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Chairman of the Inquiry,

The Hon Ian Sheppard AO QC

Inquiry into the Definition of

Charities and Related Organisations
C/‑ The Treasury

Parkes Place

PARKES ACT 2600

Dear Mr Justice Sheppard,

Inquiry into the Definition of Charities and Related Organisations
I refer to the above Inquiry recently announced by the Prime Minister, and to the invitation to interested parties to make submissions.

The Trustee Corporations Association of Australia (the Association), represents all but one of Australia's private statutory trustee companies, and seven Public Trust Offices. Many of the Association's members act as trustee of charitable trusts and foundations, collectively managing in excess of $1 billion in charitable trusts ftinds. Consequently, the Association's members have a close interest in the Inquiry and its outcomes.

Currently, members of the Association are able to conduct charitable activities within the existing definitions of charities. However, they are concerned that, there should be as much clarity and consistency as possible with respect to the interpretation of the definitions of charitable and related organisations within both Commonwealth law and administrative practice.

Members are particularly concerned with current inconsistent interpretation and application of the law relating to charities, as applied by Regional' Australian Taxation Offices (ATO) and their individual officers. In this regard, it is recommended that the Government establish within the ATO, a specialist group responsible for dealing with all matters relating to tax exemptions and deductions relating to charitable activities.

With inconsistent treatment of charities by the ATO for tax exemption and deduction purposes, many activities may be regarded as non‑charitable and accordingly not receive tax exempt status. This matter coupled with the impact of the proposed entity taxation regime on charities, would almost certainly result in disastrous consequences for charities and the Australian community reliant on these charities (refer pages 19‑23 attached Association's Submission to the Review of Business Taxation (16 April 1999).

In summary, the Association:

I .
Seeks clarity and consistency with respect to the interpretation of the definitions of charitable and related organisations within both Commonwealth law and administrative practice;

2.
Seeks consistency of interpretation and application of the law, as applied by the Regional ATOs and their individual officers; and

3.
Suggests that the Goverrunent establish a specialist group responsible for all matters relating to tax exemptions and deductions relating to charitable activities.

The Association's members have many examples of inconsistency in the interpretation or treatment of charitable activities and organisations by the ATO and would be happy to provide you with these, should you require them.

Yours sincerely

Kerrie Kelly National Director
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Impact upon non‑profit charitable purposes

How large is the non‑profit sector?

Recent research by the Australian Bureau of Statistics estimates that the non‑profit sector in Australia has an annual operating expenditure of $26.5 billion, of which organisations with "public‑serving" ends make up $16.3 billion annually. This includes health, education, community and human services and charitable purposes.

These organi sations serve a vitally important role in our general community and allow targeted

distribution of scarce financial resources. Vitally, such organisations assist:

in research into medical and scientific matters not able to be financed by universities or hospitals which assist in the treatment or cure of disease, environmental problems etc;

in the relief of poverty and distress suffered by an increasing number of people in our Australian society

in the provision of support services such as community health, counseling, respite care, drug rehabilitation, youth drop‑in centres etc.

Increasingly, governments rely upon or team up with such organisations to provide or deliver the services rather than duplicate the same infrastructure. Also, there is a recognition that, in many cases, non‑government support is able to penetrate deeper and more effectively into the community than can be achieved through their own agencies. How are charitable purposes potentially affected by entity taxation?

Charitable purposes are affected by the entity tax system proposals at three levels:

a)
Potential reductions in distributable income due to the flow on impact of entity taxation where a charity invests through other trusts.

b)
Inappropriate narrowing of the categories of organisations which will qualify (as a charity) for


exclusion from the entity tax system.

c)
Passing through the benefit of full imputation to grant recipients requires clarification.

Potential reductions in distributable income due to entity taxation and trustees investing through

interposed trusts 
I

The imposition of an entity tax may ultimately reduce the capacity for charities to fund on‑going grants programmes, particularly where the charity is invested predominantly in investments producing unfranked income or are invested through pooling arrangements via interposed trusts. This is due to the accelerated collection of entity tax [at the interposed trust level] without recompense to the charity until the following year. In so doing, the government could force non‑profit organisations to:

favour investing directly in specific assets as opposed to indirectly through interposed trusts which are subject to entity taxation. In this way, the impact of entity taxation is minimised.
The disadvantage to this approach is that trustees will need to attain/obtain specialist investment skills and be more actively involved in the investment decision process. Experience of member companies of the Association strongly suggests that, except with larger charitable foundations where the financial capacity exists to support an investment team, executive members of charities without a professional trustee or investment background are less likely to make this transition successfully or with sufficient speed;

alter their portfolios to include higher levels of direct Australian share ownership so as to gain the advantage of the franking credits and the potential to obtain refunds of these

credits. While this approach is consistent with the prudent person investment requirements imposed under [most] state Trustee Acts. However, over exposure to Australian shares may be counter productive to the longer term viability of the trust and to achieving its stated charitable purpose(s);
draw upon capital to maintain existing funding programmes and maintain existing outlays where additional share investments are seen as inappropriate.

The extent of the potential detriment is demonstrated in the chart below where a non‑profit organisation's investments become subject to entity taxation. As a result, in order to fund the shortfall caused by the prepayment of entity tax [in the interposed trust] trustees could be forced to realise assets from year to year.

it is important to appreciate the assumptions used in this example to understand the relationship between the level of additional franked income received by a charity and the impact this has upon the rate at which investments need to be sold. Critically, it is assumed that 50 percent of the portfolio is invested in Australian shares which are 80 percent franked. An increase in the level of franking assumed on Australian shares or an increase in the overall exposure to Australian shares will reduce the need to realise investments
Chart not available
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1.   The initialsettlement sum is $7.0million and. is 'invested in a portfolio made of shares(50percerity, with the balance

IM: invested: in cashfixed interest and‑ other unhwdced income. This‑profile‑is consistent with a 'prudent person' or balanced;: type ofinvestment portfolio

2:
The: fund currently distributes all income to other non‑profit organisations recognised as tax exempt by the Commissionerof Taxation.‑

3.
Rates of return.are‑4.81% for income and 4.5% for capital, providing a total return of 9.31% before tax. Dividends, where paid from a company, are franked to 80 percent

4.
Ten percent of the portfolio assumed to be turned over each year resulting in realised capital gains. This level of turnover is conservative, but is consistent with a longer term investment strategy..

5.
Distributions from the trust occur at the beginning of each financial quarter. Entity tax is deducted and electronically remitted to the Taxation Office at the same time under the PAYG arrangements.

6.
Refunds of surplus franking credits and entity tax credits to the charity are assumed to occur at the end of October in the following financial year. Refunds of surplus franking credits are fuUy re‑invested [rather than distributed]. This results in the full repayment of assumed capital drawdowns.
7.
A corporate tax rate of 36 percent has been assumed.

Another consequence of introducing entity taxation is that grants will reduce in year one from $373,830 to $288,910, a shortfall of $84,920 and in year two from $389,201 to $299,007, a shortfall of $90,194. This is shown in the chart over the page. The chart also highlights the on‑going impact upon funding programmes assuming:



assets are being realised on an on‑going basis;



different levels of franked income are received from investments made by the


organisation's management; and



differing levels of reinvestment of refunded franking credits.

As shown in this chart non‑profit organisations such as private charitable funds will progressively contribute less to the social well being of Australian society. Ultimately, this must mean that goverrunents will be expected to provide higher levels of assistance funded from tax revenues.

Chart not available

It was noted in both ANTS and A Platform for Consultation that charitable organisations would be required to register under newly proposed rules in order for them to be entitled to claim refunds in respect of 'deferred entity tax' payable by an entity at source prior to making a distribution to that charity. This registration procedure would appear to be whether the'deferred entity tax' or'resident dividend withholding tax' options were adopted.

One of the issues which will have a major impact for charitable organisations will be the cashflow timing of obtaining refunds. This issue has been raised in A Platform for Consultation on page 362 in respect of charities, and possible options for obtaining timely refunds has been dealt with on pages 362 and 364. However, the Association believes that these options are not practical as option 1 requires what could be a lengthy delay prior to obtaining a refund, and option 2 requires the calculation of estimates of refunds which would be overtly complex and, in most cases, highly inaccurate.

Impact of narrowing tax exemptions to "registered organisations" only

The recommendation that current tax exemptions be limited to a range of "registered organisations" may cause many private charitable trusts to be unnecessarily taxed for the first time. This will add additional complexity that does not exist at present.

Taxation of this "public serving" sector, through an entity tax, could reduce the possible outlays by this sector by up to 36% or $5.9 billion in the first year. This assumes that the estimate of current outlays (mentioned on page 17 in ANTS) is a reasonable estimate of the income earned by the non​profit sector. This first year shortfall will increase demand for goverrunent funding to the detriment of Federal revenues.

Practically, how such a deficit is calculated is highlighted in the following two charts comparing the position now against what it could be through entity taxation and the removal of tax exemptions.

Chart not available

It is acknowledged that the reduction in distributable income could be lessened or improved in subsequent years where franked dividend income is received. This is on the basis that franking credits have no value for a charity under existing tax arrangements, but will have value under a fun dividend imputation tax system. However, this gain may not be sustainable in the longer term and may reverse, to the detriment of the non‑profit sector and government revenues, depending upon the investments selected by trustees or managers in this sector.

Passing on the benefits of imputation through grants if foundations become taxable

Grants are not currently regarded as taxed distributions. If this treatment were to be carried across to an entity tax system, the value of franking credits will effectively be cancelled once distributed to an end user. The end result is that on‑going funding programmes will be significantly affected.

Where entity tax is paid by a charity (through withdrawal of a tax exemption) consideration must be given to allow the end recipient to claim the value of those franking credits attached to "gifts" or grants. Otherwise, entity taxation will result in a continual degrading of the capacity of non​profit organisations to service essential social and welfare programmes.
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