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Watch out ... don’t get sidetracked

Aid/Watch decision reinforces the importance of an
organisation’s activities aligning with its charitable objects

n a decision that is certain to have many

charities frantically digging out their

governing documents and reviewing their
stated objects as against their actual
activities, the Full Court of the Federal Court
of Australia (FCAFC) has sent a clear and
strong message to all charities that the
enjoyment of tax concessions and
endorsements to which charities are entitled
depends upon transparency of purpose.
Attempts to bury alternative, non-charitable
purposes within objects that prima facie fall
within one of the four heads of charity will be
exposed and dealt with in what is perhaps,
for a charity, the harshest of consequences:
revocation of all tax concessions and
endorsements and, in some cases,
back-payment of taxes.
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On 23 September 2009, the FCAFC
handed down its judgment in Commissioner
of Taxation v Aid/Watch Incorporated [2009]
FCAFC 128, in which it supported the ATO’s
decision to revoke Aid/Watch’s status as a
charity.

Background

Aid/Watch is a not-for-profit incorporated
association which was endorsed as a
charitable institution for tax purposes. Aid/
Watch’s stated objects provided that it, inter
alia, “monitors, researches, campaigns and
undertakes activities’ relating to aid and
investment programs. The Administrative
Appeals Tribunal had previously noted that
the relief of poverty was at the heart of

(Continued on page 2)
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Aid/Watch’s objectives and that the
organisation’s activities were
fundamentally concerned with this
purpose.

Charitable purpose

Whilst it would be trite to discuss the
history of the definition of ‘charitable
purpose’ here, it is worth, as a
refresher, setting out the four heads
of charity as elucidated over
100 years ago in The
Commissioners for Special Purposes
of the Income Tax v Pemsel [1891]
AC 531; [1891-4] All ER Rep 28.
The four heads of charity are:

B the relief of poverty;

B the advancement of education;

B the advancement of religion; and

B other purposes beneficial to the
community.

These are the purposes which are
accepted across common law
jurisdictions as providing a
‘definition” (of sorts) of ‘charitable
purpose’ which is within the ‘spirit
and intendment’ of the Statute of
Elizabeth (being the preamble to the
Statute of Charitable Uses 1601).
More importantly, for Australian
organisations wishing to be
endorsed as a charity, this is the
definition the Australian Taxation
Office employs when deciding
whether or not to grant tax
concessions and endorsements to
an applicant organisation.

Consequently, if an organisation
wishes to enjoy the benefits of the
concessions and endorsements, it
must ensure that its purposes are
charitable, that is, they fall within one
of the four heads of charity listed
above.

Main versus
purposes

The scope of each of the four heads
of charity is very broad. It is probably
because of such breadth that many
organisations have, what is now
clearly, a misconceived notion that
SO long as some activity which is
undertaken falls within one of the
heads, or the outcome of the
activities they undertake falls within
one of the four heads, they are safe
from having their concessions and
endorsements revoked. This s,
however, not the case. It is a
charity’s main purpose which must
fall within the definition of ‘charitable
purpose’. It is not enough if a
charitable consequence arises from
activities which are undertaken in
pursuit of an organisation’s main
purpose, if that main purpose itself is
not charitable. The distinction, then,
is between purposes which can be
characterised as being the main
purposes of an organisation and
those which are merely ancillary to
the organisation’s main purpose. It is
an important distinction because
ancillary purposes, despite having
charitable consequences, do not

ancillary

entitle an organisation to tax
concessions and endorsements. It is
a distinction that has been at the
heart of a number of legal
proceedings between organisations
and the ATO.

The present case

In the present case, the FCAFC
considered Aid/Watch’s main and
ancillary purposes by reverting to the
organisation’s constitution. The ATO
asserted that Aid/Watch’s main
purpose was political and, that being
so, Aid/Watch was not entitled to be
endorsed as a charitable institution.

Having considered Aid/Watch's
stated objects, as set out in its
constitution, the Court stated that
“ultimately, the organisation directs
most, if not all, of its energies
towards the relief of povertly, an
ostensibly charitable goal’. However,
it also went on to state that
“regardless of how charitable the
ultimate end sought by Aid/Watch
appears [it is] the more immediate
(and prevailing) aim of the
organisatiorr’ that invalidated Aid/
Watch’s charitable status. This was
due to the activities undertaken by
Aid/Watch, which clearly
demonstrated that its main purpose
was to influence and change
government policy in respect of the
delivery of aid.

(Continued on page 3)
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The Court recognised that “monitoring’
and “researching’ the way aid was delivered
to those in need were not activities that
could, of themselves, relieve poverty.
Aid/Watch’s other stated activity was
“carmpaigning’, which enabled Aid/Watch to
exercise influence over public opinion, and
ultimately influence the way in which
government delivers aid. This, the Court
held, was a political activity, behind which lay
Aid/Watch'’s political purpose; and it was this
political purpose, of changing the way in
which aid is delivered, that was Aid/Watch’s
main purpose. Of course, the consequent
effect may (or may not) be the more efficient
delivery of aid to those in need, and thus, a
more efficacious relief of poverty; however,
Aid/Watch’s main purpose was to effect
public opinion, and then government
opinion, so that aid would be delivered in a
manner that accorded with Aid/Watch’s view
as to what constituted the best methodology
for delivery. And therein lies Aid/Watch’s
main purpose: a political purpose.

Conclusion

What this case demonstrates, and what it
should alert charities to is the significance of
the charitable purpose clearly being the main
purpose of the charity. Being able to show
that ultimately a purpose would, or could,
have a charitable outcome is not enough to
save a charity from losing its all important tax
concessions and endorsements. A political
purpose will not affect an organisation’s
charitable status if it is ancilary to a
charitable purpose. However, if it can be
shown to be the main purpose of the
organisation, as was the case with
Aid/Watch, the organisation cannot be said
to be a charity for tax purposes.

Aid/Watch is considering an appeal to the
High Court, however, for the time being, the
state of the law with regard to an
organisation’s charitable purposes is stated

in this case. Regardless of whether the
FCAFC decision is overturned on appeal to
the High Court, this decision does signal that
now is a good time for organisations to
review their governing documents,
particularly their objects clause, and their
activities, to ensure that they are staying true
to their stated purpose and causes. Vigilant
and continued good governance practices
within an organisation could end up saving
the organisation considerable sums of
money. Outdated constitutions or rules, or
an absence of policies on the activities and
future direction of the organisation, could
expose an organisation to a similar fate as
Aid/Watch.

Claire Russell is a solicitor at Makinson & d’Apice.
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Reducing the administrative burden — GST
and salary sacrifice arrangements

R
:
:

he time and costs associated
with  administering salary
sacrifice  arrangements  for
employees can impose a burden on
organisations. There are three

common methods for treating the |

Input Tax Credits (ITC) associated
with salary sacrifice arrangements,
and careful selection between these
methods, which are outlined below,

may reduce this administrative
burden.
Under a salary sacrifice

arrangement an employer provides a
benefit to an employee in respect of
their employment. The employee
then agrees to sacrifice part of their
pre-tax salary, since they are
receiving the benefit from their
employer instead.

Where an employer is registered
for GST, they are generally able to
claim the ITC associated with
purchasing the benefit for the
employee. Commonly used methods
for claiming and dealing with these
ITC are as follows:

Method one
B The employee salary sacrifices an
amount equal to the GST

exclusive price of providing the
benefit.

B The employer (or an external
salary sacrifice provider)
purchases the benefit and
provides it to the employee. GST
will be paid on the purchase price
of the benefit.

B The employer claims the ITC back
from the Australian Taxation
Office (ATO) through their
Business Activity Statements.

Method two

Where organisations administer
salary sacrifice arrangements
themselves

B The employee salary sacrifices an
amount equal to the GST
inclusive price of providing the
benefit.

B The employer purchases the
benefit and provides it to the
employee.

B The employer claims the ITC back
from the ATO through their
Business Activity Statements.

B The employer refunds the claimed
ITC back to the employee as they
are claimed (through payroll,

where appropriate PAYG
Withholding amounts are
withheld).

Method three

Where organisations use an external
salary sacrifice provider

B The employee salary sacrifices an
amount equal to the GST
inclusive price of providing the
benefit. An external salary
sacrifice provider is engaged to
administer this process.

B The salary sacrifice provider
purchases the benefit on behalf of

the employer and provides it to
the employee.

B As the employer is deemed the
purchaser of the benefit, they are
entitled to the ITC associated with
the purchase and claim them
back from the ATO through their
Business Activity Statements.

B The employer forwards the
claimed ITC to the salary sacrifice
provider, who subsequently
refunds these amounts to the
employee (through payroll, where
appropriate  PAYG  Withholding
amounts are withheld).

Whilst each of the above methods
achieve the correct result from the
employer and employee’s
perspectives (and comply with tax
legislation), organisations might find
it simpler to utilise method one; that
is, to only salary sacrifice the GST
exclusive amount, rather than the
GST inclusive amount.

This negates the need for them or
their external salary sacrifice provider
to refund ITC to employees and
withhold PAYG amounts, thus
reducing the time, effort and costs
involved in administering salary
sacrifice arrangements.

MOORE STEPHENS

ACCOUNTANTS & ADVISORS

Allan  Mortel, Director - Taxation and

James Robson, Manager - Taxation,

Moore Stephens Sydney Pty Ltd.
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ost people working in the

non-profit sector will be aware of

the recent changes to the
legislation surrounding private ancillary funds
(PAFs) (previously known as prescribed
private funds). The changes have been the
subject of discussion and consultation for
some months, stemming back to late last
year. The new legislation took effect on
1 October 2009, as did the new Guidelines
for PAFs. The Guidelines, known as the
Private Ancillary Fund Guidelines 2009, were
originally released in draft form, with the
public invited to respond in the form of
submissions. The final Guidelines contain
several differences to the draft guidelines
which were released in June 2009. The
Guidelines, in conjunction with the new
legislative framework governing PAFs, are, in
effect, the rules by which PAFs and their
trustees must conduct themselves. This
article will provide a summary of the new
Guidelines and the effect that the Guidelines
will have on existing and future PAFs.

Issue 15, December 2009

The finalisation and coming into effect of the
Guidelines now completes the Government’s
revamp of the regulatory regime governing
PAFs. The legislative framework regulating
PAFs also underwent a facelift with some
significant changes introduced such as:

the bringing of the full administration of
the PAF regime under the authority of the
Commissioner of Taxation (ie ATO);

the Commissioner’'s power to make
legislative guidelines about the
establishment and maintenance of PAFs
(significant due to the fact that the
previous guidelines (relating to prescribed
private funds) were not binding in nature);
the requirement that the trustee of a PAF
must be a corporate trustee;

the Commissioner's power to impose
administrative penalties on trustees that
fail to comply with the Guidelines, as well
as the power to remove trustees of non-
complying funds (for matters of serious
non-compliance). This can be contrasted

(Continued on page 6)
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with the old guidelines which
provide an ‘all or nothing’ penalty
system. The new Guidelines
specify the amount of the
administrative penalty imposed
under the legislation for a breach
of the Guidelines, and will vary
dependent upon the particular
guideline that has been breached;
and

the renaming of ‘prescribed
private funds’ to ‘public ancillary
funds’.

Released with the Guidelines was an
explanatory statement which
summarises and provides a brief
explanation of each of the
Guidelines. We set out below a
précis of the Guidelines and the
explanatory statement.

Guidelines 1 to 7 are
introductory in nature.

Sets out general principles that
PAFs must observe (ie that it is
a vehicle for private philanthropy).

Mandates that a PAF must be
established under a will or an
instrument of trust, as a valid trust.

A PAF must be set up and run
solely to benefit other
deductible gift recipients.

However, a PAF cannot provide
money to another ancillary fund. The
governing rules of the fund must
contain this purpose and require that
on the fund winding up, or ceasing
to be a PAF, its net assets must be
distributed to a deductible gift
recipient.

A PAF must be a not-for-profit
entity.

A PAF must be operated solely
in Australia. However, this does
not prohibit the fund from

distributing to deductible gift
recipients that operate outside
Australia.

Under Guidelines 13 to

16, trustees have an
obligation to exercise appropriate
care and skill in managing PAFs.

Each fund must have at least
one director on the board of its
trustee who is considered to be a
‘responsible person’.

A responsible person is an
individual with a degree of
responsibility to the community as a
whole, such as a judge, solicitor,
doctor, other professional person,
councillor or religious practitioner (to
name a few).

The responsible person must be a
director of the trustee and a member
of any other controlling body of the
fund, however cannot be the
founder of, or a donor (who has
contributed more than $10,000) to,
the fund.

These guidelines are intended to
ensure that a ‘responsible’ person,
in the sense of being a person who
is deemed to be publicly
trustworthy, is actively involved in
the management and protection of
the fund’s monies, particularly due
the fact that these monies have
been donated for philanthropic
purposes.

Issue 15, December 2009

To ensure the protection of these
monies, some individuals are
ineligible to be involved in the
decision making of a PAF (eg if
a person has been convicted of an
indictable tax office, that person will
not be permitted).

If the governing rules of the

fund change, the trustee must
notify the Commissioner (within
21 days of the change).

Funds are not permitted to

indemnify a trustee (or
employee, officer or agent of the
trustee) for any loss which results
from the trustee’s dishonesty,
negligence or deliberate act or
omission. Trustees are therefore
accountable for all decisions that
they make.

A PAF must distribute at least

5% of the market value of its
net assets to active deductible gift
recipients each year.

The PAF must distribute at least
$11,000 (or the remainder of the
PAF fund if that is worth less than
$11,000) during that financial year if:

the 5% is less than $11,000; and

the expenses of the PAF for that
financial year are paid from the

PAF’s assets or income.

No distribution is required during the
financial year during which the PAF
is established.

(Continued on page 7)
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(Continued from page 6)
Guidelines 20 to 23 set out rules
for when, and how, to work out
the market value of the fund’s assets. For
example:

The market value of the fund’s assets
(other than land) must be estimated at
least annually, by the fund itself or by a
qualified valuer.

The market value of land must be
estimated at least once every three years
by a certified valuer or by the
Commissioner.

Guidelines 24 to 29 set out that
the trustee must:

keep proper accounts of the fund and
retain those record for at least 5 years;
prepare financial statements at the end of
each financial year;

arrange for those financial statements,
and the fund’s compliance with the
Guidelines, to be audited each year; and
make the accounts, financial statements
and audit reports available to the
Commissioner.

—_ Guidelines 30 to 32 provide that
trustees must prepare an
investment strategy in relation to the fund’s
assets. These guidelines set out what the
investment strategy should contain. The
need for a fund to also prepare a distribution
strategy has been dropped from the
Guidelines.

Guidelines 33 to 40 set out the

investment limitations placed on
the fund, such as the prohibition on
borrowing (except in certain specified
circumstances), the prohibition on
investments that are not made at arm’s
length and the prohibition on carrying on a
business.

_ Under Guidelines 41 and 42,
trustees are generally prohibited

from entering into uncommercial
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transactions or from providing benefits to
related parties. The explanatory statement
sets out that an uncommercial transaction
would include a transaction that is not
entered into at arm’s length or that a
reasonable person in the position of the
trustee would not have entered into having
regard to all relevant circumstances.

Allows the trustee to be reimbursed or

remunerated out of the fund’s assets for
expenses incurred in managing the fund and
for their services in administering the fund.
Such expenses and remuneration must,
however, be reasonable.

Guidelines 44 to 47 set out that

PAFs are private in nature,
meaning that:
there must be a close relationship

between those who have established the
fund and those who donate to it; and

they are prevented from seeking
donations from the public.

There is, however, some flexibility to allow a
limited amount of unsolicited donations from
unrelated parties.

Guidelines 48 and 49 provide that
private ancillary funds must
comply with all relevant Australian laws.

_ Under Guidelines 50 and 51,

private ancillary funds must

ensure that all their monies are distributed to

deductible gift recipients upon their winding

up or ceasing to be a PAF. The Guidelines

do, however, allow PAFs to convert into
public ancillary funds.

_ Guidelines 52 to 60 set out the

transitional rules that have been

put in place to help PAFs — that were

prescribed private funds before 1 October

2009 — make the transition into the new
regime.

Breanne Stratford is a solicitor at Makinson &
ad’Apice.
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Where there’s no will, is there a way?

ona vacantia is the State’s

(or Crown’s) statutory right

to the property of an
intestate estate where there exists
no eligible person to which the
estate should be distributed
according to the legislation of the
relevant State or Territory. In most
jurisdictions, an eligible person
would include a spouse, child,
parents, grandparents or remoter
relatives, such as aunts, uncles and
cousins. But, where no such person
exists, the estate passes to the
Crown by bona vacantia.

In 1985 the Law Reform
Commission of Tasmania noted":

“The Commission believes that
most people would prefer their
estate to go to charity than to the
Crown, given that no close farmily
exists at the time of their death.
Although many people might
object to the property going to
the State rather than to relatives
of the deceaseq, they are less
likely to object to it going to a
charity.”?
The Commission’s comments have
been largely overlooked, that is until
9 June 2009, when the
NSW Government assented to the
Succession Amendment (Intestacy)
Act 2009 (NSW) (Amendment Act).

The main objects of the
Amendment Act are to:

B amend the Succession Act 2006
(NSW) by inserting a new
Chapter 4 dealing with intestacy;

B repeal those provisions of the
Probate and Administration Act
1898 (NSW) which currently
provide for intestate succession;
and

““ A not-for-profit organisation may be

eligible to receive a distribution of the

whole or part of an intestate estate’

B repeal the /nheritance Act of 19071
(NSW).

Perhaps the amendment of most
interest to not-for-profit
organisations (NFPs) is the insertion
of the new “Chapter 4
Intestacy”. Part 4.5 of Chapter 4
deals with the absence of persons
entitted to the estate. Under this
Part, the State remains entitled to
the whole of the intestate estate in
the absence of any other person
being so entitled. However, the new
section 137 affords the Minister a
discretion to, upon receipt of an
application for the waiver of the
State’s right to the intestate estate,
waive the State’s rights in whole or
in part in favour of:

“(a) dependants of the intestate,
or
(b) any persons who have, in the
Minister’s opinion, a just or
moral claim on the intestate,
or
(c) any organisation or person for
whom the intestate might
reasonably be expected fo
have made provision, or
(@) the trustees for any person or
organisation mentioned in
paragraph (@), (b) or (c).”
This provides for dependants of the
intestate and certain other specified
persons and organisations for whom
the intestate might reasonably have
been expected to make provision, to

(Continued on page 9)
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Jurisdiction Name of Act Section Distribution

NSW?° Probate and Administration Act 1898 s61B(7)&(8) (7) the estate belongs to the Crown;

(8) the Crown may make provision for dependents, whether
kindred or not, of the intestate and any other persons for
whom the intestate might reasonably have been expected
to make provision.

Vic Administration and Probate Act 1958 sb5 The estate shall belong to the Crown.

Qld Succession Act 1981 Schedule 2 The Crown is entitled to the estate.

WA Administration Act 1903 s14(1) The whole of the intestate property passes to the Crown.
SA Administration and Probate Act 1919 s72G(1)(e) The intestate estate shall vest in the Crown.

Tas Administration and Probate Act 1935 s45(1)&(2) (1) the estate of the intestate shall belong to the Crown;

(2) the Governor may make provision for dependants, whether
kindred or not of the intestate, and other persons for whom
the intestate might reasonably have been expected to
make provision.

ACT Administration and Probate Act 1929 Schedule 6,  The Territory is entitled to the intestate estate.
Part 6.2

NT Administration and Probate Act Schedule 6, The Territory is entitled to the intestate estate.
Part IV

Where there’s no will, is there a way?

(Continued from page 8)

petition in favour of a distribution, of the
whole or part of the intestate’s estate, rather
than the intestate’s estate vesting in the
State. This discretion is actually similar to the
discretion currently contained in section 61B
(8) of the Probate and Administration Act
1898 which allows the Crown to provide for
dependents, whether kindred or not, for
whom the intestate might reasonably have
been expected to make provision.®

The amendments make it clear that an
“organisatior]’ or the “trustees of any ...
organisatior?’ can petition for a distribution
of the whole or part of the intestate’s estate.
So, for example, if an NFP was receiving
regular donations from the intestate, or the
intestate had some connection with the NFP
which  could reasonably create an
expectation by the NFP for some distribution
to it from the intestate’s estate, the NFP
could petition for a distribution. The
difference, then, between the two sections is
the inclusion in the new section 137 of the
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words “organisatiori’ and “trustees for any
... organisation’.

To date, the Amendment Act has not
commenced and it should be noted that the
new Chapter 4 provisions are not
retrospective and will only apply to the
distribution of the intestate estate of a
person who dies intestate on or after the
commencement of the relevant clauses. The
distribution of an intestate estate of a person
who died intestate before the
commencement of the relevant clauses is
governed by the law in force as at the date
of death.

There is currently no news regarding the
other States and Territories enacting similar
amendments to the intestacy distribution
provisions of their relevant legislation.* The
table above sets out the current position
regarding the distribution of intestate estates
where no entitled person exists to receive it.

(Continued on page 10)
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The effects of the amendments in
New South Wales make it clear that
organisations, such as NFPs, may,
where there are no other existing
persons entitled to the intestate
estate, be eligible to receive a
distribution of the whole or part of
the intestate estate. Fundraisers
should be aware of these new
provisions as they provide a
potential source of funds for NFPs,
especially where the deceased
person has been a regular donor or
has had a longstanding association
with the NFP, for example as a
volunteer. It is, therefore, prudent for
NFPs to maintain notes and records
pertaining to donors and volunteers.
These records could include:

B a2 register of regular donors,
including up-to-date address
details;

B a list of donations by each donor
including:

- size, type,
donations; and

frequency of

— whether donations were for
particular programs or of a
general nature;

B 2 register of regular volunteers
and persons closely associated
with the NFP;

B whether a volunteer had an
interest in a particular aspect of
the NFP’s activities;

B any indications of an intention by
a person wishing to leave a
bequest to the NFP; and

B any other record that may
indicate a clear connection
between the deceased person
and the NFP.

NFPs must also take a proactive role
in identifying potential claims against
intestate estates. This should include
regular perusal of death notices in
newspapers (in each State and
Territory where donors and
volunteers lived) and, in the event
that it is suspected that a donor may
have died, it may be worthwhile
making enquiries with the relevant
State or Territory Public Trustee.

If the circumstances arise
whereby it is appropriate to submit a
petition to the Minister to waive the
State’s right to the estate and to
distribute it, instead, to the NFP, it
would be prudent for NFPs,
particularly in New South Wales (and
to some extent Tasmania), to seek
legal advice and assistance.

As welcome as the NSW
amendments are, the more judicious
approach for NFPs is to encourage
potential testators to make adequate
provision in their wills for a
testamentary distribution to the NFP.
This will require properly drafted wills
and codicils to prevent, as far as
possible, any challenge to an NFP’s

1 Law Reform Commission, New South Wales at http://www.lawlink.nsw.gov.au/Irc.nsf/pages/

ip26¢chp07 downloaded on 2 November 2009.

2 Law Reform Commission of Tasmania, Aeport on Succession Rights on Intestacy (Report 43, 1985)

at 15.

3 Part 2, Division 2A of the Probate and Administration Act 1898 (NSW) (in which section 61B is
located) will be omitted when the Amendment Act comes into force.
4 Amendments to the South Australian legislation only affect the prescribed amounts, not how the

intestate estate is distributed.

5 NB: These provisions are to be omitted when the Amendment Act comes into force.

claim due to a failure to comply with
formalities.

Where an NFP has any doubts as
to its rights and entitlements, it
should contact specialist lawyers in
the area of estates and succession
law.

Claire Russell is a solicitor at Makinson &
d’Apice.
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Please feel free to circulate this newsletter to others who may be interested. If you would like to receive future issues of Balancing
Actvia email, please register at http://www.makdap.com.au/resources_registration.cfm.

Disclaimer: This publication is a non-comprehensive general outline of the law as at 15 December 2009. You should not act
upon or rely on any information contained in this newsletter without obtaining specific legal advice.
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