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Defining 'charity' in a new tax system

Executive Summary

The Government recently agreed to an inquiry into the definition of charities, churches and other not‑for‑profit organisations. The decision is a welcome one, and was a key recommendation of The Australia Institute's recent study of the GST and charities.

The introduction of the GST has highlighted fundamental issues about the relation between non‑profit organisations, businesses, and government in a modem society. Such tax reforms have also reinforced that lack of a generally accepted view of a charity is currently a major obstacle to the urgent task of designing appropriate taxation arrangements for charities and non‑profit organisations. For example, while the ATO denies political parties are a charity, current GST legislation allows political parties' access to provisions for GST‑free, treatment of charitable activities. In such circumstances, it is virtually impossible to avoid unduly restrictive GST provisions affecting the financial viability of genuine charities, without opening the door to rorting by other non‑profit organisations having access to similar tax treatment.

This paper argues that such legal ambiguities must be clarified, and tax definitions relating to charities and charitable activity brought into line with contemporary public understanding of 'charitable', in order for genuine charities to be protected from significant tax liabilities under the GST.

Unless such an inquiry is undertaken with sensitivity and understanding of the role and value to Australian society of the community's voluntary and altruistic endeavours, charitable organisations; will face the new century burdened by narrow and distorted ideas of 'charity' which date back nearly four hundred years, and which presently underpin the design of The New Tax System.

1.
Introduction

On 13 April this year, during tax negotiations with the Democrats, the Government agreed to an independent inquiry into the definition of charities, churches and other not for profit organisations. The decision is a welcome one, and responds to pressure from both Labor and Democrats, and from the community sector itself. Such an inquiry was a key recommendation of The Australia Institute's study of the effect of the GST on charities, published in February this year. 1 This study highlighted the new tax liability facing charities arising from the restrictive and distorted definition of charitable activity used to define GST‑free supplies by charities.

With the terms of reference and conduct of the inquiry presently being negotiated, it is timely to review the key issues.

In the following section, we summarise the existing definitions of charities used for Commonwealth tax purposes, and then discuss the most important difficulties with these current legal meanings of 'charitable'.

2. What is a charity for GST purposes?

The existing definition of 'charity' for income tax purposes creates numerous problems for tax administration, and for charities themselves. These problems will be replicated and multiplied under the GST, a prospect that is no doubt a factor leading to the Commonwealth Government's agreement to the proposed inquiry.

The GST uses categories based on existing income tax definitions to decide which ‑

organisations are charitable and whose activities may therefore be deemed to be GST‑free

in defined circumstances. However, as argued in our recent discussion paper on the GST

and charities, the current approach produces a misplaced emphasis by tax administrators

on achieving 'competitive neutrality.This is because the wider is the access of other

non‑profit organizations to provisions for GST‑free 'charitable activities', the more

restricti i ve must be the definition of such charitable activities. This in turn has significant

implications for whether the GST adversely affects the operations of genuine charities.

The original ANTS package of August 1998 proposed that 'charitable activitie * s' be GST​

free and 2 'non‑profit organisations' with a turnover below $ 100,000 would not have to

register. Religious services were also to be GST‑free, although religious items for uses

in private devotion were taxable. The Government's approach to designing the GST on

charities reflected a traditional view of their pricing policies and income sources, and

focussed mainly on the potential for their 'commercial activities' to harm for‑profit

businesses:

Charities, public benevolent institutions, community groups and religious organisations operate differently from business. They often do not charge for the goods and services they supply, or impose only a nominal charge. Much of their funding and inputs are provided as donations. Their charitable activities will be GST‑free. To avoid unfair competition with business, the commercial activities of these bodies will be taxable. Membership of registered organisations (for example, local sporting clubs) will be taxable, but donations (which are not payments in return for services) will not be taxable. In practice many community organisations will be below the $100,000 threshold and their memberships will not be taxed.

This approach to the GST on non‑profit and charitable organisations mirrors that in the Fightback! package, which also gave considerable weight to protecting for‑profit businesses from 'unfair competition' by tax‑exempt non‑profit organisations.'

Increased public attention to the regulation and taxation of charities in the last decade provides the more recent context for this approach to GST on charities. Public disquiet about accountability of charities led to calls from the early 1990s for reformed regulatory regimes. The income tax deductibility of gifts to charities has also come under scrutiny in recent years, because of tax avoidance, and there have been suggestions that some non​profit organisations have been abusing the Fringe Benefit Tax (FBT) concessions available to the sector." Most recently, the Industry Commission in its Inquiry into Charitable Organisations examined concerns about their taxation treatment from the perspective of preventing 'competitive advantage' and ensuring 'a level playing field'.'

The Government's tax policy as set down in the ANTS document was initially vague about what constituted 'a charity' or 'charitable activities'. The Vos Tax Consultative Committee therefore took 'charitable activities' to refer to non‑commercial activities conducted by charities eligible for income tax deductibility.6 It warned however, that this definition could produce anomalies between charities that had gift deductibility status and those without.

Hence by early 1999 the Government had extended its policy of GST‑free treatment of 4 non‑commercial activities' to include 'all income tax exempt charities' as well as all gift‑deductible entities. The ANTS (Goods and Services Tax) Act 1999 (subdivision 3 8‑G) applies the GST‑free status to the non‑commercial activities of 'a charitable institution, a trustee of a charitable fund, or a gift deductible entity'.

Accompanying legislation provides for a new system of endorsement of charitable organisations as a deductible gift recipient (DGR) and/or income tax exempt charity (ITEC).

2 Costello 1998.

According to the Australian Taxation Office (ATO), the term 'charitable' has the same meaning for GST as for income tax.' However, difficulties arise from using this definition of a charity because the common law definition of charities used for income taxation has a technical legal meaning that is quite different from its everyday meaning.

As a result, the statutory definition of GST‑free activities appears to bar some non‑profit entities commonly viewed as 'charitable' from accessing concessional GST provisions, whilst allowing such access to certain gift deductible entities that few members of the public would consider to be of a 'charitable' nature.

3 Krever 1991; McGregor‑Lowndes 1995b; McGregor‑Lowndes 1998; Gjems‑Onstad 1993b; Business Review Weekly 3 5      
4 eptember 1999, 'Taxing times ahead for charities'. 
5  'Industry Commission 1995 

6 VOSReport 1998. 7

7 ATO 1999.

These anomalies will inevitably generate pressures to extend the categories of organisations whose non‑commercial activities attract GST‑free status. Related to this is the risk that the need to protect the revenue will in such circumstances induce an overly restrictive definition of the 'non‑commercial' activities of genuine charities that will harm their financial viability.

2.1

An 'income tax exempt charitable organisation'?

Charitable organisations are presently exempt from income tax. The meaning of 'charitable' has been determined by the courts rather than by legislation. An organisation is considered to be 'charitable' if conducted on a not‑for‑profit basis, and established to benefit the community, or some section of it, through:

• the relief of poverty or sickness or the needs of the aged;'

• the advancement of education;"

• the advancement of religion;'o

• other purposes beneficial to the community."

The common law definition thus might include the promotion of industry, commerce and arts, and the provision of leisure and recreational activities. Organisations established for 'public works including the beautification of towns, law report preparation, relief of rates and taxes, the preservation and benefit of animals, promoting vegetarianism, and even the promotion of good housewifery' have been seen by the courts as charitable in nature."

On the other hand many non‑profit organizations are excluded from charitable status. Those carried on for their members' common interests, or community service organisations having 'significant membership purposes' are considered non charitable, as are trade unions and employer associations, various sporting, recreational and social clubs, associations and societies encouraging music, art, sciences and literature, games or sports, animal races, or service organisations like Apex, Lions or Rotary. Although organizations providing aged services are deemed charitable by the ATO, the latter does not accept that community childcare services similarly qualify for tax status as charities.

8 Organisations likely to be charitable under this test are 'hospitals and nursing homes, relief agencies, disaster response organisations, youth and women's refuges, drug rehabilitation, refugee welfare centres, soup kitchens, organisations that supply low cost furniture, clothing and housing to the poor'. Charities Consultative Committee (1999). ' 

9 Includes 'schools, colleges, universities, research and scientific institutes, scholarship trusts, school building funds and parents and friends associations.' 

10  Includes 'churches, synagogues and other religious congregations, seminars, religious orders, organisations for building or repairing religious buildings, maintaining clergy, spreading religious doctrine or practice.' 

11  These may be beneficial to the community: 'preserving defence and public order, relieving stress due to natural disasters, providing community facilities such as a museum, library, hall, garden or fire service, promoting art or culture such as through music and drama, promoting health, for example through educating die public about disease, protecting animals, scouts.' However, see also McGregor‑Lowndes 1995c,pl26. 

12  McGregor‑Lowndes 1995c.

2.2

A gift deductible entity?

Under income tax law (Division 30 of the ITAA 1997), gifts made to 'public benevolent institutions' and certain other organisations and categories of bodies are tax‑deductible.

'Public benevolent institution' is not defined in legislation, its meaning being determined by common law. The term was intended to replace the historic concept of a charity around the time of the Great Depression of the 1930s. The aim was to reflect more accurately than the common law definition, the objective of alleviating suffering in the community.

However, the meaning has been defined mainly through appeals by the taxation authorities, with the term being even more narrowly interpreted by the courts. A public benevolent institution has been held to be one which,

0
has as its object the relief of poverty, sickness, suffering, distress, misfortune, destitution or helplessness;

o

is carried on without the purpose of private gain for particular persons

0

is established for the benefit of a section of class of the public

o
offers relief without discrimination to every member of that section of the public which the organisation aims to benefit

o

gives aid directly to those in need: and

o
ensures that its non‑benevolent activities are minor and ancillary to its basic operation."

As a result of the narrow and distinctive meaning given by the courts to the 'public benevolent' phrase, the difference in wording between the income tax exempt and gift deductibility provisions has led to inconsistencies and anomalies in its application tq some organisations. Rather than change the common law definition by statute or regulation, parliament passed new sections extending deductibility individually to organisations that had failed to satisfy the common‑law definition of a public benevolent body.

While the original ANTS package envisaged charitable activities being conducted only by gift‑deductible entities that were charitable, the current GST legislation refers to 'gift​deductible entities', as entities to which donors can make tax deductible gifts under Division 30 of the ITAA 1997 (see A New Tax System (Goods and Services Tax) Act 1999, Section 195).

These include organisations such as

o

Royal Society for the Prevention of Cruelty to Animals

13.
 Ibid 1995c.

• Nursing Mothers' Association of Australia

• Australian College of Obstetricians and Gynecologists,

Productivity Promotion Council,

Australian Sports Foundation,

Australian National Travel Association,

Industrial Design Council of Australia,

• universities,

• museums

• art galleries.

This category also includes political parties registered under Part XI of the Commonwealth Electoral Act 1918, to which contributions of up to $ 100 p.a. annually are deductible. The Government's tax reforms thus appear to provide for political parties to be treated as 'charities' for GST purposes so that, for example, their 'non‑commercial' activities, such as lavish dinners provided to potential donors for 'a nominal consideration', are GST‑free.

At the same time, the same new tax laws will mean that activities to fund the operations of organizations denied charity status including various self‑help groups, welfare advocacy organizations, and community childcare centers will be deemed non‑charitable and subject to 10% GST. Likewise, sales by sheltered workshops for the disabled will be taxed as if they were for‑profit businesses.

A benign view of this process would point to the need to ensure the definition of charity keeps up with changes in community values and the environment in which charities operate. Nevertheless,

'those who may argue that the political pressures in this area are trivial just have

to review the list of specific PBI [public benevolent institutions] organisations and

how they obtained that status'. 14 
J*

While some organizations listed as gift‑deductible under Division 30 would be viewed by the public as charitable in nature, access provided to political parties to charities' GST concessions gives some force to a cynical view of the political process. It is also something of a paradox that most charitable bodies must apply for endorsement by the Australian Tax Office to maintain their current charitable tax status from I July, while political parties and other organisations listed by name in the income tax legislation are spared such scrutiny by the ATO. The latter can only be denied gift‑deductibility or charitable tax status for GST through a specific amending Act of the Commonwealth Parliament.

14 McGregor‑Lowndes 1995a.

3.
A charity is…?

As well as creating excessive complexity and administrative cost, differences in the definition of charity and public benevolent institution unreasonably favour some charitable bodies and activities over others. Those bodies denied charitable or PBI status have been disadvantaged in seeking donations from the public, and by the effect of taxes such as wholesale sales tax and various State government taxes on their operating costs.

The common law definition of a charity or‑PBI was found by the Industry (now Productivity) Commission to be biased against some types of charitable activity and charitable organisations, such as single‑purpose, preventative, self‑help or advocacy groups. In particular, it found, the concentration on direct assistance to the poor which is inherent within the definition of PBI,

'works against contemporary approaches to social problems such as preventative community programs, research, advocacy, social policy formulation and coordination. "

Indeed it is noteworthy that while advocates for the advantaged, that is corporations lobbying governments in the interests of their shareholders, face no such restrictions as a condition of maintaining their legal and economic privilege of incorporation, those representing economically and socially disadvantaged groups in our society risk losing their charitable status if they cross a fine line distinguishing charitable activities from advocacy of le~islative change to redress the underlying causes of poverty and disadvantage.'

The planned GST regime will lock in their relative disadvantage of such organizations and create new anomalies." Revenue‑raising activities of charities which the courts have held to be essential for charities' purposes to function in modem conditions"' will als6 be deemed 'non‑charitable' and therefore taxable under the GST. Yet, as shown above, the current definition of entities able to access GST‑free treatment of charitable activity includes 'non‑commercial' activities of registered political parties as 'charitable', but view membership subscriptions for environmental, resident action or welfare lobby groups as 'commercial'.

11 Ibid 1995b. 16 CheSterman 1999. 17 To avoid these difficulties and distortions, the Productivity Commission created the term 'community social welfare organisations' (CSWOs) to cover a subset of tax‑exempt 'charities' which excluded ,religious' and 'education' activities, and included public benevolent institutions involved in providing 'human services'. However, this approach has been shown to be fraught with difficulty, and unlikely to provide a way forward through the current morass. (See McGregor‑Lowndes 1995b and 1995c). 's See Carney and Hanks 199 1.

Scrutiny of the GST regime applying to charities has underlined the serious shortcomings in the present legal definition of charity and its application in modern society. The diversity and complexity of charity structures and potential for difficulties with the GST has been further highlighted by the process of registering gift deductible and tax exempt Entities (ROGATE) which subjects only selected charitable entities claiming concessional tax treatment to systematic scrutiny and review."

As McGregor‑Lowndes has commented,

The charity boundary is characterised by fuzzy borders caused by strained legal logic, perverted and competing public policy demands, historical misappropriation and inconsistent legislative intention. 20

Some smaller non‑profit organisations which fall outside of the definition of charities will fall below the $ 100,000 and choose to be input taxed under the GST. Some will restructure their operations to avoid GST on their fundraising and other revenue generating activities. However, some such organizations will face significant additional tax liabilities as a result of the GST. Where activities of bodies which are not obviously 'charitable' according to the everyday meaning of the word are granted GST‑free status, it would be surprising if the less favoured non‑profit bodies did not seek, through either legal or political avenues, to achieve comparable status.

The problem is that public policy remains ambiguous. It is important that the difficult questions about what defines a modem charity are posed and debated publicly. At stake, for example, is the distribution of more than nearly half a billion dollars of tax expenditures comprising mainly gift deductibility and tax exemptions for various non​profit bodies other than those whose purposes focuses on benefiting the poor and disadvantaged.

Because of the close parallel between the role of government and charities in some fields, and the emerging 'market' relationships between government purchasers and charitable providers of social services in the New Welfare State, questions about the definition and tax treatment of charities strike at the heart of the nature of the welfare state and civil society. They include;

what activities or groups should the State favour with taxation exemptions and subsidies? and 'by what state process should this question be regularly reviewed. Do all activities which advance civil society deserve the benefits, or just those that replace or complement the State's social welfare obligations?21

Taxation of charities also raises difficult issues surrounding the ability of charities to perform their traditional role as independent critics of social conditions and public programs for the disadvantaged.

19
Charities Consultative Committee, 1999. 

20
Ibid 1995c. 

21
Ibid 1995b.

The administrative process envisaged for endorsing charities, while potentially producing more consistent determinations of charitable status, and more effective anti tax‑avoidance strategies, may be excessively vulnerable to the exercise of political influence and/or administrative discretion. The tax‑appeal context in which such determinations are made are also unlikely to produce more socially relevant and less fiscally driven definitions of charity, or to respond effectively to the changing social and economic conditions in which charities operate. This points to the need for the regulation of non‑profits and charities and determination of their individual tax status, to be more transparent and independent of direct political pressure.

Those most familiar with non‑profit law consider there is ample evidence of the need for reform of the definition of charities. The obstacles to consistent and appropriate application of the GST to charities will remain until there is a clear policy.

Lyons has observed that,

What seems needed is a wide ranging and extensive public discussion aimed at obtaining agreement about what sort of organisations pursuing what sort of purposes should be able to give tax deductibility to donors (and enjoy other tax concessions). This should be followed by an attempt to enshrine the agreement in statute and to redraft those sections of taxation law to reflect the modem world. The term charity needs to be confined to the history books.'

It would be ironic if the 'A New Tax System' were to enshrine the anachronistic common‑law definition of charities in the 2st century tax system, and add further idiocies to taxation statutes through the GST, while public policy has sought for several decades to update such tax law relics of previous centuries' attitudes and values. There is an urgent need for a broad public inquiry into the definition of a modem charity and its activities, because, as Gjems‑Onstad has pointed out, 'a discussion of value‑added tax [GST] is not a matter only of money; it touches the basic relationship between the government and the non‑profit organisations in a modem society , . 23

4.
The proposed inquiry on the definition of charities

The Government announced on 13 April that it would proceed, in Treasurer Costello's words,

'with some sort of inquiry into definitional issues relating to charities, churches and not‑for profit organisations. ... (to be] completed by the end of this year. 24

The Treasurer would consult with the Democrats on who should conduct the independent inquiry and its terms of reference.

22  Lyons 1995. 

23 1993a. 

24 Costello to Lees, 13 April 2000.

Such an inquiry is pressing for a number of reasons, not least because of the issues emerging through the introduction of the GST. Unlike many other countries which have introduced value added taxes such as a GST, Australia allows charities and non‑profits to register for GST and benefit from input tax credits, rather than simply require that they be input taxed.

Our recent discussion paper showed that as presently proposed, the GST is a tax obstacle to serving the needy or subscribing to a charitable endeavour. This was because many of the necessary income earning activities that were essential to their purpose were not regarded as 'non‑commercial' or 'charitable activity' for the purposes of GST.

Under its GST, the Government effectively defines the activities of a modem charity by one market strategy ‑ selling goods below market value, that is on a 'non‑commercial' basis. This approach is outmoded and highly contradictory given the fundraising strategies and needs of a modem charity. Its severity for some types of charitable institution is also somewhat unbalanced in the face of the very generous treatment of political parties and some other gift‑deductible entities. We have argued that it is essential to consider alternative pricing strategies and business‑like activities of charities as 'non​commercial' GST‑free activities where the proceeds are applied to their charitable purpose.

However, with access to charitable concessions quite broad and idiosyncratic for GST purposes, the revenue authorities have been reluctant to widen this definition because it would conflict with the Government's objective of preventing 'unfair' competition' by non‑profits with for‑ profit businesses. It would also heighten concerns at the relatively generous income tax treatment of organisations such as sporting clubs with lucrative poker machine operations.

Thus, a starting point for remedying deficiencies in the forthcoming GST in its application to charities is establishing a definition of charity that accords both with the modem conceptions of charitable activity and with the financial circumstances in which charities presently exist. It is also important to acknowledge that revenues foregone from taxation of charities might otherwise be used to further society's redistributional aims through publicly funded public services or programs, and that such foregone revenues are presently substantial.

To obtain a suitable definition of charities, and agreement on access to privileged tax status, a process of wide public debate and inquiry is needed to gather information, improve understanding and clarify public values about charities so that GST design issues can be dealt with appropriately and without harm to genuine charitable activity.

At the same time, it should be recognized that non‑profit activity that is not 'charitable' also plays an important role in civil society, a role that should be recognised as a distinct' and socially valuable alternative to for‑profit activity and provision, even if it is not deemed worthy of the same degree of fiscal consideration as charitable enterprises.

5.
Conclusion - the defining moment for charitable endeavour

It is crucial that the definition of 'charitable organisation' arrived at by the forthcoming inquiry take adequate account of the public benefit of enabling some organisations to pursue their charitable purpose unhindered by tax obligations, as well as reflect a realistic understanding of the economic and social environment in which charities operate.

Amending legislation is needed in the meanwhile to remove anomalies in access to GST​free provisions for charitable activities, such as that by political parties courting donors.

While too wide a definition of a charity will force the tax authorities into overly strict determinations of tax‑exempt or tax‑free activities and facilitate tax avoidance, too narrow a definition would undermine the broad social objective of supporting and encouraging voluntary, collective, and altruistic activities in the public interest.

The situation of political parties qualifying for GST concessions while childcare centres are denied charity status and sheltered workshops pay GST on their sales highlights the contradictions in the current policy.

At the same time, it is also important to acknowledge that various forms of non‑profit activity contribute to the vitality of social and political life and should not necessarily be treated simply as for‑profit businesses in disguise.

The process for conducting the inquiry will be of paramount importance.

Unless the inquiry's deliberations are underpinned by a deep and practical understanding of the role and operations of charities and non‑profits, and the broad value to the community of their various endea‑vours, excessive legalism, fiscal focus, or misplaced concern about 'unfair competition' could further erode altruistic or community endeavour and enterprise at high economic and social cost.

Unless this were the case, it is also unlikely the Prime Minister's stated commitment to build a stron social coalition, and leave charities 'no worse off from his Government's tax reforms '211 can be met.

Julie P Smith

Senior Research Fellow

The Australia Institute

2 ‑5 Australian Democrats, A Fairer Tax System. Delivered, Issues Sheet 999 Charities, 28 May 1999.
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