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OVERVIEW
This paper compares how issues of inappropriate private benefit involving nonprofit
organisations are dealt with by the law in Australia as compared to the United States. The
heart of this discussion is not the lack of “public benefit” in a charity’s stated and
demonstrated objects, but private benefit that results from breaches of the non-distribution
constraint. This goes to the core of the legal conception of a nonprofit organisation. Prof
Henry Hansmann describes the non-distribution constraint:
A nonprofit organization is, in essence, an organization that is barred from distributing
its net earnings, if any, to individuals who exercise control over it, such as members,
officers, directors, or trustees.1
Because the profit motive is eliminated, the non-distribution constraint reduces the
incentive for nonprofit firms to take advantage of consumers – as for-profit firms may do – in
cases of asymmetrical information (“contract failure”).2 The constraint has still to be enforced
as “nonprofits may succeed in distributing some of their net earnings through inflated salaries,
various perquisites granted to employees, and other forms of excess payments”.3
This border protecting the non-distribution constraint is patrolled in the US by several
boundary riders: the organisation itself, through its own internal rules and constitution; state
authorities; the IRS. In the American context it is the IRS that commands the most attention
in its border patrol laws and scrutiny and this paper follows that focus. Simon, Dale and
Chisolm identify three tax inspired doctrines that bear on public charities: “(1) the
proscription against inurement, (2) the proscription against more-than-incidental private
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benefit, and (3) the rules imposing excise taxes on excess-benefit transactions”.4 There are
even more stringent IRS border patrol policies for private foundations in relation to selfdealing, payout of annual distributions, jeopardizing investment and excess business holding.5
By contrast, in Australia border patrol activities have not been pursued either by state
or federal regulators in past decades. While some breaches of the non-distribution constraint
have received publicity, they have not been enough to drive substantial regulatory
enforcement activity or reform to counter the alleged abuses. The lack of action by regulators
may be accounted for by a combination of strong grassroots cultural and social beliefs about
private benefit from nonprofit activity and absolute prohibition on certain activities. In 1980,
Hansmann observed in the USA that,
these abuses appear to be the exception rather than the rule: in spite of minimal
policing of the non-distribution constraint, nonprofit institutions in most industries
evidently are operated on a fairly circumspect basis. Such broad compliance with a
poorly policed constraint is presumably due to adherence to social norms that
reinforce the legal restraints on profiteering by conditioning individual behaviour even
when legal constraints are unlikely to be enforced. Indeed, such ethical constraints may
be far more important than legal sanctions in causing the managers of nonprofits to
adhere to their fiduciary responsibilities.6
The Australian Taxation Office (ATO), the federal government’s tax agency, is
beginning to increase border patrol activity and plans more. The apparent drivers are the
growth of the sector, its increasing importance for government in providing community
services, the shift from general grant financing to competitive tendering and new tax
incentives to encourage greater philanthropic investment which may increase the incidence of
tax abuses.
The paper first describes briefly the current trends and context of the Australian
nonprofit sector to help locate the ensuing discussion. The place of the non-distribution
constraint is then mapped through the major legal forms available for nonprofit enterprise in
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Australia. The paper then moves to examine the state of border patrol in relation to
inurement and self-dealing, before examining the emerging regulation in relation to private
foundations being permitted tax deductible gift status – a recent innovation in Australia.
THE AUSTRALIAN CONTEXT
It is important that the legal and social context be kept in mind in any jurisdictional
comparison and particularly one which involves charitable organisations which are
significantly influenced by history, cultural attitudes and behaviours. Apart from Australia’s
strong English heritage in relation to the legal system, common law and in particular charity
law, there are two contextual matters that should be noted. The first is that the Australian
nonprofit sector is growing rapidly. Sector growth has outpaced the rest of the Australian
economy over the last decade bringing the usual pressures associated with a growth ‘bubble’.
Second there are extensive nonprofit sector reform agendas in progress involving all levels of
government. Overdue regulatory reforms are being implemented on top of a confused and
scant regulatory framework.
Over the last decade Australia’s economic climate has generally been robust compared
to the rest of the world. This, together with increasing government purchase of community
services, volunteering and philanthropy, has assisted the sector as a whole to grow. In January
2010, the Productivity Commission7 published a comprehensive research report on the sector.
It found that from 2000 to 2007 the sector’s contribution to GDP grew at an average rate of
7.7 per cent per annum in real terms with sector employment growing from 6.8 per cent of
total employment in 2000 to 8.5 per cent in 2007.8 Volunteer time in the same period grew
by 2.2 per cent annually in total hours, rising in value from $8.9b to $14.6b. While it is
estimated that there are some 600,000 nonprofit organisations in Australia, there are only
about 53,600 strictly “charitable” entities, in terms of English or American (section 501(c)(3))
definitions.9 These organisations employed 667,934 individuals in the 2008-09 tax year.
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Approximately 540 000, are small, non-employing organisations that rely on voluntary
contributions (not necessarily charitable).10
This growth has not been uniform over all segments of the nonprofit sector with
health, education and community services having a significant growth profile in employment,
volunteering, and funding.11 As a percentage of total funding, it is government purchasing of
health and community services provision which has seen significant growth since 2000.
Individual giving has also kept pace over this period with an 11 per cent annual increase.12 In
2010, the Productivity Commission reported that in 2006–07, for economically significant
nonprofit organisations, philanthropy revenue was $7.2 billion, represented by:


Donations from philanthropic trusts/foundations - $0.3 billion;



Donations from business/organisations - $0.6 billion;



Sponsorships - $1.1 billion;



Donations from individuals - $1.0 billion;



Other fundraising - $1.0 billion.13

The total amount donated and claimed as tax-deductible donations in 2008–09 was
$2.093 billion.14 This constitutes an increase of $1.349b from the 2000 income year. This
remarkable increase is due in part to incentives to encourage philanthropy, such as Private
Ancillary Funds (PAFs) which were introduced in 2000-01,15 and the relatively strong economic
conditions in Australia. PAFs are usually private charitable trusts to which taxpayers can make
tax deductible donations, and can be closely controlled by private interests such as families. The
sole purpose of a PAF must be to provide money, property or benefits to funds, authorities or
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institutions which are deductible gift recipients. As at 31 October 2009 there were 858 PAFs
with corpus of $2.016b and distributions in that year of $153m.16
The second matter is the significant reform agenda starting to unfold which may affect
the regulatory environment of the whole nonprofit sector. There have been several government
sponsored reports since 1995 which have recommended legal and regulatory reform, but only
minor matters have been acted upon. While there have not been any national charity scandals
to create a pressing climate for reform, there has been growing consensus among various
government agencies and the sector that there is a need for streamlined regulation and greater
disclosure of sector performance. The Productivity Commission’s report on the sector included
a detailed reform agenda, which has largely been adopted in principle by the current federal
government. The recommendations included establishing a central regulator and a disclosure
register, reform of government contracts for service provision and monitoring, stimuli for
philanthropy, social and sector innovation, as well as improved national data recording and
sector capacity.17 The initial work to develop and realize such extensive reforms is underway
with the appointment of a number of implementation bodies18 and consultation on specific
reforms.19 One of these consultation documents touches squarely upon the fidelity of the nondistribution constraint in the context of taxation exemption.20
It may be expected that greater levels of disclosure, with information publicly accessible
will encourage more informed scrutiny of individual organizations and new regulators will be
more proactive in scrutinizing and acting upon breaches of the law. The borders are about to be
re-surveyed and survey pegs staked in contested territory, and patrolling is set to start in
earnest.
16
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The place of the non-distribution constraint border in Australian law
The non-distribution constraint finds its way into Australia law by a number of
pathways. For incorporated associations, the most popular legal form, the constraint is part of
the enabling legislation. For charitable trusts, it is a matter for common law. Nonprofit
companies limited by guarantee incorporate the non-distribution constraint in their
constitutions. While there are a number of other legal forms that nonprofit enterprises can
adopt, these account for the greatest proportion of the sector. There is also the influence of
income tax exemption for nonprofit organizations in the taxation legislation. The paper
examines each in turn.
Incorporated Associations
Incorporated associations are a legal form provided by each Australian State and
Territory. It is a general incorporated body adopted by a large variety of nonprofit
enterprises, including religious, sporting and community membership bodies. The association
has members which must directly elect a board which is referred to as a committee or
management committee. There are approximately 136,000 incorporated associations21 and all
are subject to a statutory requirement of non-distribution as an underlying principle.22 In
Queensland, this is expressed as:
An association is not eligible for incorporation under this Act if the association...is
formed or carried on for the purpose of providing financial gain for its members.23
There is guidance in some of the provisions about the boundaries of “providing
financial gain for its members”. For example in Queensland the statute deals with the
boundaries in this way:
(1) An association is not formed or carried on for the purpose of financial gain for its
members merely because 1 or more of the following circumstances apply to it—
21
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(a) the association makes a financial gain, but no part of the gain is divided
among, or received by, any of the association's members;
(b) the association is established to protect or regulate a trade, business,
industry or calling (the pursuit) engaged in by its members, or in which they are
interested, but the association does not itself engage or take part in the pursuit;
(c) the association provides its members with facilities or services;
(d) the association trades with its members, but the trade is ancillary to its
principal purpose;
(e) the association trades with the public, but the trade is ancillary to the
association's principal purpose and is not substantial when compared with its
other activities;
(f) the association makes a financial gain from—
(i) trading to which paragraph (d) or (e) applies; or
(ii) charging admission fees to displays, exhibitions, contests, sporting
fixtures or other occasions conducted to promote its objects; or
(iii) charging subscriptions to further its objects; or
(iv) receiving donations to further its objects;
(g) the members of the association are entitled to divide the property of the
association between them on its dissolution;
(h) a member of the association—
(i) receives a salary as an employee or officer of the association; or
(ii) makes a financial gain from the association to which a non-member,
acting instead of the member, would equally be entitled; or
(iii) receives a trophy or prize (other than money) from the association
because of a competition; or
(iv) receives temporary assistance because of illness, injury or
bereavement or other financial hardship suffered by the member.
(2) If a person receives a financial gain from an association because of the membership
of the association of someone else (the member), the financial gain is taken to have
been received by the member. 24
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Such provisions appear to be commonly observed by associations and their members,
however the statutory deterrent or the ability of regulators to enforce them is not always
readily apparent. Only in four jurisdictions, the Australian Capital Territory, New South
Wales, South Australia and Victoria, does a breach of the non-distribution principle give rise
to a specific statutory offence that is enforceable against the incorporated association and/or a
committee member.25 Even in these jurisdictions, the deterrence factor may be limited by the
penalties in the legislation. For example, in New South Wales the maximum penalty that may
be imposed on an association or committee member in breach of the non-distribution
principle is a relatively light $660.26
In Western Australia, the regulator may be able indirectly to enforce compliance with
the non-distribution principle, by action against a committee member on the basis that the
committee member has failed to take all reasonable steps to ensure that the association
complied with the Act.27 The maximum fine is $500.28 There does not appear to be an
equivalent action that the regulator can pursue against the association itself. The Northern
Territory has the same provision for an action against a committee member, but not an
association,29 with a relatively high maximum penalty of $13,700.30

25

Associations Incorporation Act 1991 (ACT), ss 106(1), 109(1) (against the association); ss 106(1), 108(1),
109(1) (against the committee member); Associations Incorporation Act 2009 (NSW), s 40 (against the
association); s 91 (against the committee member); Associations Incorporation Act 1985 (SA), s 55(1) (against he
association); ss 55(1) and 55(4) (against the committee member); Associations Incorporation Act 1981 (Vic), s
51(1) (against the association); ss 51(1), 51(3) (against the committee member).
26
Associations Incorporation Act 2009 (NSW) s 40; Interpretation Act 1987 (NSW), s 21 and the Crimes
(Sentencing Procedure) Act 1999 (NSW), s 17. In the Australian Capital Territory, the maximum penalties that
can be enforced against the association and committee are $27,500 and $5,500 respectively: Legislation Act
2001 (ACT), s 133. In South Australia, the maximum penalty that can be enforced against the association and
committee member is $5,000: Associations Incorporation Act 1985 (SA), s 55. In Victoria, the maximum penalty
that can be enforced against the association and committee member is $7,328.40: Associations Incorporation Act
1981 (Vic) s 51(1)–(3); Interpretation of Legislation Act 1984 (Vic), s 38; Monetary Units Act 2004 (Vic);
Gazette (No 158, 26 May 2011).
27
Associations Incorporation Act 1987 (WA), s 42. An equivalent right exists in South Australia: Associations
Incorporation Act 1985 (SA), s 57(1) with a maximum penalty $1,250.
28
Associations Incorporation Act 1987 (WA), s 42.
29
Associations Act (NT), s 106(1).
30
Associations Act (NT), s 106(1); Interpretation Act (NT), s 17; Penalty Units Act (NT), s 3, as at August 2011.
Alternatively, a Commissioner may apply to the Supreme Court for an order of damages if a committee member
is guilty of fraud, negligence, default, breach of trust or duty in relation to the association: Associations Act
(NT), s 100(2).

8

In Queensland and Tasmania, there are no penalty provisions for non-compliance with
the non-distribution constraint. In all jurisdictions, regulators can withdraw an association’s
corporate status by cancelling its registration,31 however this is a drastic penalty which may
incline regulators not to act in many cases.
Companies Limited by Guarantee
The federal government's Corporations Act 2001 permits the incorporation of
companies limited by guarantee, most of which are nonprofit. The Australian company
limited by guarantee is modelled closely on the English company limited by guarantee. It has
no shareholders, only members who guarantee to pay a certain sum to creditors if, upon
dissolution, the company is unable to pay its debts. The guarantee sum is found in the
constitution of the company and is usually quite nominal. There are currently about 11,700
of these companies in Australia. They can be formed for any lawful purpose,32 but in practice,
their formal objects, stated in their constitutions, usually restrict their purposes.
While most companies limited by guarantee are nonprofit, there is no statutory
requirement that they must be nonprofit and abide by a non-distribution constraint. The
source of the non-distribution constraint for nonprofit companies limited by guarantee is in
their constitutions. It can be enforced or altered by the members of the company in
accordance with the procedures set out in its constitution and applicable statute.33
Section 150 of the Corporations Act 2001 enables the regulator to allow a company to
omit the word ‘Limited’ or ’Ltd’ from its title (a name licence) in certain circumstances, the
main one being that it has charitable purposes.34 All other limited companies are required to
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have ‘Limited’ or ’Ltd’ at the end of their names.35 The benefit of having a name licence is
that it enables a charity to distinguish itself more obviously from a for-profit business.36 In
exchange for a name licence, the entity is required to apply its income exclusively in
pursuance of its charitable purposes and prohibit board or member inurement.37
Charitable Trusts
The common law of each state and territory allows for the creation of charitable trusts
with some modification provided by their trusts legislation.38 It is not known how many
charitable trusts there are in Australia. Trusts as a legal form are not required to register or
notify any authority of their existence. Although many charitable trusts may be recorded as
income tax exempt, the records are not readily available by legal form. The non-distribution
constraint is inherent in the common law concept of a charitable trust. A charitable trust, by
definition, is not charitable unless its assets and property are used solely for the advancement
of religion, relief of poverty, advancement of education or other purposes beneficial to the
community (and always in the public benefit). Charitable trustees are subject to the highest
order fiduciary duties;39 they must avoid acting in their own interest in conflict with their
duties as a trustee and must not derive an unauthorised profit or benefit from their position as
trustee.40 Charitable trustees may be remunerated where expressly authorised by the trust
deed or authorised by a court.41
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The Income tax border
Federal income tax legislation exempts certain nonprofit organisations from paying
income tax.42 Many of the specific exemption definitions are based on the entity being a
“nonprofit company” together with other criteria such as encouragement of art, music or
encouragement of sport. The Income Tax Assessment Act 1997 (Cth) currently defines a
nonprofit company as “a company that is not carried on for the purposes of profit or gain to
its individual members and is, by the terms of the company's constituent document,
prohibited from making any distribution, whether in money, property or otherwise, to its
members”. The nonprofit company’s constitution must require adherence to the nondistribution constraint both while it is a going concern and in the event of its dissolution or
winding up.43
As part of the present reform agenda, it has been proposed that this definition be
amended. A consultation draft proposes the following definition:44
not-for-profit entity means an entity that:
(a) does not carry on its activities for the purposes of profit or gain for particular
entities, including its owners or members, either while it is operating or upon winding
up; and
(b) does not distribute its profits or assets to particular entities, including its owners or
members, either while it is operating or upon winding up.
It is likely that this will be altered before being put to Parliament as a number of
possible unintended consequences may flow from the proposal. Some of these arise because
the qualification will:


now apply to charitable institutions and funds, not just nonprofit companies in
specific categories;
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apply to “particular entities including its owners or members” not just “individual
members”;



move the focus from stated “purposes” of an entity to “activities”; and



remove the reference to constitutions to establish the non-distribution constraint.

The Inurement border in Australia
The first US corporate excise tax included a provision which prohibited a public
charity accruing private benefits to ”insiders” such as director, officers, or employees where
the benefit conferred was not commensurate with the services provided. The penalty imposed
on the organisation was termination of its concessional tax status.45
In Australia directors of clubs, associations, charities and foundations have traditionally
been unremunerated for their services. This behaviour is largely derived from entrenched
social norms, rather than any specific statutory or common law principle. Expectations of
stakeholders such as financial donors and volunteers are that the governing body of a
nonprofit organisation will be unremunerated. The most extensive research to date in
Australia about attitudes to giving, led researchers to report that:
There were harsh criticisms by everyday individuals of those nonprofit CEOs who
appeared to “profit” from the nonprofit organisations they headed: many reported
examples they had seen in the media of nonprofit CEOs with “excessive” salaries and
other benefits such as expensive ”status” cars and travel that were inappropriately
“over the top”. While CEOs in the private sector were given such generous packages,
many believed that nonprofit managers should be motivated by different values and
ideals. Thus, there was a moral dimension to CEO packages that extended into other
aspects of nonprofit operations. For example, everyday people commonly criticised the
notion of paid staff at nonprofits, preferring volunteers to staff the organisations, and
in particular, they were antagonistic towards paying fundraisers.46
The State of New South Wales is the only Australian jurisdiction to legislate
specifically about nonprofit board remuneration. Section 48 of the Charitable Fundraising Act
1991 (NSW) provides that any member of a governing board of a nonprofit organisation
45
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operating in New South Wales, having charitable objects as one of its purposes, can only be
remunerated with approval of the relevant Minister. Remuneration includes receiving any
“benefit from the organisation”, which would probably cover the circumstance of any clients
or employees of the organisation being on the governing body. Although the provision is
found in the fundraising statute, it applies to nonprofit organisations across the jurisdiction,
even those exempted from the fundraising sections of the Act. Further, the term charitable
purposes is defined widely, beyond the technical common law definition of charity, to include
“any benevolent, philanthropic or patriotic purpose”.47 The regulator has issued guidelines for
the section and indicated that applications involving employees and clients of the organisation
will be usual, but the appointment of more than one remunerated board member would be
unusual.48 If Ministerial approval is given, the matter must also be approved by a general
meeting of the organisation’s members with certain disclosures made:
The following information shall be provided in a note accompanying the statement of
income and expenditure and the balance sheet:
(a) Details of any remuneration or benefit received by a member of the governing body
of the authority holder (other than reimbursement of reasonable out-of-pocket
expenses), the name and position held by each recipient and details of the type and the
amount of the remuneration or benefit.
(b) For the purposes of this condition, details of the amount of remuneration or
benefit is only required to be disclosed where it is received as a direct result of holding
office as a member of the governing body. For example, the remuneration or benefit
received is by payment of a director’s fee, salary or allowance, or by the provision of
free accommodation or a car.49
The number of applications, approvals or rejections is not publicly available, but in the
two years from May 2008 there were 39 applications, which were all approved.50 The
provision does not appear to be widely known in the sector or publicised by the supervising
agency outside a question on the fundraising licence application. There are currently about
47
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5,000 fundraising licences in New South Wales from over 30,000 incorporated associations,
4,000 companies limited by guarantee and an unknown number of charitable trusts and
unincorporated associations.51
As noted, section 150 of the Corporations Act prohibits remuneration to directors of
companies limited by guarantee who enjoy the benefits of name licence provisions.52 The
corporate regulator, the Australian Securities and Investments Commission (ASIC), explains
the rationale as:53
The payment of directors’ fees (no matter how commercial the rate) is not consistent
with the intention of [s150] and the ASC will require the company’s memorandum or
articles to include a prohibition on any payments to directors for serving in that
capacity. Despite this prohibition it is prepared to issue a licence even if the company’s
articles permit payments to be made to directors in the following circumstances:
(a) for the payment of out-of-pocket expenses incurred in carrying out the
duties of a director where the payments do not exceed an amount previously
approved by the board;
(b) for any service rendered to the company in a professional or technical
capacity, where the provision of that service has the prior approval of the board
and the amount payable is approved by a resolution of the board and is on
reasonable commercial terms; or
(c) as an employee of the company, where the terms of employment have been
approved by a resolution of the board.
Approval and supervision of board and employee remuneration largely fall to the
constitution and governance of the nonprofit organisation itself. The internal governance
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rules of a company54 and an incorporated association55 usually dictate that the business of an
organisation is to be managed by, or under the supervision of its directors or committee
members respectively. Member approval of management decisions is normally only required
in relation to a limited number of matters, which would not usually include decisions
concerning the remuneration of the board or employees.56 However, a company limited by
guarantee whose constitution provides for remuneration of board members may adopt the
Replaceable Rule in section 202A of the Corporations Act, in which case a resolution requires
member approval. The mandatory provisions requiring directors to disclose a material
personal interest and against voting on any matter involving a material personal interest that
is not disclosed do not apply to matters of directors’ remuneration.57 Listed public companies
must allow a vote on the directors’ remuneration report at their AGM, but the resolution is
advisory only and the provision does not apply to companies limited by guarantee.58
To protect the rights and interests of the members of a company (including a company
limited by guarantee), the law requires company directors to comply with certain duties when
making decisions. Although these duties are legislated under the Corporations Act, their
origins lie in the law as developed by the courts over time. Today the statutory and common
law duties operate together, the major difference being the common law duties are
enforceable by the company, whilst the statutory duties are enforceable by the corporate
regulator, the ASIC.
The relevant duties applying to decision-making on remuneration matters would be:


a duty to act with reasonable care and diligence;59
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a duty not to make improper use of a director’s position; 60 and



a duty to act in good faith in the best interests of the company and for a proper
purpose.61

In regard to incorporated associations, the situation is slightly different. In New South
Wales, the Northern Territory, South Australia and Victoria, members of the management
committee have a statutory duty not to make improper use of their position or information
gained through their position.62 In the Northern Territory and South Australia, an additional
statutory duty exists not to deceive or defraud the association or the association’s members.63
In South Australia a further duty to act with reasonable care and diligence also applies. 64 In
their different ways, these duties are applicable to members of a management committee
when making decisions on remuneration.
The common law duties that are imposed on directors of companies as mentioned
above are likely, by analogy, to supplement this statutory regime.65 As is the case with a
director, a member of a management committee is in a position of trust, confidence, influence
and responsibility with respect to the association. Arguably these attributes give rise to a
fiduciary relationship, as they do for directors of companies, which in turn should trigger the
common law duties.66
Decisions on matters of remuneration go largely unscrutinised in the nonprofit sector.
Although section 300A(1) of the Corporations Act may require67 public companies to disclose
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board policies on remuneration of “key management personnel” (which includes executive
and non-executive directors), as part of their annual reporting requirements, this section
applies to listed public companies, not companies limited by guarantee. In New South Wales,
specific legislation68 relating to member clubs operating gaming machines69 requires an
employment contract with a senior employee to be approved by the governing body.
Disclosure under the various State and Territory incorporated associations Acts is even
less onerous and reflects the minimalist approach to intervention that was adopted by
government when legislation was first enacted.70 Accordingly, there are no requirements for
associations to disclose non-executive remuneration. The exception is in South Australia
where annual disclosure to members is required.71
There are no reported cases involving exercise of the governing body’s powers in
relation to remunerating board members or employees. Nor has there been any significant
media reporting recently of instances of excessive remuneration in the nonprofit sector.
There are indications that more nonprofit organisations are moving towards
remunerating board members. A survey conducted by Woodward and Marshall of companies
limited by guarantee (which are overwhelmingly nonprofit organisations) indicates a shift by
nonprofit boards away from the practice of volunteerism.72 Approximately 8 per cent of
responding companies limited by guarantee indicated that they remunerate their board
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members.73 About 18 per cent of surveyed boards had a mix of executive and non-executive
directors, whilst 5 per cent comprised only executive members.74
One issue that might drive the shift towards remuneration of board members is the
problem of recruitment. The survey found that:75
 29% of the respondents reported difficulties recruiting non-executive directors;
 16% of the respondents reported difficulty in retaining non-executive directors;
 64% of the respondents said that Board elections were ‘rarely’ contested, whilst
another 20% said that elections were only ‘sometimes’ contested; and
 38% of the respondents said that they had unfilled positions on the Board; and 60%
of these respondents indicated that nearly a third of positions were unfilled.
The findings indicate that the move to remuneration is occurring in larger companies
and those involved in business, professional and health activities.76 Health nonprofit
organisations such as hospitals, disability and aged care organisations are increasingly funded
and regulated by government to deliver services that were once the province of the state and
are inherently complex. Such larger nonprofits may have a greater preparedness to implement
business models including ‘pay for performance’, in pursuit of their objects.77
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The survey revealed that 83 per cent of the respondents who paid a director fee
(whether executive or non-executive) voluntarily disclosed the amount in the company’s
annual accounts even though disclosure was not mandated by the law.78
Nearly 14 per cent of respondents had no problems with board members being
remunerated.79 That is, nearly 1 in every 5 companies either already remunerate their nonexecutive directors, or do not object to it in principle.80 However, of those boards not paying
directors, only 15 per cent said they would consider remuneration as an option.81
Private Benefit and Excess Benefit Transaction Borders
The IRS provisions addressing private benefit which applies to ‘outsiders’ have no
direct equivalent in Australia. Under the Australian federal taxation statutes the conduct
would have to amount to such a diversion of funds that the entity would fail to meet its
fundamental tax exemption criteria of being a nonprofit company, a charitable fund or
institution. There is no specific provision, such as in the US, for ‘intermediate sanction’ type
rules which would allow graduated regulatory responses appropriate for the mischief.
Under general nonprofit entity laws the conflicts of interest provisions will apply to
decisions of the board, committee or trustees when a conflict arises. Directors of a nonprofit
company, committee members of an incorporated association and trustees of a charitable trust
are all under fiduciary duties to avoid conflict of interest situations and to act in the interests
of their organisation or objects (beneficiaries). There are varying standards, but such duties all
address unapproved inurement by those in governance positions.
Chapter 2E of the Corporations Act governs ‘related party transactions’ of public
companies including companies limited by guarantee. It prohibits a public company from
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giving a financial benefit to a director (as a related party)82 without obtaining member
approval.83 Related parties include persons connected to directors for example relatives and
controlled or associated entities.84
The incorporated associations acts in Queensland and Tasmania completely fail to deal
with the issue of conflicts at all. In most remaining jurisdictions, mention is made, but the
provisions generally do not go beyond the protection offered under the Corporations Act.85
However in New South Wales, recent amendments have inserted conflict of duty provisions
which include indirect as well as direct conflicts for committee members and unless the
committee otherwise decides, the conflicted member cannot take part in the decision.86
Perhaps the slow development of the law and policy in this area is due to the
fortuitous lack of public scandals, lack of regulatory interest and fractured federal nature of
the legal system in Australia. The paper now turns to an area which has recently been
reformed to allow patrolling of the borders of private benefit with a number of similarities to
US policy and regulatory devices.
New Borders for Private Foundations
In the US, private foundations are regulated more strictly than public charities, with selfdealing rules, annual payout requirements, restricted investment practices and rules against
excess business holdings.87 Largely as a result of the Tax Reform Act of 1969, private
foundations are singled out for special regulatory attention because of the perceptions of fiscal
abuses, political meddling through lobbying and warehousing of resources.88 Until recently in
Australia, tax deductibility for private foundations was not possible, but the introduction of the
82
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gift deductible private foundation has brought new regulation to address issues similar to those
driving US laws, but with variations.
Private groups such as businesses, families and individuals who established foundations
in Australia could access income tax exemptions, but were practically excluded from receiving
tax deductions for their gifts to these foundations. This was because of two fundamental
characteristics required of tax deductible foundations (generally known as ‘ancillary funds’).
First, for the purposes of tax deductions for gifts, the control of the foundation had to be
overtly public, rather than closely controlled;89 and second, donations to the foundation had to
be sourced from the general public, not from a single or associated donors. This structural
inflexibility provided protection from private benefit abuses by mandating public governance
arrangements and the scrutiny by numerous independent public donors. However, it was also
thought to be a barrier to increased philanthropy by high net worth taxpayers. The government
decided to initiate a range of reforms to encourage philanthropy in 1999 and one reform was to
allow gift deductibility status for an ancillary fund which permitted donations only from private
groups with closely held control of the fund.90 The first new funds, known as Prescribed Private
Funds (PPF), were approved by the government in June 2001. As noted earlier the measure
proved successful in encouraging high net wealth taxpayers to create such foundations with
some 900 being established in the first ten years.
There was minimal amendment to the Income Tax Assessment Act 1997 (ITAA 97) to
achieve the policy change91 with regulations made under the ITAA 97 to provide the framework
for registration and scrutiny. Private benefit abuses would be controlled by the provisions of a
model trust deed and a requirement for an annual return to the ATO. Approval of PPF status
was at the discretion of the responsible Minister. There was no public disclosure of the annual
returns or any other information apart from the listing of the name of the PPF and date of
creation in the tax regulations.
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While it appears that the great majority of PPF founders had genuine philanthropic
motivations the government became concerned that there was some private benefit occurring
and other inappropriate activity.92 In the 2008 Budget, the Treasurer announced tightening of
the regulation of PPFs with the new provisions coming into operation in 2009.93
The new provisions removed the Minister from the approval process and gave the
ATO full administration through expanded guidelines which take the form of a regulatory
legislative instrument.94 Private foundations were also renamed private ancillary funds (PAFs).
There was no greater disclosure of records for public scrutiny, but rather increased powers of
investigation and sanction given to the ATO. For example:


The ATO has the power to remove or suspend a trustee of a PAF who breaches the
guidelines or any other Australian law.95



Administrative penalties are now imposed on trustees and the directors of trustees
who hold a PAF out as being endorsed, entitled to be endorsed, or entitled to
remain endorsed as a DGR.96
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The Private Ancillary Fund Guidelines 200997 introduce a raft of provisions aimed at
private benefit infractions as well as general governance and disclosure reforms. The specific
provisions include:


Prohibition on borrowing money except in very limited circumstances;98



Prohibition on giving security over an asset of the fund;99



Prohibition of having collectables (eg. art, stamps) as part of the fund;100



Prohibition on acquiring assets (except by way of gift, arm’s length transaction or a
transaction favourable to the fund) from a founder, donor, trustee, person associated
with the trustee or their associates;101



Prohibition against carrying on a business;102



Prohibition against entering into any uncommercial transaction apart from proper
distributions;103 and



Distribution of at least 5 per cent of the net value of the fund at 30 June during the
following financial year (with a minimum annual distribution of $11,000 unless
expenses of the fund are being met from outside the fund).104

While the trustee can be reimbursed from the fund for expenses incurred on behalf of
the fund and can receive ‘fair and reasonable remuneration’ for administering the fund,105 no
other direct or indirect benefit can be provided to the trustee.106 This provision is extended to a
member, director, employee, agent or officer of the trustee, donor to the fund, founder of the
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fund or an associate of any of these.107 Associate is interpreted widely to include relatives and
other corporate and unincorporated structures which may be sufficiently influenced.108
PAFs must file an annual income tax return. This is significant because, unlike many
other jurisdictions, income tax returns are not generally required of tax exempt or deductible
entities in Australia.109 However, unlike the situation in the US, the returns are not made
public.
Much of the private benefit abuse is the primary responsibility of trust and charities
law which is constitutionally the province of the Australian States and Territories. State and
Territory Attorneys-General are the ‘protectors’ of charities. Traditionally, they have had the
sole responsibility for ensuring that trustees of charitable trusts act in accordance with a
trust’s governing rules and relevant state law. The Attorneys-General are also the only
authority with standing to take legal action in protection of a charitable trust. For various
reasons they have not been active in this supervisory role; however, the ATO can now
disclose information to State and Territory Attorneys-General that relates to non-compliance
with an Australian law by a charity or a PAF.
The new measures have added more regulatory options for the ATO to police private
benefit in these foundations with the ability to use intermediate type sanctions such as trustee
replacement and reporting to the prime regulators for charitable trusts, the State AttorneysGeneral. The rules for operation of PAFs have been tightened to control avenues of private
benefit such as loans, illiquid assets, valuations, remuneration, and mixing business
transactions. While adherence to the law will rely on self-compliance by the trustees
governing the PAFs, the ATO will scrutinise PAFs’ annual tax returns and conduct its own
compliance activities. It is pointless to rely on public disclosure and scrutiny by third parties
to encourage compliance or bring attention to non-compliance, because public disclosure in
these foundations is not mandated. While the numbers and complexity of PAFs’ operations
remain modest, individual scrutiny of their operations may be within the resources of the
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ATO, but this may falter if ATO resources do not keep pace with the continued growth and
complexity of these legal forms.
CONCLUSION
It is clear that the US tax law and its IRS regulator are more actively proscribing and
prescribing behaviours that involve public charities, inurement and private benefit, than is
currently the situation in Australia. This ranges across the borders of private inurement to
insiders, private benefit to outsiders, and the more recent flexible sanctions to deal with those
who approve or receive excess benefits from nonprofit organisations. Private foundations
have been more closely regulated than public charities in the US for some time, with greater
detail in substantive laws and a more rigorous enforcement regime.
The situation in Australia is far less prescriptive in terms of tax driven regulation with
a greater role by default of nonprofit legal form legislation and regulators. Accepted societal
behaviours in relation to board member remuneration and other benefits, and general attitude
to private benefit from nonprofit organisations have probably been effective in curbing the
incidence of abusive behaviours in this arena in Australia. However, given the lack of public
disclosure, and in some cases only limited disclosure even within organisations or to
regulators, there are lingering doubts about the integrity of the border. One wonders whether
private benefit abuses are actually substantial, but hidden from view of the general public and
regulators?
The context of Australian nonprofit enterprise is changing rapidly, with substantial
growth in some sectors, particularly with government competitive tendering of community
services such as health, aged and disability care, unemployment services and education, and
with flexible tax incentives. In some of these sectors, isomorphic tendencies are causing forprofit and nonprofit business models to converge,110 which may weaken the cultural and
social proscriptions on private benefit in these transforming organisations. Although there has
been no notable public scandal involving a breach of the non-distribution constraint,
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governments are moving towards broad regulatory reforms which include greater patrolling
of the private benefit border.
The recent introduction of tax deductible gift concessions for private foundations was
accompanied by greater attention to possible weak points in the border, with a range of
measures such as the requirement to file audited financial returns to the ATO, and restrictions
on inurement, investment and related party transactions. One interesting difference from the
US model is that there is still relatively little public disclosure of this information on private
foundations.
While the reformed framework for regulation of the nonprofit sector is still being
developed in Australia, it appears that the ATO may not play as great a role as that of the IRS.
The federal government has proposed establishing an Australian Charities and Not for Profits
Commission (ACNC). This will be an independent statutory agency charged with sole
responsibility for determining tax status for certain nonprofit organisations, a general public
reporting framework for charities, and an education and support role for the sector.111 It is
not clear what investigatory and enforcement powers the ACNC will have, to deal with issues
that arise from reports made to it by nonprofit organisations which are then made available
for public scrutiny. Much may depend upon the outcome of discussions with state and
territory jurisdictions about the possibilities of co-operation to create a national regulatory
framework rather than the patchwork which currently exists. The ACNC is expected to begin
operations on 1 July 2012, with an information portal for charity reporting open by 2013.
Australia is coming to substantial reform of its nonprofit sector later than other OECD
nations and without the driver of a public scandal overshadowing rational consideration of
the policy alternatives. It appears that accepted societal behaviours may have kept private
benefit borders largely intact unless there is substantial hidden abusive behaviour occurring. It
is assumed that in some nonprofit industry sectors these norms may be waning and more
specific regulation is required. A bigger patrol force, equipped with new detection tools and
weapons is promised for the new borders. Societal norms have so far been working to
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regulate abusive private benefit activities involving nonprofit organisations, with little direct
cost to society. It is unfortunate they cannot simply be left unaided to ensure appropriate
conduct.
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