GST provisions, for example) should not be considered charities or related organisations, and should no longer have access to charity-based tax concessions, including FBT exempt employee benefits and payroll tax exemptions. Alternatively, a second-best solution would be for-profit hospitals to be accorded the same input tax treatment as non-profit hospitals, including in relation to FBT, payroll tax, local rates and charges, and stamp duty.

We note that our preferred position would result in increased Commonwealth and State tax revenue, and that this would facilitate the adoption of a simpler and more inclusive definition of charities more generally. 

We also note that we would not object to a broader definition of charities and related organisations for most purposes, subject to the competitive neutrality issues discussed above.
Section 1

Introduction

The Allen Consulting Group welcomes the opportunity to contribute to the Inquiry’s examination of how to best define charities and related organisations, and thus to the development of legislative and administrative frameworks that are better suited to the challenges and opportunities facing Australia as we enter the twenty-first century. 

This submission was commissioned by a consortium of for-profit companies active in the Australian health care sector. As companies providing the same goods and services as not-for-profit organisations operating in the same sector, the consortium’s members are recognised in part 3(b) of the Inquiry’s Terms of Reference as one of the parties affected by the current definitions. 

In commissioning the report, the Allen Consulting Group was given complete independence in the scope and nature of its analysis, and the in conclusions reached. While we acknowledge the support of consortium members, the Allen Consulting Group accepts full responsibility for the approach adopted and the recommendations made. 

The tax and administrative treatment of charities and not-for-profits is a central issue for the for-profit private health care sector who, along with public health care providers, compete with these organisations on a daily basis for customers, staff, and other inputs. In particular, we consider that current definitions and administrative practices introduce unfair and arbitrary distinctions between health sector organisations providing the same services to the same client population. These distinctions weaken the Australian health sector, reduce public revenues, and impede investment and the introduction of best practice management practices. 

The remainder of this submission sets out the issues and circumstances that underlie this outcome, and makes a number of recommendations about how these unintended negative impacts could be avoided without reducing the valuable and important support provided to genuinely ‘charitable’ activity. Section 2 outlines the role and structure of the private hospital sector in Australia. Sections 3 and 4 examine the impacts of the current definitions and assess the case for public support of non-profit hospitals through tax concessions. Section 5 discusses how these problems arise under the current definitions and suggests some simple changes to address these, while Section 6 summarises the conclusions from these discussion as a number of recommendations to the Inquiry.

1.1
The Inquiry

The purpose of the Inquiry into the Definition of Charities and Related Organisations is to provide the Commonwealth government “with options for enhancing the clarity and consistency of the existing definitions” that would assist the development of “legislative and administrative frameworks appropriate for Australia’s social and economic environment in the 21st Century.” The leader of the Australian Democrats., Senator Meg Lees, also suggested the Inquiry provides “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 “should result in the identification and elimination of anomalies in the tax and legal treatment of charities”. 
  

The Inquiry’s Terms of Reference and wider context suggests four underlying objectives, all of which are shared by the companies making this submission:

· To affirm and support the role and special contribution of charities and related bodies;

· To simplify administrative arrangements, including through the adoption of straightforward definitions and treatment that apply across a variety of contexts, where this is consistent with wider policy aims and constraints;

· To improve the transparency and accountability in the use of public resources and support, including donations from the general public, direct government funding, and tax concessions;  and

· To promote the most efficient use of our social and economic resources, including maximising the benefits to the community from public sector funding and assistance, minimising administration and compliance costs, and promoting efficient and sustainable patterns of economic activity.  

In summary, the Inquiry’s brief is to advise on ways to strip back the red tape around charities and related organisations, simplifying compliance and allowing greater flexibility, while ensuring that public support and funds are focused on genuinely charitable activities.

1.2
Connection with taxation issues 

While the principal focus of the inquiry is on definitions of charities and related organisations, rather than on the taxation treatment of these bodies, the primary impacts of these definitions comes through the tax status these definitions bestow. This linkage is reinforced by the fact that the Inquiry was established as one of the outcomes of the negotiations of the New Tax System.  

The Australian Taxation Office and others note that the nature and extent of these tax concessions varies with the precise classification different bodies under different legislative provisions and associated case law, including whether they are considered a charity, public benevolent institution (PBI), non-profit, or gift-deductible entity.
 The ATO also notes that access to these tax concessions can confer very significant advantages, and are often considered crucial to the organisations concerned.
 Tax authorities have considerable administrative discretion in determining these issues, however, and numerous stakeholders have drawn attention to apparently arbitrary outcomes whereby some organisations are granted charity status while others, which appear to have stronger claims, are denied this status. 

Accordingly this submission examines the taxation and other consequences of the current approach to defining charities and related organisations – particularly organisations that operate on a commercial basis – and reviews the advantages and disadvantages of potential modifications or alternatives to the existing definitional framework.
 

Section 2

The private hospital sector in Australia

The central focus of this submission is the implications of not-for-profit hospitals being defined as a charities or related organisations, while for-profit hospitals are not. Together these groups make up the private hospital sector in Australia.

2.1
The changing role of private hospitals 

Private hospitals first appeared in Australia in the nineteenth century. The hospitals were run by religious and charitable organisations and, in keeping with the times, their primary focus was on providing health care for the sick and needy. Over time this role has been taken over by government funded public hospitals as part of the social ‘safety net’. 

Since 1985 all Australians have been eligible for free hospital treatment at public hospitals under Medicare. As a result, the defining characteristic of private hospitals is now their provision of services to fee-paying patients,.
 the vast majority of whom have private health insurance and come from high or medium income households. Private health insurance membership increases sharply with income. Around 86 per cent of fund members had household incomes above $20,000 pa, and only 6 per cent of fund members under 55 years of age also have government health care cards. 

Private hospitals play a number of important roles in health policy. The first is that private hospitals, particularly for-profit hospitals, are expected to play a key role in improving the efficiency of the hospital sector, including through the application of competitive tendering and the operation of hospital purchaser provider agreements. More generally, the private sector is expected to provide an increasing share of hospital services at a time when the demand for health services is increasing strongly, driven by rising incomes, the aging of the Australian population, and the limited availability of public funds. 

A number of pieces of legislation have been enacted in support of these roles and policy objectives in recent years, including the recent introduction of Lifetime Health Cover and a 30 per cent tax rebate to encourage the uptake of private health insurance, and amendments to the National Health Act in 1995 allowing for purchaser provider agreements. The first two of these initiatives is credited with increasing the share of the population with private health insurance from around 30 per cent to 45 per cent
. The revenue cost of these measures reinforces the importance of ensuring that private hospital services are delivered efficiently.

2.2
The size and structure of the private hospital sector 

Around a third of Australia’s hospitals and hospital services are provided by private hospitals. In 1998-99 there were 312 private hospitals in Australia, compared to 755 public hospitals. Although the number of private hospitals has decreased slightly, private hospital services have increased significantly over the past decade. For example, in 1991-92, private hospitals treated 1.2 million patients, or 29 per cent of total hospital admissions in Australia. This had increased to 1.9 million patients, or 33 per cent of all hospital admissions, by 1998-99.
 Further increases in private hospital services are likely to result from the increased membership of private health insurance following the new incentives for private health insurance

In the past, private hospitals tended to provide less complex, non-emergency care, such as simple elective surgery. However, private hospitals are increasingly providing complex, high technology care, including intensive care, cardiac care and oncology.  Such specialised units were once rare outside the public sector. For example, in 1991-92, only 3 per cent of private hospitals had separate Intensive Care Units (ICUs); by 1998-99, this had increased to 11 per cent of private hospitals.
  

Table 2.1 provides information on the ownership of private hospitals. There are two broad ownership categories for private hospitals: for-profit and not-for-profit. 

For-Profit Hospitals can be further divided into two groups:

· For-profit group hospitals, whose proprietor owns other private hospitals (for example, Mayne Nickless, Ramsay Health Care, Alpha Healthcare and Healthscope). The number of hospitals owned by for-profit groups has increased during the 1990s, as has the average number of beds in each hospital. 

· For profit independents, whose owners do not own any other private hospital. This category of ownership has decreased in the 1990s. They are generally small, low acuity hospitals.

In total, for-profit private hospitals have increased their share of patients admitted to private hospitals (defined in terms of patient separations), from 47 per cent in 1991-92 to 55 per cent in 1998-99.

There are also two major groups of not-for-profit hospitals:

· Religious/charitable hospitals, which are not-for-profit private hospitals owned by a religious or charitable body, such as St John of God, Sisters of Mercy or Sisters of Charity. Private hospitals operated by non-for-profit health funds are also included in this group. This group has stayed stable in size over the 1990s and have, on average, considerably larger hospitals than the other groups. 

· Other not-for-profit hospitals, which are owned by someone other than a religious order or charitable institution. Bush nursing, community and memorial hospitals account for most of this group. Although the number of these hospitals has remained stable, there has been a fall in their share of separations during the 1990s. Approximately 60% of bush nursing and community based hospitals have less than 25 beds.

In total, not-for-profit hospitals treat about 45 per cent of patients admitted to private hospitals, and very similar shares of private hospital beds and patient days.
Table 2.1

ownership of private hospitals, 1991-92 and 1998-99

	
	1991-92
	1998-99

	Ownership group
	Number of hospitals
	Share of separations
%
	Number of hospitals
	Share of separations
%

	For-profit 
	176
	47
	183
	55

	Not-for-profit
	143
	53
	129
	45

	Total  
	319
	100
	312
	100


Source: 
ABS, Private Hospitals 1998-99, Catalogue No. 4390.0, Tables 4 and 6; Productivity Commission, Private Hospitals in Australia, Commission Research Paper, AusInfo Canberra, 1999, pp. 14-5

2.3
Nature of the private hospital market

The economic and regulatory conditions that govern Australian private hospitals do not distinguish between for-profit and not-for-profit hospitals, other than with respect to the tax concessions associated with charity status.

For-profit and not-for-profit hospitals compete in the same market to provide private hospital services, serving the same general customer population (predominantly patients with private health insurance), with same inputs and staffing requirements (such as nurses, cleaners), receive most of their revenue from the same source (private health insurance),  and operate under the same regulations (most importantly, the contracting arrangements).

Commonwealth health legislation, including the National Health Act 1953 and the Health Legislation (Private Health Insurance Reform) Amendment Act 1995, does not distinguish between hospitals on the basis of their profit status.

Funding arrangements and relative costs

Most of the revenue for private hospitals comes from private health insurance funds (63 per cent), with smaller amounts from the Commonwealth Government for the treatment of veterans (15 per cent); from individuals through self insurance and copayments (9 per cent); and from worker’s compensation and third party insurance (13 per cent).
 

This dependence on private health insurance for revenue places a lot of significance on the annual contract negotiations between private hospitals and the health insurance funds. In the mid 1990s, the contract arrangements changed significantly. 

In 1995 the Health Legislation (Private Health Insurance Reform) Amendment Act made provisions for purchaser-provider contractual agreements between hospitals and health funds. Apart from any patient co-payment, which must be specified in the Hospital Purchaser-Provider Agreements (HPPA), the hospital must accept the HPPA price as full payment by the fund for the episode of care for eligible contributors.

The Amendment Act “fundamentally changed the role of health funds from price takers to active purchasers of services”.
 According to the Productivity Commission, the evidence is consistent with the view that there has been as shift in the balance of negotiating power towards the health funds.

Under the contracts, hospitals are paid different rates according to the type of procedure (such as hip replacement or the delivery of a baby), and the rates differ between funds and by States. Historically, funds paid on a per diem basis, but increasingly funds are paying for a complete episode of care. This shifts the risk to the private hospitals as they receive a set payment for a procedure regardless of length of time spent in hospital. 

The objectives of the changes to contractual arrangements included promoting competition in the delivery of private hospital services and thereby reducing the costs of hospitalisation and treatment.
 

In this context it is significant that average private hospital accommodation benefits paid by health funds, adjusted for casemix differences, are slightly higher for religious and charitable non-profit hospitals than for non-profit hospitals.
 This appears to indicate that not-for-profit hospitals have been able to pass on some of their higher costs to consumers through the funds. The latest available casemix data suggests the average cost per patient in not-for-profit hospitals is more than $400 higher than the comparable cost of treatment in a for-profit hospital.
 While some of this difference may be attributable to unquantified differences in the services provided, it seems likely that a substantial portion of this difference is due to higher cost structures and less efficient practices. 

Section 3

The economic impacts of current definitions 

The majority of the economic impacts of the current definitions of charities and related organisations are the result of tax concessions and exemptions. The most significant tax advantages enjoyed by not-for-profit hospitals include income tax exemption, tax deductions (for the donor) in relation to gifts, FBT concessions, payroll tax exemptions, land tax exemptions, stamp duty exemptions, and exemptions from local rates and charges. 

3.1
The economic value of current tax concessions

Very little hard data on the economic value of these tax concessions is available, but the potential cost advantages enjoyed by not-for profit hospitals are clearly very significant. Illustrative snapshots of these advantages include:

· Unpublished ABS data indicates that payroll tax paid by for-profit hospitals averaged $250,000 per hospital, or 2.6 per cent of total expenditure.

· Microsimulation calculations indicate that the blanket FBT exemption for employees in public and non profit hospitals provides an 11 per cent tax advantage for most full time employees, which would require for-profit hospitals to offer cash salary packages at least 15 per cent higher to compete with the real value of FBT-favoured packages offered by not-for-profit hospitals. 

· As salaries constitute 50 per cent of total private hospital costs (and 58 per cent of recurrent costs),
 this FBT exemption implies a potential cost advantage for not-for-profit hospitals of up to 7.5 per cent of total expenditure. 

· Taking operating margins as an indicator of profit, or taxable income, the economic value of the current income tax exemption is equivalent to 
2.1-3.0 per cent of operating costs.
 

Together these examples suggest that the not-for-profit hospitals enjoy substantial potential cost advantages over the for-profit sector. Although, due to data limitations, it is not possible to precisely quantify the extent of this advantage, it seems reasonable to suggest not-for-profit bodies enjoy actual tax advantages equivalent to at least 5 per cent of total costs, and possibly significantly more than this. 

In addition, casemix data suggests that not-for-profit hospitals are able to charge around 1.2 per cent more for equivalent services.

3.2
The implications of these concessions

The current inclusion of not-for-profit hospitals within the definition of charities and related organisations is both unfair and imposes real costs on the health sector and the wider community.  

The additional margins provided by the current tax concessions give not-for-profit operators a significant competitive advantage. This advantage may be used to improve the intangible quality of services provided to private patients, competing on quality. But they may also be frittered away through a lack of financial discipline. The Productivity Commission, for example, notes that the cost savings from these tax concessions “could allow not-for-profit hospitals to increase remuneration levels for staff … giving these hospitals a competitive edge in attracting and retaining staff”, or allow higher staffing ratios. More generally the current tax advantages “could be used compensate for inefficiencies in not-for-profit hospitals” by allowing not-for-profit hospitals to provide the same services with higher cost structures.

By making it more difficult for efficient operators to compete, the current regime reduces the incentive for less efficient operators to innovate and control costs, and reduces the market share of the more efficient operators.  This encourages inefficiency and wasted resources. 

The existing regime is also unfair to investors and employees in the for-profit health sector, raises costs to consumers of health services, reduces direct tax collections (both through the revenue not collected from not-for-profit hospitals and the higher cost of the private health insurance rebate), and results in higher taxes elsewhere to achieve the same revenue target.

These implications are discussed in more detail below.

Section 4

Assessing the case for public support for non-profit hospitals

The arguments presented above suggest that the character of the activities undertaken by not-for-profit hospitals is the same as the character of the activities undertaken by for-profit hospitals, and so the definition of charities (and associated concessions) should not discriminate between these two groups.

We consider that not-for-profit hospitals are not, of themselves, genuinely charitable. Before discussing this issue and its implications for the definition of charities and related organisations in Australia (in Section 5), this section explores some of the potential rationales that have been offered in support of the current system, the principle of competitive neutrality, and some of the wider health and public finance issues raised by the current regime.

4.1
Potential rationales for public support

As noted in Section 2.1, the first Australian public hospitals were essentially charitable, existing to serve the destitute and surviving on the benevolence of their supporters. This is no longer the case. Modern not-for-profit hospitals are run as businesses to serve the health needs of private clients, and are primarily funded through contractual arrangements with private health insurance funds. Very few of these clients are low income, and even these are self-funding.

Defenders of the existing regime have suggested a number of potential rationales for continuing the current concessions, however.

Using commercial activity to support charitable activity 

The concessional tax treatment of businesses income generated by charities is sometimes defended on the basis that non-profit organisations need to generate income in order to channel funds into their altruistic activities. 

This argument is misleading, however, as entities or business units that were subject to income tax could still make tax deductible donations to genuinely charitable activities, or deduct these amounts as sponsorship payments. The real beneficiaries of income tax exemptions and other concessions for charities and related organisations are thus the business activities of these organisations, which are able to retain and reinvest more of their surplus into the business activity, allowing them to expand more rapidly than otherwise identical for-profit organisations (and so capture greater market share). Not-for-profit businesses, or their staff, may also benefit from the cushioning effect of the concessions, which reduce normal market pressures to innovate and pursue efficiencies. 

It should also be noted that the for-profit private hospital sector makes significant contributions to research and teaching. For example, many urban for-profit hospitals have university affiliations for medical, nursing and allied health education; and some are fully accredited teaching hospitals. Ramsay Health Care, Mayne Nickless, Healthscope and others contribute significant financial and human resources to support teaching and research, including funding for academic chairs, scholarships, teaching and research facilities. 

Higher or more caring standards

It is sometimes also suggested that the tax concessions associated with charity status are warranted because not-for-profit hospitals provide a more caring environment, or provide services to disadvantaged patients.
 The first of these claims, even if true, would not justify concessional tax treatment for charities and related organisations, however, as suppliers of goods and services routinely compete on quality as well as price. 

As patients are the principal beneficiaries of higher standards of care, patients should bear any additional costs associated with the enjoyment of these higher standard – as already occurs with different levels of health insurance and associated levels of service. If higher or ‘more caring’ standards are considered socially desirable, due to some positive externality or other form of market failure, it is not clear why government funding or support should be limited to the not-for-profit sector. Any principal-agent problems associated with health funds, or information asymmetries between patients and service providers, should be dealt with in ways that do not discriminate between hospitals on the basis of ownership classifications. Finally, it appears surprising that supposedly more caring not-for-profit hospitals have lost market share over the 1990s, suggesting that any difference in service standards have not been valued by patients. 

The second point, about providing services to disadvantaged patients, appears to have more substance. The arguments advanced earlier in this submission suggest that providing services to disadvantaged people on a non-commercial basis should be considered a charitable activity, particularly as it involves the direct relief of sickness and distress. The provision of medical services for free or substantially below cost is the exception rather than the rule, however, and may also occur in for-profit institutions. This suggests that public support for such charitable activities should be properly targeted, rather than provided though generic entity-based concessions. One way of providing this public support would be for institutions to claim a tax deduction for the cost of providing these charitable services under the existing gift provisions (the approach adopted in the United States). 

Lack of access to equity finance

A final potential defence offered in support of these tax concessions is that they compensate for the disadvantage of not being able to obtain funds through raising equity (although no mention is made of the associated disciplines imposed by equity markets). Many for profit hospital operators, however, rely entirely on debt rather than equity to finance capital needs. More tellingly, under the exiting regime there is nothing to prevent charities and other tax exempt organisations listing their hospital business and raising equity through private investment or a public float, with the resulting profits subject to normal taxation. Yet this option has never been pursued, suggesting that the existing regime offers greater benefits. A recent policy review noted that, while it had not attempted a formal evaluation of “whether the lack of access to equity balances the tax and rates benefits which not-for-profits receive, … common sense suggests that if proper evaluation were undertaken, the not-for-profits would be clear winners.”
  The same inquiry concluded that “exemptions from input taxes represent an unfair advantage which not-for-profit hospitals have over their for-profit counterparts” and recommended “that advantage should be removed.”

4.2
Charities and ‘competitive neutrality’

We consider the fundamental issue raised by the current treatment of not-for-profit hospitals as charities, with all the benefits that that entails, is that it discriminates against for-profit hospitals providing exactly the same services to the same communities under the same funding arrangements and opportunities. 

We do not question the right of individuals and organisations to choose to offer a service without seeking to generate a surplus above their costs. The decision to operate as a not-for-profit entity should not, however, trigger concessional tax treatment when the service offered is provided on a fundamentally commercial basis, rather than on an altruistic or non-reciprocal basis. 
 Moreover any surplus that is generated should be treated on the same basis as the profit generated by companies operating in the same environment.

The provision of tax concessions (or other forms of public support) to particular types of entity distorts resource allocation and reduces economic efficiency. This is of particular concern in the health sector because of the evidence that non-for-profit organisations may be considerably less efficient than their for-profit counterparts. The data suggests, for example, that average costs at religious and charitable hospitals are around 25 per cent higher than the cost of comparable services provided by for-profit hospitals.
 

Exactly the same issues and concerns have arisen in areas where changing technologies and regulatory regimes have blurred the boundaries between the public and private sectors, including through the corporatisation and privatisation of ‘statutory authorities’ providing services in the marketplace. While different views continue about privatisation of activities that were once the sole domain of governments, a consensus has emerged that the players in these markets should at least stand on an equal footing. 

In Australia, this consensus is embodied in the competitive neutrality principle, given force by the Competition Principles Agreement (1995) between the Commonwealth and State and Territory Governments. The practical implication of this principle is that government business enterprises (GBEs) and agencies that operate in direct competition with private businesses should not enjoy any tax, interest cost, internal subsidies or regulatory advantages over their private sector counterparts. This principle applies to units or parts of larger agencies, as well as to agencies as a whole. 

The social and economic circumstances of the private hospital sector overwhelmingly suggest that the competitive neutrality principle should be extended to apply to the relationship between the private and community sectors, as well as between the private and public sectors, in markets where for-profit and not-for-profit entities provide similar services. 

These circumstances include:

· Public funding for health and social welfare services is increasingly allocated on the basis of competitive tendering.

· Taxpayers provide significant support for the private health system through the personal income tax rebate for private health insurance, and have a considerable interest in it operating efficiently.

· Taxpayers also underwrite the major competitive non-neutrality, in the form of tax concessions and exemptions for not-for-profit hospitals.

· For-profit and not-for-profit hospitals operate in the same markets, producing the same range of services, with the same inputs, under the same regulatory regime and funding arrangements (including purchaser provider agreements established under Commonwealth legislation).

Consistent with this, the submission by the Commonwealth Department of Health and Aged Care to the Inquiry notes that “the Government is looking to strengthen competitive neutrality in circumstances where major charities are competing with for-profit providers”.
 

The bipartisan interest in strengthening the links between government, business and the voluntary sectors suggest that this issue is going to become more vexed if ignored.

4.3
Health policy issues 

While promoting inefficiency is always poor public policy, it is even more poignant – or perverse – in the health sector, where increasing the efficiency of hospital service provision and increasing the private sector share of health services are major policy goals (as discussed in Section 2.1 above). These policy objectives are being impeded by the tax concessions triggered by the treatment of not-for-profit hospitals as charities or related organisations.

The tax concessions enjoyed by the not-for-profits also have direct knock-on effects, raising the for-profit cost structures. The FBT concessions, for example, are increasingly being used to provide staff in not-for-profit hospitals with higher after tax remuneration, with inflationary effects across the entire industry.

4.4
Public finance issues

The tax concessions for not-for-profit hospitals involve the loss of significant public revenues through forgone income tax, lost personal tax due to FBT exemptions, and reduced State and Territory taxes and charges. They also reduce revenue indirectly by increasing private health insurance costs, and thus the cost of the 30 per cent rebate. These revenue losses are not offset by any identifiable public or social benefits that are unique to non-profit hospitals (that is, that are not also provided by for-profit hospitals). 

Ironically, these revenue losses are increased by the larger size of the not-for-profit sector (that results from the concessions), and by knock-on effects on increasing private health costs, which increase the cost of insurance and the tax associated rebate.

The concessions are also inconsistent with normal budget discipline and public finance principles. In particularly, the benefits of the concessions for not-for-profit hospitals:

· are not targeted to the highest valued areas; 

· are not subject to effective review or budget discipline; 

· are not proportional to the social benefits provided by the recipients;  and

· are open-ended, as the value of the concession depends on the scale of the organisation that enjoys the concessions. 

Removing the tax concessions associated with the current definition of non-profit hospitals as de-facto charities would result in increased tax revenue. This would facilitate the adoption of a simpler and more inclusive definition of charities more generally, by helping to offset any revenue cost of a simpler approach to genuinely charitable activity.

Section 5

Issues in defining charity and charitable organisations

The key issues raised by the current treatment of private hospitals relate to situations where entities that satisfy the current definitions of charities and related organisations operate in direct competition with entities that fall outside these definitions. 

The adverse impacts of the current system are a systematic result of the current definitional approach, which focuses too much on purpose and ‘public benefit’, and too little on whether the nature of the organisation’s activities are genuinely or uniquely charitable.  

5.1
The nature of charity

Charity is defined by the Australian Oxford Dictionary (1997) as ‘giving voluntarily to those in need’ or as ‘kindness, benevolence, or love of one’s fellow human beings’. Charity also refers to an institution or organisation for helping those in need, or expressly motivated by benevolence. 

This is broadly consistent with the more technical definitions that have developed through common law and legislation. To summarise these, charities and ‘public benevolent institutions’ are defined as:

· non-profit bodies that do not operate for the purpose of private gain;

· which provide a public benefit, or are established and carried on for the direct relief of poverty and suffering that arouses pity or compassion in the community;  and

· have a sole or dominant purpose of the relief of poverty, sickness, suffering or distress; the advancement of education; the advancement of religion; or other purposes beneficial to the community. 

This approach to defining charities and related organisations has its roots in the early part of the industrial revolution, where the shift from agriculture to manufacturing activity severed the link between workers and the land and their sustenance. One of the institutional responses to this was the provision of basic education by religious groups and benevolent societies, as well as the establishment of poor houses. 

Charity was primarily defined in terms of its motivation, rather than its outcome. In practice, the hallmark of charitable activity is that it involves unreciprocated transfers that rely on benevolence or altruism.
 This returns us to our original definition:  the essence of charitable activity is giving to those in need, rather than offering a service – however worthy and caring – in return for payment. The same thinking is echoed in the notion of altruism, which is commonly defined as ‘selflessness’ or to be motivated by concern for others rather than for one self (Australian Concise Oxford Dictionary, 1997).

Over time, however, the responsibility for providing the social safety net has been reinterpreted as a mater of justice, and thus the responsibility of government rather than a matter of compassion or voluntary effort. This has resulted in some confusion over the nature of charity and the scope of activities that should be encompassed within this term. 

5.2
Shortcomings of the ‘public benefit’ and ‘dominant charitable purpose’ tests

The existing public-benefit test and defined charitable purposes have a number of important flaws that reduce the simplicity and flexibility of the current regime, and unnecessarily impede the charities that operate under it. One problem that has already received considerable attention is that the identification and definition of public benefit involves considerable discretion on the part of administrators, which creates uncertainty for potential charities, and inevitably results in arbitrary and inconsistent outcomes. This undermines the work of some genuinely charitable organizations who warrant public support.

The role of ‘public benefit’ in defining charitable activity 

A second significant problem is that the provision of public benefits is not unique to charities, and so entities that are not genuinely ‘charitable’ may satisfy the test. (In our view, this includes entities that satisfy the current technical criteria but operate on commercial principles, rather than on ‘charitable principles’.) This is because all three sectors of modern society contribute to the public good. Business activity will often result in substantial public benefits, including the generation of a social surplus, the provision of employment, and development of new products that contribute to the satisfaction of human needs. The private sector has, for example, provided invaluable on the job training, developed life saving medicines, improved the safety of buildings, and delivered fresh food to countless millions of people across the world. Clearly, many businesses ‘do well by doing good’, even before taking account of business support and sponsorship of charitable activities (such as showcased in  Community Business Partnership or the support of health teaching and research by for-profit hospitals). 

Importantly, the benefits from these commercially motivated activities frequently spill over beyond the immediate parties to the contract, as recognised in government policy and expenditures (such as industry policy, support for higher education and research, and investment facilitation). Similarly the operations of government and the legal system provide a wide range of public benefits. Charities do not have a monopoly on good works. 

This suggests that the public benefit test is not sufficient for defining genuinely charitable activities or organisations. Similarly the absence of a profit motive is necessary but not sufficient to establish charitable status. Put simply, genuine charity implies a public benefit, but a public benefit does not imply charitable activity or motivation.

The importance of ‘purpose’ and ‘nature’ 

The current common law definition of charities is based on the circumstances and culture of another land and another era. One of the elements of this definition is that a charity must have a sole or dominant purpose of (i) the relief of poverty, sickness, distress, or the needs of the aged, (ii) the advancement of education, (iii) the advancement of religion, or (iv) other purposes beneficial to the community.

The Inquiry Issues Paper asks a number of questions that relate to the linkages between the purpose and nature of charitable activity and its wider economic context, and the implications these may have for definitional approaches:

· “How have (non-profit) organisation’s ‘attributes, purposes and behaviour’ changed over recent years, and has this involved any change in how (the) organisation has been or should be defined for various purposes?”

· “What are the key characteristics of the current social and economic environment … and what significance do these characteristics have on how various parts of the sector are or should be defined?”

· “Do these influences impact differently, with different definitional consequences, on various parts of the sector?”

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

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

This submission has already noted the dramatic changes in the social and economic context of not-for-profit hospitals, from altruistic bodies providing health care for the sick and needy in the absence of public health care services, to organisations servicing private patients in return for payment from private health funds in the context of free public hospital care provided by the Government. It is unthinkable that non-profit hospitals dedicated to the service of private patients would be considered charities if established for the first time today. Their status reflects their history, rather than their current operations and context.

One implication of this, as with the public benefit test, is that meeting the historical ‘charitable purpose’ tests, as currently defined, should not of itself be sufficient to warrant charitable status. The nature of the entity’s dominant activity is also important, particularly where it operates on a fee-for-service basis. How this view might be implemented in practice is discussed in Section 5.2 below. A second, and closely related, issue is the treatment of commercial activity and business income. This is discussed in Section 5.3. 

5.3
Non-reciprocity as a defining characteristic of charity

The problems outlined above could be avoided by adopting non-reciprocity as a central element of the definition of charities and charitable activity.  Such a test would need to be supported by some form of non-profit test, such as the one advanced by CPA Australia,
 and possibly a revised ‘charitable purpose’ test. Such an approach would provide a clearer and more appropriate indicator of charitable status than the current public benefit and outmoded charitable purpose approach. 

The importance of non-reciprocity in defining charitable activity is already reflected in several areas of current Australian law and administration. 

The Australian Taxation Office has taken a very strong stand over the years in arguing that income tax deductions are not available under the gift provisions for ‘donations’ that are linked to receipt of a good or service, such as entry to a charity ball or diner, including not allowing a deduction for a deemed donation component or ‘split receipt’. 

The recently negotiated GST provisions for charitable institutions and supplies specifically distinguish between commercial and non-commercial supplies of goods and services. Supplies are considered non commercial and are GST free if they only involve nominal consideration. This is defined as supply at less than 50 per cent of the market value or less than 75 per cent of the cost to the organisation of providing the services. Significantly, the rationale for this provision is “to avoid unfair competition with business” by ensuring that “the commercial activities of charities will be taxable.”

Non-reciprocity is also recognised as part of the definition of charities in many overseas jurisdictions, such as the United States, which limit the amount of business income able to be generated by recognised charities or require sperate tax treatment of unrelated business income.

The adoption of a non-reciprocity test in Australia would mean that organisations that achieve their mission solely or primarily through commercial activity would not be considered to be charities or related organisations under Commonwealth legislation, even if they are a non-profit organisation and are considered to have a sole or dominant purpose that would currently be considered ‘charitable’, such as the relief of poverty or sickness. 

For simplicity, a harmonised definition of ‘business activity’ could be based on the GST provisions, including that gifts and supplies for nominal consideration are not considered ‘consideration’ or business activity (GST Sections 9-15(3)(b) and 38-250). 

5.4
The treatment of the business income of charities and related organisations

The adoption of the non-reciprocity principle would also require adjustments to the current treatment (or lack of treatment) of ‘partly charitable’ bodies that undertake a mix of different kinds of activity. 

Current Australian practice pays very little regard to activities, with definitional tests being applied to entities as a whole. The major rationale for this approach is its administrative simplicity, on the basis that an entity-based approach is considered a proxy for an activity-based approach. The practical result is that larger charities and related organisations, and their sub entities, may enjoy tax concessions and other advantages for business activities that do not fall under the dominant purpose for which charitable status has been granted, and which would be treated differently if carried out by another entity. 

This outcome is commonplace, and is directly contrary to the logic of the competitive neutrality principle. The ATO notes that under the current regime a not-for-profit entity “will enjoy a commercial advantage in the marketplace over for-profit enterprises supplying the same goods and services”,
 and remarks that this is a source of much complaint. The Productivity Commission finds that “tax concessions create the potential for resource misallocation” in the health sector, and may provide scope for hiding inefficient practices or inflating staff packages (particularly in relation to FBT concessions).

The recent Victorian Health Services Policy Review concluded that “not-for-profits have a very real and unfair competitive advantage over not-for-profit hospitals by virtue of their tax benefits”, and recommended that “Exemptions from input taxes represent an unfair advantage which not-for-profit private hospitals have over their for profit counterparts. That advantage should be removed.”
 (This issue is discussed in more detail in Sections 3.2 and 4.2, above.)

The existing differential tax treatment also appears to conflict with the broad thrust of health policy, with the Commonwealth Department of Health and Aged Care commenting that “the Government is looking to strengthen competitive neutrality in circumstances where major charities are competing with for-profit providers”.
 

Potential policy responses

There are a number of potential policy responses to ‘partly charitable’ organisations that could be considered within the context of the Inquiry:

· concessional tax treatment might be subject to both entity-based and activity-based tests;  or

· ‘significant’ business income of charities and related organisations could be treated separately;  or 

· special treatment might be provided on the basis of activities alone, without regard to the entity.

The first of these is considered the most practical, perhaps in conjunction with the limited application of the second approach, as the intent is to refine and improve the existing definitions in a way that deals with competitive neutrality issues, rather than to overturn the existing approach and start again.

To simplify administration and compliance, there may also be merit in linking the definition of business activity to the competition policy ‘significant business threshold’, which exempts activity or organisations with a turnover of less than $10 million per annum. 

Section 6

Conclusions and recommendations 

The above discussion and description of the impacts of the current definitions of charities and related organisations suggests that for-profit and not-for-profit hospitals should be placed on an even footing. While, in principle, this could be achieved by extending the current not-for-profit treatment to for-profit hospitals (in the same way that health services are GST free), this is a ‘second best’ option and is not our preferred approach

The Allen Consulting Group makes the following recommendations to the Inquiry:

R.1 That the definitions of charities and related activities should be reformed to provide competitive neutrality between for-profit and not-for profit entities providing similar goods and services.
R.2 That non-reciprocity be included as one of the key defining characteristics of charitable activity and organisations, both because it provides a clearer indication of genuinely charitable activity than the notion of ‘public benefit’, and because it avoids competitive neutrality problems that arise under the current set of definitions.

R.3 That the definition(s) of charities and related organisations should limit the extent of business activity allowed, including as a maximum dollar value, beyond which either the body loses its charitable status or the business activity must operate under its own accounts and without the tax benefits of charitable status.  

R.4 That the definition of non-commercial or non-reciprocal activity be harmonised across all Commonwealth legislation, possibly based on the GST provisions for supplies for a nominal consideration (Section 38-250). For simplicity this definition may also refer to the ‘significant business threshold’ from the Commonwealth Government’ competitive neutrality policy. 

R.5 That not-for-profit hospitals engaged in business activity (as defined under the GST provisions, for example) should not be considered charities or related organisations, and should no longer have access to charity-based tax concessions, including FBT exempt employee benefits and payroll tax exemptions. Alternatively, a second-best solution would be for-profit hospitals to be accorded the same input tax treatment as non-profit hospitals, including in relation to FBT, payroll tax, local rates and charges, and stamp duty.

We note that our preferred position would result in increased Commonwealth and State tax revenue, and that this would facilitate the adoption of a simpler and more inclusive definition of charities more generally. 

We also note that we would not object to a broader definition of charities and related organisations for most purposes, subject to the competitive neutrality issues discussed above.
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