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Discussion Paper. We have entered our comments (highlighted in red) in the spaces
provided in the document itself. (Please note: We have limited the pages to those
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We at CAF Australia appreciate your initiative and accept the need for improved
processes and increased regulation of PPFs. All measures that achieve simplification
and certainty in their administration are most welcome.

In our role as the administrator of a number of PPFs with diverse philanthropic
objectives, it has been pleasing to witness first-hand the contribution they are making to
our community sector. Given that they have been established to operate long term,
once the current financial crisis has settled, we feel confident they will grow and increase
their already significant contributions.

Please know that we are keen to work with you on this important project. We would be
more than happy to provide further feedback and assistance if needed.

You can contact the writer, Marlene MacFarlane, on 02 9929 9633 or on 0418 252 217
at anytime.
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Charities Aid Foundation ABN 32 089 603 314 CAF Community Fund ABN 13 090 515 709

Suite 1. Level 10.56 Berry 5t North Sydney NSW 2060 Lacked Bag 962 Morth Sydney NSW 2059
T: +6129929 9633 F: +6129929 9588 E: caffdcafaustralia.org W: www.cafaustralia.org.au



Australian Government

The Treasury

Improving the integrity of
Prescribed Private Funds (PPFs)

Discussion Paper

(Response by CAF Australia)

The Treasury

November 2008



IMPROVING THE INTEGRITY OF PRESCRIBED PRIVATE FUNDS
(PPFs)

INTRODUCTION

1.

The Treasurer announced in the 2008 Budget that the Government will legislate
guidelines to improve the integrity of Prescribed Private Funds (PPFs) and to provide
the trustees of PPFs with greater certainty as to their philanthropic obligations. This
commitment is to be achieved by amending and legislating the PPF guidelines to,
among other things, ensure regular valuation of assets at market rates and increase the
size of compulsory distributions. The Commissioner of Taxation will also be given
greater regulatory powers.

This Discussion Paper outlines these changes, and provides a point of reference for
public submissions on this measure. This measure will have effect from 1 July 2009. A
link to the current PPF Guidelines, and Model Trust Deed is at Appendix A.

The Government intends that the new PPF Guidelines will be draffed using a
principles based approach. The principles are outlined later in this discussion paper,
and are the Government’s views on the essential characteristics of a PPF.

It remains a fundamental concept that a PPF is a trust to which businesses, families and
individuals can make tax deductible donations, for the purpose of disbursing funds to
a range of deductible gift recipients and a PPF cannot distribute to another PPF or to a
public ancillary fund.

PPFs IN CONTEXT

5.

PPFs came about as a response to a report on philanthropy in Australia by the Business
and Community Partnerships Working Group on Taxation Reform dated 26 March
1999. PPFs are a form of ancillary trust fund designed to encourage private
philanthropy by providing private groups, such as businesses, families and
individuals, with greater flexibility to start their own trust funds for philanthropic
purposes. Donations to PPEs are tax deductible. PPFs are limited to making
distributions to other deductible gift recipients (DGRs) that either have been endorsed
by the Australian Taxation Office (ATO), or are listed by name in the income tax law as
a DGR. A PPF may be entitled to an income tax exemption if it is also endorsed as a
charity, or endorsed as an ‘income tax exempt fund’.

A PPF is one of two types of ancillary trust fund! that can qualify for DGR status, and
income tax exempt status. The other type is a public ancillary fund (PAF), which is

1 A fund (as distinct from an institution) is a pool, stock or store of assets. A frust is a fiduciary relationship in
which one person (the trusiee) holds the title to property (the trust estate or trust property) for the benefit of
another {the beneficiary). Accordingly, a trust fund comprises trust property (such as securities, cash or other
assets) that is merely managed under such a relationship.
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Improving the integrity of Prescribed Privaie Funds

distinct from a PPF in that it must establish a public fund2. Public ancillary funds are a
common structure for community and fundraising foundations. Both types of ancillary
fund act only as intermediaries between donors and organisations that can receive tax
deductible donations.

With the exception that they need not seek and receive contributions from the public,
and control requirements, PPFs have the same characteristics as PAFs and accordingly
must comply with all the other requirements of a public fund.

The current PPF Guidelines outline the process to be followed, and requirements to be
met, in order to establish a PPF, including the requirement to establish a trust in
accordance with a model trust deed. The current Guidelines are unlegislated and
therefore have no legal status in their own right.

AREAS FOR IMPROVEMENT IN THE CURRENT ARRANGEMENTS FOR PPFs

9.

10.

1L

The current PPF Guidelines outline the requirements for PPFs in some detail, but not
necessarily the objectives of those requirements. Furthermore, in cases of PPFs
misusing their funds (for example, providing benefits to the donor) there is currently
an ‘all or nothing’ penalty system. The ATO is generally limited to advising the
Treasurer to declare that a particular organisation is no longer a PPE. De-listing of a
PPF does not affect the deductions that have already been claimed, nor enable the
protection of the PPF’s philanthropic funds in the future.

This Budget measure to improve PPF integrity will be achieved by:

+ amending the PPF Guidelines to, among other things, ensure regular valuation of
assets at market rates and increase the size of compulsory distributions;

+ legislating the PPF Guidelines; and
+ giving the ATO greater regulatory powers.

At present, the Treasurer is responsible for prescribing funds as PPFs. To further
improve the integrity of PPFs, the Government proposes to bring the full
administration of the PPF regime under the authority of the Commissioner of Taxation.
This means that PPFs would no longer be ‘prescribed’ in the relevant legal sense but
instead be endorsed by the Commissioner. Conceptually, PPFs are a private version of
a PAF, and the ATO already has systems and processes by which PAFs are endorsed,
reviewed and administered and these processes can be extended to the administration
of PPFs. The Commissioner of Taxation would be made responsible for endorsing and
dis-endorsing PPFs, instead of the Treasurer being required to prescribe such funds as
PPFs. This would have the effect of giving the ATO full regulatory control over PPFs
and allow the ATO to take more timely action to protect the capital of a PPF. ATO

2 Puablic funds are bound by a number of requirements (set out in Australian Taxation Office
Taxation Ruling 5/27). A fund is a public fund where: it is the intention of the promoters or founders that the
public will contribute to the fund; the public, or a significant part of it, does in fact contribute to the fund; and the
public participates in the administration of the fund. These requirements are intended to ensure that moneys and
property donated to the fund, and which affract a taxation concession, are used for the purpose for which the
fund has been granted DGR status.
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Improving the integrity of Prescribed Private Funds

endorsement of PPFs would be reviewable by the Administrative Appeals Tribunal,
consistent with other endorsement rules.

12.  As such, Prescribed Private Funds may need to be renamed as ‘Private Ancillary
Funds’, However, for the remainder of this discussion paper we will continue to use
the term PPF.

PARAGRAPHS 9t0o12 AGREED

PRINCIPLES UNDERPINNING THE RULES GOVERNING PPFs

13. The Government intends that the PPF Guidelines be amended to articulate the
principles which will apply to PPFs. This should assist both the trustees and the ATO
in understanding the requirements for PPFs. The four principles below outline the
Government’s views on what the essential characteristics of a PPF should be:

Principles

1. PPFs are philanthropic PPFs are vehicles for acts of philanthropy by donors, and benefit from
significant {ax concessions on that basis. The distributions of PPFs should
therefore be of a quantity and regularity such that the PPF can he
characterised as philanthropic. Donors to PPFs, and their associates,
should not benefit from their PPFs.

PPFs should provide a benefit to the charitable sector that is much more
than if the Government had taken the revenue forgone (by way of PPF tax
concessions) and given it directly to that secior.

2. PPFs are trusts that: (1) PPFs provide monsay and other assets (that have been donated to the
abide by all relevant laws trust fund% to non-ancillary DGRs, and PPF trustees are bound by state
and obligations, and (2} are trust laws”.

:Fc)sg&:tzﬁg arent and In setting out to achieve philanthropic goals, PPFs must abide by all

relevant laws. The Commissioner will take appropriate action against the
frustees of PPFs that do not abide by the rules.

3. PPFs are private PPFs have heen established as a vehicle o encourage private
philanthropy. This is in contrast to PAFs, which collect donations from the
public. This characteristic necessarily [imits who can denate to a PPF.

4. PPFs are ancillary funds The purpose of a PPF is to assist in the management of money as it is
transferred from the donor to non-ancillary DGRs. PPFs are unsuitabie for
undertaking charitable work in their own right as this would make them
‘institutions’ which are subject to a different regulatory environment.

3 Trustees are subject to both the common law principles of trust law and the relevant Trustee Act of their State
or Territory (see paragraphs 44-46 of the PPF Guidelines).
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Imnproving the integrity of Prescribed Private Funds

PROPOSED AMENDMENTS RELATING TO THE PRINCIPLES

14.

The Government will amend and legislate the PPF Guidelines. The following section is

a more detailed outline of the Government's proposed amendments to the current
Guidelines.

Principle 1 — PPFs are philanthropic

15.

1a

16.

17.

18.

19.

The changes proposed under this principle relate to: required distributions; regular
valuation of assets at market rates; minimum PPF size; and increased public
accountability.

Required distributions

PPFs should be philanthropic. Transfers by PPFs should therefore be of a regularity
and quantity such that the fund is characterised as philanthropic. PPEs should neither
be prolonged accumulators of funds, nor sparse distributors of funds.

The Government's Budget commitment to increase the size of compulsory
distributions by PPFs will be achieved by clarifying the minimum standard of
philanthropic behaviour among PPFs. In doing this the Government will give certainty
to PPF trustees as to their philanthropic obligations, and also to members of the wider
community that PPFs are distributing adequate amounts for them to be characterised
as philanthropic.

Improvements that could be made to the accumulation and distribution rules
governing PPFs in the current Guidelines should be considered ahead of the
importance of certain variables in determining the minimum distribution rate (see a
summary of the rules at Appendix B). The distribution behaviour of PPFs is currently
structured according to an accumulation plan, which determines the limits of a PPF's
accumulation phase before it moves into its distribution phase. However, the
Government is aware that the use of individual accumulation plans makes for a
complex system, resulting in PPFs being treated unequally depending upon their
designated capital accumulation target?.

To simplify the current system, the Government proposes to replace accumulation
plans with a system that would simply require PPFs to distribute a minimum amount
in a given year which is calculated based upon the value of the PPF’s net assets at the
close of the previous financial year. PPFs would value their assets annually at 30 June,
and this “closing value’ would be used to calculate a minimum amount that must be
completely distributed over the following 12 months (to the end of the following
financial year). The calculated closing value would include all realised and unrealised
capital gains. 1t is expected that these simpler arrangements would reduce the costs of
PPF compliance and administration (as there would no longer be a need for individual
accumulation plans) and improve certainty for PPF trustees.

4 The ATO has indicated that there can also be a degree of uncertainty about whether a trustee is required to
distribute only a proportion of donations received, whether it is a proportion of donations and all income
generated (less an allowance for CPI indexation of the target corpus) and whether realised or unrealised capital
gains are to be included in the distribution calculation of the estimation of the corpus of the PPF,
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Improving the integrity of Prescribed Private Funds

Under these new arrangements, a distribution rate needs to be set that is of an
adequate amount such that a PPF can be characterised as philanthropic. The
Government intends to consider the following in determining the rate:

Based on the available data, the ATO has estimated that the long-term proportion of
PPF distributions as a percentage of the closing value of the fund is approximately
15 per cent.

PPFs should benefit the charitable sector more than if the Government had taken the
revenue forgone (by way of PPF tax concessions®) and given it directly to the sector.

— The majority of donors to PPFs are private individuals on the highest marginal
tax rate (45 per centf). As the Government effectively provides a subsidy of 45
cents for each dollar donated to a PPF, the Government expects that this revenue
forgone will be directed to the charitable sector in a relatively short period of
time.

Comparable charitable vehicles, such as PAFs, are usually expected to distribute all
of their income and gifts in the year that they are received. In some circumstances
PAFs have been allowed to accumulate up to 20 per cent of gifts received for a
limited period of time.

Imposing a distribution rate means that PPFs not continuing to receive donations
are eventually wound down. This will prevent the erosion of the fund through
negative investments, fees and the like.

To maintain philanthropy during all market conditions, and to reduce complexity of
administration, the Government considers that the Commissioner should not be
given the authority to modify the minimum distribution amount according to
market conditions (for example, share market performance}.

5 PPFs can collect tax deductible donations. Most PPFs also get an income tax exemption and GST charity
concessions when they are additionally endorsed as an income tax exempt charity or a tax concession charity.

6 Does not include 1.5 per cent Medicare Levy.

Page 5



Improving the integrily of Prescribed Private Funds

_ ConsUItatioh 'qﬁ'estions ;. -

. What isan approprlate mmunum chstnbutlon rat

_ReSponse CAF supports the proposal contamed m,Paragraph_I9

'hlgh Should thls rate be apphed in the absence of replacement funds b_emg donated

' annually, itis hkely to have the effect of erodmg the capltal base of a PPF's fund wi

: relatlvely modest hmeframe .Thls Would result:m a 51gnlf1cant number of PPFs being
- _-_jwound up W1th the obv1ous consequences o i

__ PPFs are commonly estabhshed by therr F ounder_ S

-7,(1) to create and buﬂd a culture ,of glvmg across the generatrons :tof
' _f-__farmhes/ Workforces/ other pr1vate assoc1at10ns in perpeturty and . :

o 7(2')" to prov1de a more eff1c1ent and’ structur_ Y. f_:glvmg c_ap_able

- term support to their’ chosen charlhes and i causes

And gomg forward there every _*111<e11hood-": th
'_"Founders/ Trustees/ ma]o1 donors (commonly'-'thelr'cluldren :

' * would have an adverse effect on the con"'
;_ ; culture o

FURTHER -a 1ate of 15%
(a)

, ;_;beneflts that Found_atrons/ PPFS offer to many v1taI:commurut—y orgams_a’aons i that' the
_provrde “reliable” and often substantlal Tecurrent’ fundmg foressential. haritabl
programs The profound soc1a1 outcornes that result cannot be.

" AND -

(b s likely -f?'dper?i’fefaSr's di'ﬁéihseriﬁ‘.ffé'te the establishment of new PPFs

..CAF’S RECOMMENDATION

CAF proposes an annual dlstnbutron 1ate of 5% . % isa tued and proven numbe1 We refer'};
to the American experience where annual d1str1butron rates of 5%-6% operate Current
evidence demonstrates that this rate delivers effective phﬂanthroplc part1c1patlon' Whﬂe_'__
srmultaneously Satlsfymg governmental ob}ect1ves BT , :

. _Should the Cormmsswner havé the ab111ty to modtfy the minimum: amount- accordmg to"'_
market conchtlons (for example, based on: average fund earnmgs)? ' T

:Respon_se: No. Reduc’non in’ the complex1ty of admmrstratron and the prov1s1on of::;'
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Improving the integrity of Prescribed Private Funds

. certainty"delivers real benefits .

.. Should a lower drstrrbu’aon rate apply for a perlod (for example, —2 years) to allow newly :
- estabhshed PPFS to bu]ld thelr corpus? i,

Response No |

1b Regular valuation of assets at market rates

21. PPFs are not bound by the current Guidelines to value their assets. The failure of PPFs
to value assets leads to reduced distributions as some PPFs do not determine the value
of unrealised capital gains, which the Guidelines say must be distributed if they are in
excess of the approved capital base over any two consecutive financial years. The
Government’s Budget announcement included a commitment to ensure PPFs regularly
value their assets at market rates. As discussed above, the Goverrnument proposes that
PPFs value their assets annually on 30 June of each year, in order to calculate the rate of
distribution.

Consulidﬁon qUesﬁoh e

Are there any 1ssues that the - Government needs to cons1der m 1mplementmg the :
e requlrement to ensure PPFs regularly value therr assets at market rates? ' S

. Response CAF supports thls proposal The only 1ssue is the cost of each annual 1evaluatlon
Before proceeding with - this initiative, it is 1mperat1ve “that the A_TO dev1ses umversal_ ‘
'format wh1ch flxes the costs of the revaluatlons at a reasonable level’-.‘ o o

Consrderat[ons' pe

' Could the ATO and AVO harse to formulate a process capable of dehve mg : cor ncessronal cost 7
treatment’? ' L e : :

“For example, If we take the valuahon of pubhcly 11sted shares Grven that ;the1r values ate. a'__'i
“matter of pubhc record, perhaps the ATO could require ‘the PPF’s audjtor to. prov1de A
, cert1f1cate that he has verified the valuation of thesé shares. As for other asset categorres, I
feel sure a surtable procedure/ formula can be devised that will give the ATO Comfort whrle '
s1multaneously not acldmg a cost burden to the adrrumstratton of PPFs :

1c  Minimum PFF size

22.  Noting that individuals can still make tax deductible donations directly to DGRs, the
Government is considering whether a minimum PPF size (for example, $500,000}
should be established to ensure that the values of smaller PPFs are not eroded by
operating expenses. As PPFs must be philanthropic, it would be considered
inappropriate for a large proportion of a PPF's capital to be eroded through operating
expenses.
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Improving the iniegrity of Prescribed Private Funds

Cohsulfdtion'questEOns' .

| - Is settlng a minimum PPF size appropnate?

Response In concept thls proposal has merrt The only shortfall occurs in the cases, —'and _
there are quite a few - where’ PPFs h'tve been estabhshed to capture a substan‘ual bequest or'_i
potentral Wlndfall ' o , o : S -

SAMPLE CASE STUDY

'_- _ A PPF currently has a capltal fund of approxnnately $300 000 Th' Founder / Trusteef_
“is 80 years old. ‘He has substantlal assets tted up in property and sh r

- the income’ durmg his hfetune toz. _. i3 _ -
e sustaln himself; and : : .
. “make donations to hls PPF 1n comphance wrth the terms of lus
Accumula’uon Plan BN =

e I—Ie proposes to leave a bequest of approx1mately $5 rmlhon,_to his- PPF -Under the :
; ',current Guidelines, he erl need to gam approval to the amendment of the Caprtal :
R Accumulatton Plan 2 : o e

e If he has to wmd up hrs PPF he Wlll doubtless Change hrs Wﬂl 'md b_qu_ ath’ these"':
 assetstoa Testamentary Charltable Trust. Tlrus action wﬂl have the result of l1rrut1ngi";
: ;the extent to’which the ATO - will: have superv151on over ‘the’ management and”

. reportrng of these assets - and indeed,-the Trust. : CAT, beheves that it is in the best”

- interests of the sector to have ATO 1egulatron and supervrslon of charitable: structures -

= unléess and unfil an Australian Charitiés, Comrmssron is estabhshed (whrch""ldeally_ﬂf

: would work in tandem/ cooperatron W1th the ATO) B : :

'_-' What should the rmrumurn PPF srze be in dollar terms"
Response CAF would propose a mJnnnum srze of $950 000 :

Should a fund have o drstrrbute all 1ts capltal when 1ts total value falls __below .tlus_":_
rrunnnumamounﬁ ' 2 ST . LT R

Response No It should be given the followrng suggested (or other yet to be determmed)-i
opuons : . . . D : N

. Two 2) years W1th1n Whlch 1o restore 1ts caprtal base (Wlule srmultaneously belng";_
o requrred to -annually dlstrrbute 5% of the value of 1ts fund) falhng Wl:uch it must then___-j
) drstrlbute all of: 1ts capltal or e . BT o

Y _Provrde satlsfactory evrdence o the ATO that the PPF should be mamtamed to capture a.'j
substantial bequest (The ‘issue *here: is. turung”! a dehcate issue: to ralse Wlth the_"

- rntended Testator/ Founder/ Trustee) or-

) -Rollover the caprtal fund mto a donor advrsed sub fund adrrunrstered by, for example the
CAF Community Fund, ANZ Trustees, JBWere or- Perpetual This is ‘currently not
perrrutted and isa concept that W1ll be addressed later - S I RNEEE
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