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12 August 2011
The Manager
Philanthropy and Exemptions Unit
Personal and Retirement Income Division
The Treasury
Langton Crescent
PARKES ACT 2600
Dear Madam / Sir

Submission - Exposure Draft - 'In Australia' Special Conditions for Tax Concession Entities

We thank you for the opportunity to make this Submission and to provide our comments to the proposed changes under the Exposure Draft of the Tax Laws Amendment (2011 Miscellaneous Measures) Bill (No.1) 2011 (“Exposure Draft”).

The proposed changes under the Exposure Draft are plainly targeted at ensuring income tax exempt entities and deductible gift recipients operate principally in Australia and for the broad benefit of the Australian community. We generally applaud the Government’s initiative to better target such tax concessions. However, this Submission raises some concerns that we have in relation to the practical operations of the legislative changes to the “donations” test.

In this Submission, we make some observations and recommendations to the proposed changes to ensure the policy intent of the proposed changes is better reflected.  Our comments in this Submission are limited to Division 50 of the Income Tax Assessment Act 1997.
Proposed Amendment to Section 50-50 of the Income Tax Assessment Act 1997
Proposed subsection 50-50(1) provides that an entity will not be exempt from income tax unless, at all times, the entity satisfies the conditions at proposed subsection (2) about operating and pursuing its purposes in Australia. Proposed subsection (2) states that the entity must:

(a) operate principally in Australia; and

(b) pursue its purposes principally in Australia; and

(c) not donate money to any other entity, unless the other entity is an exempt entity.  
An entity will not be exempt from income tax unless all three conditions are satisfied.
To satisfy conditions (a) and (b), an entity must be principally ‘operating in Australia’ and ‘pursuing its purposes principally in Australia’ (the “in Australia” test). This test is based on facts and circumstances. As the Explanatory Memorandum to the Exposure Draft states, not one factor is conclusive and the Commissioner is expected to consider all surrounding circumstances including:
· where the entity incurs its expenditure;

· where it undertakes its activities;

· where the entity’s property is located;

· where the entity is managed from;

· where the entity is resident or located;

· where its employees are located; and

· who is directly and indirectly benefiting from its activities (paragraph 1.48) 
The use of the word “principally” in the “in Australia” test means that an entity is not required to exclusively operate and pursue its purposes in Australia. The Explanatory Memorandum suggests at paragraph 1.49 that “principally” means “mainly” or “chiefly” and that less than 50 per cent is not considered principally.

Accordingly, an entity may have some operations or pursue a part of its purposes outside of Australia but provided that an entity’s operations and its pursuit of purposes are not “mainly” or “chiefly” outside of Australia, the “in Australia” test can be satisfied. This is confirmed by Example 1.2 in the Explanatory Memorandum, amongst other examples.
As many not-for-profits organisations would inevitably have some element of interaction, transactions or operations outside of Australia, it seems both logical and necessary that the “in Australia” test be applied to “principal” operations.

The approach contrasts, however, with the test in proposed subsection 50-50(2)(c) (the “donation” test) which provides that an entity must not donate money to any other entity unless that other entity is also an exempt entity (that is the recipient entity must also satisfy the “in Australia” test). The “donations” test is arguably a much stricter test and our concern is that this will have many unintended consequences practically. As currently worded, the “donation” test means any donation made to a non-exempt entity, irrespective of the amount of the donation and irrespective of the circumstances and context behind the making of the donation, will automatically cause the donor entity to fail subsection 50-50(2)(c) and therefore cease to be an exempt entity.

We highlight a number of practical examples where the application of the “donation” test may have consequences which in our opinion are contrary to its legislative purpose. 
Example 1 – Minor Donations 

XYZ is a large not-for-profit organisation. It operates and pursues its purposes solely in Australia and is an entity exempt from income tax. XYZ makes a $5 donation to another charity that is not an exempt entity.
As XYZ has donated money to a non-exempt entity, irrespective of the amount of the donation, it has technically breached subsection 50-50(2)(c) and therefore loses its income tax exemption status. We submit that the current wording of the proposed legislation does not allow for minor or inadvertent donations made to an exempt entity. 
Example 2 – Donations in the Course of an Exempt Entity’s Operations

ABC is a charity established for the promotion of mental health awareness in Australia. From time to time, ABC arranges for guest speakers from overseas to conduct seminars on topical issues relating to mental health. ABC invites a prominent guest speaker from the United States to come to speak in Australia. The guest speaker does not charge a fee for the speaking engagement but requests that ABC make a donation of $10,000 to a US charity he is affiliated with.

As the US charity is unlikely to be an exempt entity, the making of the donation will cause ABC to cease to be an exempt entity notwithstanding that the donation is incidental and relevant to ABC’s Australian operations. In this context, the Explanatory Memorandum states that a donation does not include a payment for goods and services to another entity made in pursuing its own purposes (paragraph 1.65). However, the examples in the Explanatory Memorandum relate to the purchase of goods and services, for instance a hospital purchasing medical supplies or a library purchasing books. In the context of the above example, as the recipient has not provided any goods or services to ABC, it is likely that the payment will be considered a donation. 
Example 3 – Donations made outside of the principal purposes of an Exempt Entity

The Greenacres Tennis Club has been in existence for over 50 years. Tom is a well known and longstanding member of the Club, having served the Club in various capacities for many years. He recently has suffered a family tragedy and is in need of financial assistance. For compassionate reasons, the members of the Greenacres Tennis Club conduct a sausage sizzle to raise funds for Tom’s family, with all proceeds donated to Tom.

As the Greenacres Tennis Club makes a donation of money to another entity, being Tom, who is not an exempt entity, the donation would cause the Greenacres Tennis Club to cease to be a tax exempt entity.

The policy reason for the “donation” test appears to be to prevent not-for-profit entities acting as a conduit for other entities that are not exempt from income tax. Paragraph 1.37 of the Explanatory Memorandum to the Exposure Draft states:

“If an entity pursues its purposes through the donation of monies to other entities – the
entity is not 
entitled to be income tax exempt unless donations are solely to entities that are also income tax 
exempt (and the entity operates principally in Australia where applicable)”

The Explanatory Memorandum makes it clear that this provision is aimed at addressing the Word Investments scenario and the intent is to prevent charities from claiming income tax exemptions where they provide money to other charities which conduct their activities overseas. In other words, the intent is one of anti-avoidance to ensure entities are prevented from circumventing the “in Australia” test by making donations to entities that do not satisfy the “in Australia” test.

We submit that this purpose may be better achieved by targeting the “donation” test to entities which have a principal purpose of making donations to other entities as opposed to a blanket ban on all entities from making donations to non-exempt entities.

Recommendation 1

We recommend that proposed section 50-50(2)(c) of the Income Tax Assessment Act 1997 
be amended as follows:


...


(c) not pursue its purposes principally through donating money to any other entity, unless the 
donation is to an entity that is an *exempt entity. 
By restricting the “donation” test to entities that pursue their purposes through donating money to other entities, the scenario in Word Investments can be adequately addressed and entities are unable to circumvent the “in Australia” test by way of making donations to non-exempt entities. Not-for-profit entities may make donations to non-exempt entities without losing their tax exempt status provided that they do not pursue their purposes principally by making donations, that is, they are not established as a conduit for other not-for-profit entities. This approach would also be consistent with the “in Australia” test where a not-for-profit entity could pursue a part of its purposes outside of Australia provided that it pursues its purposes principally in Australia. It seems illogical that, under the Exposure Draft, a not-for-profit entity may pursue a part of its purpose outside of Australia (provided its principal purposes are pursued in Australia) but is prevented from making any donations altogether to a charity outside of Australia. 

In addition, as subsection 50-50(1) requires the tests to be satisfied “at all times”, there does not appear to be any potential for an entity that has breached the “in Australia” or “donation” tests to rectify the breach or reinstate its tax exemption status. That is, where an entity breaches any of the conditions in proposed subsection 50-50(2) under the Exposure Draft, albeit temporarily, that entity will never be able to be exempt from income tax. 


Recommendation 2

We recommend that proposed section 50-50(1) of the Income Tax Assessment Act 1997 be 
amended as follows:


Replace the words “at all times” with the words “during  an income year”

Recommendation 2 above will ensure that any temporary breaches of the “in Australia” or “donation” test may be rectified before the following income year to enable the not-for-profit entity to regain its income tax exempt status.





*
*
*
*
*

We again thank you for the opportunity to provide our Submission.

Please do not hesitate to contact the writer on (03) 9006 5416 or waynen@daassociates.com.au should you have any queries or require any assistance.
Yours sincerely

DANIEL ALLISON & ASSOCIATES LEGAL
Wayne H Ngo

Legal Practitioner Director
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