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Introduction

The University of Melbourne Law School’s Not-for-Profit Project is a three-year research project funded by the Australian Research Council which began in 2010. This project will be the first comprehensive Australian analysis of the legal definition, taxation, and regulation of not-for-profit (NFP) organisations. Further information on the project and its members is attached to this submission as Appendix A. 

We welcome this opportunity to contribute to the Treasury’s work. We have previously contributed submissions on other aspects of the Treasury’s agenda of NFP reform, which are available on our website http://tax.law.unimelb.edu.au/notforprofit.

We note at the outset that our Project has not focused on NFP governance, although the issue of governance is an important element of the regulatory framework. Our submission is limited, therefore, primarily to a consideration of the legal issues raised, the interaction with the regulatory framework, and our awareness of overseas legal regimes. 
Although we acknowledge the crucial importance of NFP governance and have sympathy with the general thrust of the policy intent, this submission expresses deep reservations about the feasibility and desirability of the present proposals. In particular, we foresee considerable practical difficulties caused by the compressed timing of the proposals, the absence of a federal co-operative scheme of regulation, and the detail of the present proposals. We begin by outlining those concerns.

Further, we are not convinced that the ACNC Bill should include governance requirements, at least upon commencement, and question some of the underlying premises of this proposal. Third, we also consider that there are some conceptual issues with the understanding of governance in the Consultation Paper. Finally, we briefly comment on some of the questions in the Consultation Paper.

Recommendations

While we therefore welcome a review of the governance of NFPs, we suggest that this is a ‘second-stage’ reform that should be developed through collaboration with the sector, after the ACNC has been established, and in consultation with the States and Territories. We note that there are legislative precedents for separating governance duties from legislation establishing a regulator.
 Greater time will also enable proper consideration of the many innovations overseas that have recently occurred and the results of the pending reviews of fundraising legislation and companies limited by guarantee. It would also enable consideration of the types of governance requirements that are most appropriate to different types and sizes of NFP entities.

However, in recognition of Treasury’s expressed policy intent, we have also considered other possible options. One obvious option would involve including the duties in the Corporations Act 2001 (Cth) in the ACNC Bill, which in large part replicate existing fiduciary duties, as ‘core’ principles. However, as we discuss below, we foresee considerable difficulty with that approach.

Another option would be to merely refer to the existing fiduciary duties under general law and the existing duties under other relevant legislation. As with the first option, we consider there will be real difficulties (including constitutional difficulties) in empowering the ACNC to enforce such duties upon commencement, and prior to any arrangements being made with States and Territories. Under this option, the ACNC’s enforcement powers could be ‘switched on’ at a later date in respect of classes of entities at a time when the ACNC is ready to enforce governance, and once it has gained full regulatory jurisdiction over those entities. This would allow for a ‘staged’ approach to enforcement and enable appropriate negotiations with existing regulators and the sector in general. 

We note, however, that there may be limited utility in including in such a provision powers under State or Territory legislation, given that the inevitable complexity of any inter-governmental arrangements will need to be given effect in further legislative amendments. Such an approach, however, could be helpful in relation to (for example) the duties under existing Commonwealth legislation, including the Corporations Act and the Corporations (Aboriginal and Torres Strait Islander) Act 2006 (Cth) (CATSI Act).

We have also seen (in draft form) a third option suggested by Alice Macdougall of Freehills, which suggests that instead of including duties there could be a statement of high-level principles and a requirement to report on the same basis as the Australian Securities Exchange currently requires in relation to its governance principles, namely that the entity report compliance or explain why it does not comply. The matters that it must report on would be developed in consultation with the sector and be listed in Regulations. Such an option aligns more closely with the key reporting and disclosure function of the ACNC upon commencement and, provided the list was developed in consultation with the sector and was accompanied by suitable guidance such as model policies, may be of practical use in improving governance in the sector.

Difficulties with the Current Proposals

Although there is merit in identifying core governance principles for NFPs, we consider that there are considerable difficulties with the present proposals because of three problems: timing, the absence of federal co-operation, and the detail of the present proposals.

Timing

We appreciate that the sector has already made clear its concern about the length of the consultation period. Nevertheless, we emphasise that a consultation period of this length, given the scope of the Consultation Paper and the current diversity of legal regimes, is far too short. Further, such consultation precedes parallel reforms in fundraising and in relation to companies limited by guarantee, which will have direct impact upon this review. Finally, we note that if the intention is to develop principles specific to NFPs, a much longer consultation period is necessary. For example, we contrast the years of development of the Scottish Charitable Incorporated Organisation
 (and the English version which has still not yet been implemented)
 as well as the recent Canadian Not-for-Profit Corporations legislation.

We understand it is desired to have the principles in place before the ACNC commences. Nevertheless, we do not see a real need for urgency. First, most of the ‘core’ principles already exist in law, albeit in different legal regimes. The principles are set out in mature legislative schemes with existing regulators. The real problem is under-enforcement, not the absence of law. This should be improved by the collection of information by the ACNC and its capacities to investigate the affairs of entities.

Second, there is no evidence of a governance crisis in NFPs that necessitates immediate action. Third, the establishment of the ACNC will provide a more appropriate forum for policy development in consultation with the sector concerning governance. Fourth, it seems appropriate for the ACNC to focus its early efforts on other regulatory priorities. The ACNC will have enough work to do without promising to enforce compliance with governance principles across all NFP entities—a promise that is bound to be misleading in the early years.

Finally, the confusion that will be engendered by changing governance requirements at the same time as establishing a new regulatory scheme will be, in our view, counterproductive.

Federal co-operation

The Paper signally fails to address the question of how this proposed regime will co-exist with parallel existing legislation, with the exception of stating that the governance rules would be removed in relation to ASIC (see [43]). Indeed, we understand that there is still no settled position in relation to other federal regulators, such as the Office of the Registrar of Indigenous Corporations, and its relationship with the ACNC. 

Presumably, at least at the outset, incorporated associations and other entities will be required to comply with requirements in two regimes, with different regulators. There is, of course, potential that these regimes may be in conflict, but even where they are in harmony there is a risk of conflicting guidance by regulators, being penalised twice for the same conduct, and at the very least, an increased regulatory burden as the result of a need to ensure compliance with both regimes. 

We also see major legal and political problems in proceeding with this aspect of the reform prior to proper negotiations with the States or Territories. The legal issues include the constitutional question of how the regulator could enforce such duties in respect of State and Territory legislation, and in respect of entities over which it does not have constitutional jurisdiction. (The constitutional issues are addressed more fully in our submission on the ACNC Bill.) This is particularly so given the detail of some of the proposals, as discussed below. Further, there are legal issues concerning diverging requirements and the consequences of duplication.

The political problems include the difficulty of negotiating in good faith with State or Territory governments when, for most intents and purposes, the proposals in the Consultation Paper practically override existing State or Territory legislation and regulatory powers. 

Detail and scope of proposals

The Paper seems to indicate, at various points, that this duplication and increased burden is minimised by the intention to commit to ‘high-level’ principles only. Yet these statements are countered by the detail and scope of the proposals envisaged by the Paper, which appears to contemplate a fairly comprehensive governance regime including, for example, model rules, remuneration disclosure, and insurance requirements. The detail and scope suggested in the Paper raises additional problems of complexity and duplication in a very limited time frame.

In light of these considerable difficulties, we consider that the detailed proposals in the Consultation Paper are not desirable or even feasible at this stage, and should not be included in the ACNC Bill.

The Need for Governance Requirements in the ACNC Bill

We also question some of the premises that apparently justify the inclusion of governance requirements in the ACNC Bill. At various points in the Paper, it appears to be implied that:

· Consistent governance principles should apply across all NFP entities ([36]);

· Such governance rules must be developed specifically for NFPs ([38]-[39]).

· A single regulatory scheme requires core governance rules (at [44]); and

· The ACNC is the appropriate regulator ([44]).

We question each of these propositions in turn. 

Consistency

First, as a matter of principle, the diversity of NFPs may mean that a diversity of governance frameworks will be appropriate. For example, particular issues of governance may arise where: there are many individual members who primarily subscribe as a show of support but do not wish to take an active part; the organisation is service rather than member-oriented; or where the organisation may be dominated by a particular donor or by a small group of related persons. The not-for-profit mission is only one of the major factors to be considered in developing governance principles.  
Second, the entity type will not necessarily be irrelevant to the governance considerations. For example, the relationship between trust and trustee is quite different from that envisaged in the incorporated associations model. There are a variety of duties on a trustee that do not apply in corporations or incorporated associations. The Aboriginal and Islander corporation is clearly designed to meet particular needs that were not met by the standard corporations model. NFPs that are established by statute may raise special considerations because of their relationship with government or churches. 

In particular, we note that the incorporated associations legislation was expressly designed as a low-cost, simple alternative to that provided under the Corporations Act. The differences in these legal regimes, therefore, are intentional rather than inadvertent. In particular, as commentators have noted, the associations legislation maximises the “private sovereignty” of such associations, namely their capacity to determine their own rules.
 The associations model has been popular, in contrast with the limited attractiveness of the model of the company limited by guarantee. We are therefore concerned that the current proposals will have the effect of undermining the purpose of associations legislation, and will impose instead requirements that are developed with larger entities in mind.

Third, a key issue is the level of abstraction at which consistency is envisaged. While there may be a case for consistency at a high level of abstraction, this is not apparently what is envisaged by the Paper. Rather, it appears that the Paper contemplates what would effectively be a centralised replacement for existing mature legislative schemes.

Fourth, there is a question of constitutional principle, in the sense that the desire for (national) consistency must sit alongside a commitment to federalism. In a federal context, there ought to be some tolerance of diversity and respect for the States’ legislative powers. This is particularly important in the NFP context, which is dominated by incorporated associations. For these associations, there is no real benefit in federal regulation, and there is benefit in a State-based regime that enables decision-making to be made at the level closest to the association. For those organisations for whom national consistency is important, the option of a company limited by guarantee exists. The question here is whether there is a genuine need for consistency in this context.

Developed specifically for NFPs

One of the criticisms of the existing legal framework is that the regulation is developed for companies rather than for NFPs. While we agree that this is a difficulty in respect of companies limited by guarantee, this proposal is both unlikely and unnecessary to resolve that difficulty.

First, the Government has already proposed a review of legislation in respect of companies limited by guarantee. Since this type of company structure is largely concerned with NFP entities, it appears that this review is the best place to develop principles specific to NFPs. In contrast, the incorporated associations structure is already designed specifically for NFP entities, as are statutes specific to particular corporations.

Second, there are a number of elements of the proposed governance principles that are not specific to NFPs generally. For example, as we discuss below, there is already significant commonality between legal entities in respect of the core duties. Indeed, if anything, it seems likely that the standards in the Corporations Act would probably be imposed in any set of governance principles, given that its general framework in relation to duties has already been adopted in the CATSI Act and in the proposed amendments to the Victorian incorporated associations legislation. 

Third, the timing and the tenor of the proposals do not suggest a genuinely collaborative partnership with the sector in identifying principles that are peculiarly appropriate to that sector. If anything, the proposals tend to suggest increasing the governance requirements above and beyond that in existing entity legislation, which is only likely to increase the regulatory burden, despite the contrary policy intent. 

The need for core governance principles in a regulatory regime

We do not agree that such principles are inherently necessary parts of a regulatory regime. We point, for example, to the regulatory regimes of England and Wales, and Northern Ireland, which are founded rather on concepts of ‘misconduct’ or ‘mismanagement’. They do not include most of the matters that are canvassed in the Consultation Paper. As already noted, other Commonwealth legislation establishes regulators and imposes duties in associated legislation.
We also note that most of these governance principles already exist in entity legislation such as the Corporations Act and the State incorporated associations legislation. This legislation is well-developed and mature, and there are existing regulators responsible for enforcement. Although ultimately it may be desirable to streamline this regulatory duplication, we consider that this need not be done immediately upon commencement. Indeed, as we discuss below, we foresee many practical difficulties in doing so.

The ACNC is the appropriate regulator

We are also not convinced that the ACNC is necessarily the appropriate regulator to enforce such duties, at least initially. At its inception, the ACNC will have significant work that will make investigating breaches of governance principles a fairly low priority. Further, the ACNC is initially unlikely to have significant enforcement capability or experience, in contrast to existing regulators. 

As a practical matter, we consider that it may be more feasible, at least in the early stages, for the ACNC to have capacity to refer matters that arise under its powers to ASIC or other regulators for enforcement of governance principles under entity legislation.

We also note that there may be constitutional difficulties in the ACNC enforcing such governance principles in relation to entities outside its constitutional jurisdiction. These constitutional difficulties were discussed in our submission on the ACNC Bill. Given the current uncertainty surrounding the breadth of the corporations power, this could be a significant gap in its enforcement powers. In this respect, we also suggest it is more practical (as well as more consonant with the principles of federalism) for the ACNC to be empowered to request a State or Territory regulator to investigate where necessary any breaches of governance principles.  

Governance 

We also consider that there are several conceptual difficulties with the understanding of governance expressed in the Paper. The Paper implicitly adopts a traditional view of governance that fails to reflect contemporary understandings of governance in the NFP sector. The difficulties of this approach include: an over-emphasis on legal and compliance-based forms of governance; an implicit ‘top-down’ approach to governance; and a failure to clearly distinguish between the role of law in governance, and governance issues more broadly. 

Much of current research on governance relies on the insight that legal requirements are only one aspect of governance, and that the focus should be on internalising good governance through practice and reflective learning. Organisations are therefore encouraged to reflect on their goals and stakeholders, to consider and discuss governance issues and develop appropriate policies, and to engage in peer review, accreditation and evaluation schemes as ways of improving governance.

This move away from a legal or compliance-based view of governance recognises the following limitations of legal requirements: their focus on ‘minimum’ standards; their imposition by external authorities; their failure to reflect the diversity of contexts and stakeholder relationships in which NFPs are engaged; their failure to internalise governance as part of the culture of an organisation; the tendency to respond to such requirements as ‘tick boxes’ or as punishments; and their reliance on adequate enforcement. 

Another difficulty with the Paper is that it fails to recognise that better governance can assist, but cannot ultimately guarantee, the effectiveness or efficiency of an organisation. This is true of both the NFP and the private sector. In the end, both sectors involve risk, and in some cases the risk-taking behaviour is one that ought to be encouraged—such as taking new approaches to social problems, promoting cutting-edge art, or undertaking activities that are not commercially profitable. 

As we have noted, there is a flourishing field of research into governance of NFPs. Although this has not been a focus of our research, this research provides some useful insights into the differences between governance of NFPs and for-profit entities. 

Why are NFPs different?

It is critical, at the outset, to recognise what makes NFPs different in terms of governance. The most important difference is that the NFPs are mission-based, and as a result their loyalty is to the mission, rather than the interests of a particular constituency. In contrast, despite increasing recognition of other stakeholders, for-profit corporations have a clearer task: that of preferring the interests of their shareholders. 

The mission-based nature of the NFP has several implications for its governance. First, a mission is subject to contesting interpretations and is likely to need to adapt to changing times and circumstances. For example, a mission of assisting Indigenous people may well change in nature because of changing attitudes and beliefs about what is in the ‘best interests’ of Indigenous people. 

The inherently elastic nature of a mission makes it difficult to prescribe adherence to a mission, because it requires adjudication between competing interpretations of that mission, and because it might endanger the flexibility and responsiveness of the entity. 

Second—and here the research is especially abundant—the NFP is accountable to multiple stakeholders, whose priorities and interests may not align with the mission itself. These stakeholders include regulators; donors and funders; clients; volunteers; staff; collaborators; unions; citizens and community groups affected by the mission.
 There are three ‘dimensions’ to these multiple accountability relationships: ‘upwards’ accountability to donors, foundations and governments, often focused on finances; ‘downwards’ accountability to clients; and ‘horizontal’ accountability to the mission itself and staff.
 The structure of accountability relationships varies greatly between NFPs, including, characteristically, by type of organisation. For example, members can exercise control in member-oriented organisations to ensure that the organisation serves their needs, while service-oriented organisations focus heavily on upward accountability at the expense of ‘downward’ accountability where clients typically have little choice about the services.

Third, the mission-based nature of the NFP complicates the process of accountability. There are four general categories of matters which NFPs are expected to be accountable for: finances, governance, performance, and mission.
 In each of these spheres, the mission-based context creates difficulties. In relation to finances, there is no readily apparent comparison between profits and expenditure; rather, expenditure must be judged against performance (delivery of ‘results’) and progress towards achieving their mission. The NFP that spends less money is not necessarily the most successful one; a balance must be struck between preserving property and achieving the mission.

In relation to governance (as noted above) the duties of acting in the organisation’s interests and in furtherance of its mission is complicated by the elastic nature of the mission itself. 

The key difficulties lie in the spheres of ‘performance’ and ‘mission’. While the field of performance measurement and evaluations have flourished, critical issues remain about how to define outputs, especially in the context of less measurable or more long-term objectives, and whether a focus on measurable outcomes undervalues other aspects such as relationship-building or less measurable goals in relation to political or social change. 

More recently, the focus has been on evaluating progress towards the ‘mission’, which takes a more self-critical, iterative approach. However, this leads back to the original problems of mission—its capacity for engendering competing interpretations, and the need for the mission to evolve over time. Further, accounting for one’s mission is very difficult where the mission is broad or its aims difficult to measure, other than in the most general of terms.   

Another critical difference is that NFPs frequently operate in a context where resources are short and reliance on honorary directors or members and volunteers is critical. There is, as has been noted elsewhere, a tension between the desire to improve the management and governance of NFPs, and on the other hand the natural disincentives to volunteer in a context where the duties and liabilities are equal to, and (as the Paper envisages) even higher than, for-profit boards. 

Professor McGregor-Lowndes, commenting in the wake of a case that established the personal liability of an honorary director of an NFP, suggested that knowledge of legal liability tended to have three effects: it either encouraged a person to “flee” from governing NFPs, it encouraged the purchase of expensive directors’ and officers’ insurance, or it resulted in a person simply ignoring it and trusting to the fact that such matters happened to other people.
 Such effects are likely consequences of the increased governance requirements envisaged in the Paper. We are aware that many NFPs already find it difficult to attract board members, and the proposed measures will only create further disincentives. 

General Comments on the Consultation Paper

As we have stated, we are not convinced of the necessity or desirability of these governance proposals, particularly at this stage of the reform process. In our view, most if not all of the measures in the Paper are better left to be developed in partnership with the sector, once the ACNC is established. We are particularly concerned that the tenor of the Paper suggests a high level of regulation which contradicts both the desire to reduce red tape and the proportionate regulatory approach proposed for the ACNC.

For the sake of completeness, we have provided brief comments here to the questions in the Paper, with the exception of the issue of the duties of responsible individuals which warrants more detailed consideration.

Duties of Responsible Individuals

The general law imposes upon certain relationships fiduciary obligations. The obligations imposed on fiduciaries include: the duty to act with reasonable care, skill and diligence; the duty to act in good faith in the best interests of the organisation;
 and the duty to put the principal’s interests ahead of their own. 

We set out, in Appendix B, the applicable duties in respect of different types of NFP entities. As noted there, these obligations apply not only to directors of companies, but also to committee members of incorporated associations and (in principle) to unincorporated associations.
 Those fiduciary obligations are also the basis of the statutory duties in the Corporations Act, which are replicated in the CATSI Act, and in the amendments to the Victorian incorporated associations legislation which are due to come into force this year. There are also some statutory duties in incorporated associations legislation that are based on similar principles. However, the nature and extent of the obligations varies depending on the context, and the obligations are more strictly applied in relation to trustees, who are considered to be the quintessential form of fiduciary.

These fiduciary duties therefore form the ‘core’ minimum governance principles applicable to NFPs. If, as appears to be desired, ‘core’ duties are to be included in the ACNC Bill, these are the appropriate duties. While there may be benefit in spelling out such duties in the legislation, given in particular their somewhat unsettled legal status in relation to associations, we note that there are some subtle difficulties in doing so. As already noted, the scope of the duties vary according to the nature of the relationship. Further, the language used in the Corporations Act, while broadly based on these principles, may differ in subtle ways from the duties under general law. The language in relation to conflict of interest in associations legislation also differs substantively from that under the Corporations Act. Finally, trustees remain subject to higher duties that are not readily amenable to ‘core’ principles.

One solution may be to state in the legislation the general law duties applicable to all responsible individuals, followed by a statement that the general law imposes additional duties upon trustees. This might be followed by a statement setting out the statutory duties applicable to different entities. This would clarify the nature of the duties owed and provide the ‘core’ rules suggested by the Paper, while not changing the substantive law and respecting existing legislation.

The tenor of the Paper suggests, however, that the governance provisions should include greater detail than these general duties. It seems to suggest, for example, that the legislation should specify whom the responsible individuals should consider in exercising their duties, and different standards of care for different categories of people. We note that the general duties allow a holistic consideration of the standard of a ‘reasonable’ person in that position, and consider that this flexibility should be retained rather than vainly attempting to prescribe the content of such duties in advance. 

We make the following brief responses in relation to the specific consultation questions.

1. Should it be clear in the legislation who responsible individuals must consider when exercising their duties, and to whom they owe duties to?

The primary duty must always be to the entity itself.
 Given the diversity of stakeholder relationships among NFPs, we do not consider it feasible or desirable to list the range of stakeholders which must be considered. We consider that this level of detail is better left to guidance than in the legislation.  Any legislative statement will be so general that it will not in practice be of any assistance. We also note that we have not found any comparable legislative precedent.

2.
Who do the responsible individuals of NFPs need to consider when exercising their duties? Donors? Beneficiaries? The public? The entity, or mission and purpose of the entity?

As stated above, the overriding duty is to the purposes of the entity. However, there needs to be some flexibility in construing the purposes, given that changing contexts and approaches may necessitate changes in approach. In the case of trusts, there is an overriding duty to observe the trust, which is a stricter standard than that applying to associations or corporations. 

The types of stakeholders and the priority of stakeholders will depend upon the nature of the entity, including its purposes, its membership or client-based structure, and its funding structure. As discussed above, the stakeholders may include: regulators; donors and funders; clients; volunteers; staff; collaborators; unions; citizens and community groups affected by the mission. Some structures may be reasonably straightforward, such as member-based associations, while others may be complex and require consideration even of future beneficiaries (such as the environment). Further, the typical weaknesses in accountability do not relate to the funders of NFPs (whether donors, grant-makers or governments). Rather, the difficulty is in ensuring ‘downward’ accountability and in ensuring loyalty to mission. 

As noted above, we do not consider that it will be helpful to require consideration of stakeholders in the legislation as this would need to be so general as to be practically useless. 

3.
What should the duties of responsible individuals be, and what core duties should be outlined in the ACNC legislation?

This is discussed above.  

4.
What should be the minimum standard of care required to comply with any duties? Should the standard of care be higher for paid employees than volunteers? For professionals than lay persons?

As discussed above, we do not consider it helpful to prescribe particular standards of duties and prefer to rely on the holistic examination of circumstances that would include, for example, any special skill or office the person held.

5.
Should responsible individuals be required to hold particular qualifications or have particular experience or skills (tiered depending on size of the NFP entity or amount of funding it administers)?

No. We do not see why responsible individuals of NFPs should be held to a higher standard than in existing corporations legislation, which do not require any particular skills to be a director. Requiring particular qualifications will have practical ramifications for NFPs who already find it difficult to recruit board members, particularly since most of these positions are not remunerated. 

6.
Should these minimum standards be only applied to a portion of the responsible individuals of a registered entity?

The core duties should apply to all individuals in the position of a committee or board member, director or trustee. We note that the definition of ‘responsible individual’ in the ACNC Bill also includes the content of the definition of ‘officer’, and that the duties applicable to officers may vary from that of directors or trustees. In our submission on the Bill, we suggested clarification of that definition.

7.
Are there any issues with standardising the duties required of responsible individuals across all entity structures and sectors registered with the ACNC?

Yes. As discussed above, some entity types, especially trusts, impose greater or higher duties. Further, including duties beyond these core general duties will result in a greater compliance burden and create further disincentives to participate in the governance of NFPs. Finally, as already discussed, there are constitutional issues, federal principles, and practical difficulties in centralizing the governance regime in the ACNC.

8.
Are there any other responsible individuals’ obligations or considerations or other issues (for example, should there be requirements on volunteers?) that need to be covered which are specific to NFPs?

We do not consider that there should be additional requirements on volunteers who are not "responsible individuals". This would be counterproductive to legislative changes that have been made to encourage volunteering. 

9.
Are there higher risk NFP cases where a higher standard of care should be applied or where higher minimum standards should be applied?

Again, the level of risk is a factor that can be considered in the general duty. The ACNC should provide guidance on risk management, and use risk assessment to guide its regulatory approach. However, we consider that the issue of risk is not an appropriate one for legislation.

10.
Is there a preference for the core duties to be based on the Corporations Act, CATSI Act, the office holder requirements applying to incorporated associations, the requirements applying to trustees of charitable trusts, or another model?

This is discussed above. 

Disclosure Requirements

This section of the Paper is somewhat confusing. It refers to disclosure of financial information, internal governance rules, remuneration, and conflicts of interest. These are all quite discrete topics involving different considerations which are discussed below.

The disclosure of financial information is, as the Paper notes, under consideration in parallel consultations concerning the reporting framework. We therefore do not deal with this here. 

11. What information should registered entities be required to disclose to ensure good governance procedures are in place?

The discussion of disclosure of good governance procedures is somewhat opaque. We note that the ACNC Bill, as presently framed, would require that a copy of the internal governance rules be included on the register. We do not consider that further disclosure is necessary, and are unsure what further disclosure is contemplated in this question. 

12. Should the remuneration (if any) of responsible individuals be required to be disclosed?

This is a complex issue that requires greater consideration. In our view, there is a danger in isolating remuneration of responsible individuals for disclosure, but there may be a good case for encouraging disclosure of remuneration within the broader context of a larger organisation’s annual return. 

There are several difficulties with isolated information on remuneration. First, remuneration figures on their own can be misleading to the public. Remuneration is based on market demand and supply, and differs significantly depending on the sector involved. For example, CEOs of hospitals and educational institutions are likely to earn significantly more than in other parts of the sector. Without understanding this contextual background, it is difficult for the public to understand if the remuneration paid is ‘reasonable’. We note that, in the analogous context of administrative overheads of charities, the public generally expect administrative overheads to be as close to zero as possible, although this is clearly unreasonable. 

Second, an over-emphasis on remuneration may in fact be inefficient. Focusing on remuneration is likely to discourage investment in human capital. Payment of reasonable wages to a top-performing executive may be a wise business decision, but the isolation of remuneration in disclosure requirements may distort such decision-making.

Third, an over-emphasis on remuneration communicates a certain hostility or suspicion of the sector. It tends to suggest a concern that responsible individuals are overpaid. However, in truth many ‘responsible individuals’ (especially those on governing boards) are unpaid. Under the CATSI Act, for example, directors cannot be paid unless the constitution permits, and then they are paid only what members approve. Apart from specific exceptions, trustees are generally not allowed to be remunerated. In general, the norms of the sector  are that employees will work for a ‘discount’ to the market rate.

Fourth, there are issues of privacy and parity in respect of remuneration. In general, remuneration is a confidential matter and there must be a good justification for departing from this general principle. In the private sector, public disclosure of directors’ remuneration is not required except for listed companies. 

Fifth, we note that a possible consequence of enhanced disclosure may be to actually increase the level of compensation paid. In its recent report on executive remuneration in the corporate sector, the Productivity Commission noted that:

Some participants argued that public disclosure of individuals’ pay triggered a pay spiral, as companies and executives sought to ‘position’ themselves in the market, with no one wishing to be seen as hiring or being a ‘below average’ executive. This is sometimes characterised as the ‘Lake Wobegon’ effect — a mythical place from US public radio where ‘… all the children are above average’.

Although the Productivity Commission concluded there was no clear evidence of this, it did note that 

Nonetheless, by improving access to market comparator information for both executives and boards, public disclosure is likely to have led to more rapid flow-on effects where, for example, one company in an industry disturbs relativities by paying an overseas appointee a significantly higher level of remuneration.

We note, however, that a possible regulatory interest that may justify disclosure is to assist the regulator in ensuring that there is no breach of the prohibition against distribution of profit. Disclosure to the regulator, in our view, is less problematic than disclosure to the public.
However, the difficulties lie with isolating remuneration as a misleading indicator of possible abuse. We suggest instead that both functions are better fulfilled in the context of annual financial reporting, which would also take into account the differing sizes of NFP entities which correspond to the risk of excessive compensation.

In this regard, we note that the Charity Commissions’ Statement of Recommended Practice (SORP) in accounting requires, among other financial information, disclosure of trustee remuneration as a material related party transaction. The total staff costs are also required to be shown.
 The SORP must be followed by charities that are required to be audited (namely, large charities only). However, this is in the overall context of an annual report that also includes information on governance, objectives and activities, and other matters as well as financial costs, and this context assists in interpreting these details. 

In relation to the interests of members, we note that the Corporations Act 2001 (Cth) and the CATSI Act have provisions that entitle members to approve directors’ remuneration and to require disclosure of remuneration and expenses upon request. We have no difficulty with these principles. We do not see it as necessary to apply similar rules to all NFP entities. 

13.
Are the suggested criteria in relation to conflicts of interest appropriate? If not, why not?

We consider that there is no need to require NFP entities to adopt a conflict of interest policy. Most of the criteria suggested in the Consultation Paper are already legal requirements for NFP entities.

The general law imposes fiduciary obligations upon committee members of unincorporated
 and incorporated associations
 as well as directors of companies and trustees.
 As described above, such a relationship imposes a duty of loyalty, which includes a duty to avoid a position of conflict of interest. This general duty encompasses both the first suggested criteria (a responsible individual should avoid any conflict arising between their personal interests (or the interests of any other related person or body) and their duties to the entity) and the fourth suggested criteria (the personal interests of a responsible individual member, and those of associated individuals, must not be allowed to take precedence over those of the entity generally).  

In addition, some of the incorporated associations legislation already include provisions, similar to those in the Corporations Act and the CATSI Act, prohibiting misuse of position or information (thereby covering suggested criteria two and three). These aspects are also addressed by the general law, upon which the duties in the Corporations Act are based. Further, all the incorporated associations legislation already regulates disclosure of interests, although it is narrower in scope than under the Corporations Act. In general, with the exception of the pending Victorian amendments, the legislation requires disclosure of pecuniary interests in contracts or proposed contracts (rather than a ‘material personal interest’) and, upon disclosure, enables participation in discussion but precludes voting on the matter. Although this differs in scope from the duty in the Corporations Act, we consider it undesirable to have two co-existing legislative standards for disclosure for the same entity, particularly when the practical differences are not great.

While, as a matter of principle, it is desirable for organisations to adopt a conflict of interest policy, we consider that this should not be imposed but rather encouraged as a matter of good practice by the ACNC. 

14.
Are specific conflict of interest requirements required for entities where the beneficiaries and responsible individuals may be related (for example, a NFP entity set up by a native title group)?

We note that the CATSI legislation deals specifically with the issue of common native title interests in the context of native title legislation. As we do not see a need for further regulation of conflict of interest, we suggest that this is an issue also best considered by the organisation itself.

15.
Should ACNC governance obligations stipulate the types of conflict of interest that responsible individuals in NFPs should disclose and manage? Or should it be based on the Corporations Act understanding of ‘material personal interest’?

See above.

Risk Management

16. Given that NFPs control funds from the public, what additional risk management requirements should be required of NFPs?

We question the premise of this question. Not all NFP entities ‘control funds from the public’. In our view, risk management is essentially a matter of good practice rather than a matter for prescriptive regulation.

We note, however, that the Charity Commission’s SORP requires inclusion of a statement confirming that the trustees have reviewed the major risks to which the charity is exposed and that systems or procedures have been established to manage that risk.
 In the context of an annual report, this may be a useful inclusion. We emphasise, however, that the SORP does not apply to smaller entities, and consider that this is appropriate. 

17.
Should particular requirements (for example, an investment strategy) be mandated, or broad requirements for NFPs to ensure they have adequate procedures in place?

Again, we consider that this need not be dealt with by legislation. Rather, as already discussed, we would prefer that these elements be considered within the broader context of an equivalent to the SORP, developed by the ACNC in collaboration with the sector. We note that the UK’s SORP does include a requirement to detail the investment performance achieved against the objectives set.

18.
Is it appropriate to mandate minimum insurance requirements to cover NFP entities in the event of unforeseen circumstances?

In relation to insurance, we note that NSW and Queensland have repealed earlier requirements to take out public liability insurance. This was repealed in NSW in 2002 and by Queensland in 2007. In Queensland, the management committee is required to consider whether public liability insurance is necessary and must advise members of the decision. However, the committee must take out public liability insurance in respect of land it owns, leases or has in trust.

The repeal of the NSW requirement was explained as follows:

The Department of Fair Trading instigated the change in response to an increasing number of concerns voiced by associations regarding their public liability insurance policies. They were finding that insurers were refusing to insure new associations, renew existing policies or were dramatically increasing their premiums. For many associations, which the Department considered were at an almost non-existent risk of physical injury, for example, book, knitting and quilting clubs, the obligation to effect public liability insurance was becoming too onerous.

Given the experience of these States and Territories with mandatory public liability insurance requirements, we consider that such a requirement ought not to be included. Instead, appropriate guidance should be given by the ACNC.

19.
Should responsible individuals generally be required to have indemnity insurance?

No. The need for insurance must be weighed against the risks in the particular context of an organisation. Such insurance can be expensive and may be unnecessary, and give misleading comfort to responsible individuals.  

Internal Review

20. What internal review procedures should be mandated?

Again, we see no reason for legislative requirements imposing stricter governance requirements than for corporations. While processes of internal review may enhance governance, we consider that this is rather a matter for appropriate guidance rather than prescription.

Governing Rules

21. What are the core minimum requirements that registered entities should be required to include in their governing rules?

Incorporated associations legislation (excepting Tasmania) already requires fundamental matters to be regulated. Generally, these include: the name and objects of the association, qualifications for membership, subscriptions or other fees payable by members, the source and control of association’s funds, the constitution and powers of the committee or other governing body and its procedures; matters relating to meetings; amendment of rules; accounting and audit; formal matters such as the custody and use of the common seal and the association’s books; disciplinary action against members; and winding up and the distribution of any surplus property.

The CATSI Act sets out the ‘internal governance requirements’ in s 66.1. These include a constitution, internal dispute resolution, and the matters covered by the replaceable rules. These are set out in a list in s 57.5 and cover 89 issues relating (inter alia) to membership, meetings, and officers. In addition, of course, the Corporations Act also sets out a raft of internal governance rules in the form of replaceable rules.

Given that these legislative requirements have been developed specifically for these entities, and will continue to exist upon commencement, we see no reason to identify a ‘core’ list common to both of these entities. We also note that such requirements cannot apply to trusts. Rather, if it is thought necessary, the issue should be considered in the context of the foreshadowed review of legislation governing companies limited by guarantee.

22.
Should the ACNC have a role in mandating requirements of the governing rules, to protect the mission of the entity and the interests of the public?

As we have discussed above, we are not sure how such a role would be compatible with the existing parallel legal regimes which already mandate certain requirements. Such a role may be desirable once a co-operative arrangement with the States or Territories has been established. However, we reiterate our concern that the review of governance principles should be in partnership with the sector and respect the fundamental need for entities to choose their own internal governance, unless clearly justified by public policy. 

23.
Who should be able to enforce the rules?

As discussed above, we consider there are both legal and practical problems in conferring the primary responsibility for enforcing the duties on the ACNC, particularly in the absence of any worked-out co-operative arrangement with States or Territories. We do recommend, however, that in the interim the ACNC should ensure co-operation with existing regulators in enforcing breaches under relevant legislation.

24.
Should the ACNC have a role in the enforcement and alteration of governing rules, such as on wind-up or deregistration?

See above for the role of ACNC in enforcement. We do not think the ACNC should have any role in altering governing rules upon winding up or on deregistration. 

25.
Should model rules be used?

As noted above, the issue of model rules should not be broached while there are existing parallel legal regimes.

Members

26. What governance rules should be mandated relating to an entity’s relationship with its members?

Entity legislation and model rules already prescribe rules relating to members in some detail. We do not consider additional rules are necessary or desirable, especially at this stage.
27.
Do any of the requirements for relationships with members need to apply to non-membership based entities?

No. Such requirements are founded on an entirely different governance structure.

28.
Is it appropriate to have compulsory meeting requirements for all (membership-based) entities registered with the ACNC?

No, because the existing rules should continue to apply.

Other

29. Are there any types of NFPs where specific governance arrangements or additional support would assist to achieve in better governance outcomes for NFPs?

There will be types of NFPs that would benefit from additional support and guidance, but we consider that this is a matter best left to the regulator at a later stage and does not need addressing at this point.

30.
How can we ensure that these standardised principles-based governance requirements being administered by the one-stop shop regulator will lead to a reduction in red tape for NFPs?

As is clear from our comments, we are concerned that the present proposals will only lead to an increase in red tape while parallel entity legislation is in place. 

31.
What principles should be included in legislation or regulations, or covered by guidance materials to be produced by the ACNC?

In general, our approach has been that most of the measures or suggestions here should be left to guidance rather than legislation. If enforcement of governance duties is required (which we suggest is not necessary), then some legislative reference to the duties imposed by general law and statute may assist.
32.
Are there any particular governance requirements which would be useful for Indigenous NFP entities?

We note that governance of Indigenous groups has clearly been considered in the framework of the CATSI Act. We consider that this is a matter best left for the ACNC at a later stage.

Conclusion

Although we support the Treasury’s desire to enhance the governance of NFPs, we have considerable concerns about the nature of these proposals. We hope that Treasury will consider these comments carefully and thank it for the opportunity to comment on this Paper. 

As always, please feel free to contact us directly if there are any questions or further information is required. 
Appendix A: The Not-for-Profit Project
The University of Melbourne Law School is undertaking the first comprehensive and comparative investigation of the definition, regulation, and taxation of the not-for-profit sector in Australia (the Not-for-Profit Project). The Australian Research Council is funding this project for three years, beginning in 2010. The project aims to identify and analyse opportunities to strengthen the sector and make proposals that seek to maximise the sector’s capacity to contribute to the important work of social inclusion and to the economic life of the nation. In particular, the project aims to generate new proposals for the definition, regulation and taxation of the not-for-profit sector that reflect a proper understanding of the distinctions between the sector, government, and business. 

The project investigators of the Not-for-Profit Project are:
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Professor Miranda Stewart
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Miranda is Co-Director of Taxation Studies at the Law School, and an International Fellow of the Centre of Business Taxation at Oxford University. She has previously worked at the Australian Taxation Office and Arthur Robinson & Hedderwicks (now Allens, Arthur Robinson).   

Associate Professor Matthew Harding
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Dr Joyce Chia

+61 3 9035 4418 | j.chia@unimelb.edu.au

Joyce is the Research Fellow on the Not-for-Profit Project. She has worked at the Australian Law Reform Commission, the Federal Court of Australia, and the Victorian Court of Appeal. 

More information on the project can be found on the website at http://tax.law.unimelb.edu.au/notforprofit. For further details or to contact the Project members, email law-nfp@unimelb.edu.au.
Appendix B—Current Governance Requirements

Duties

Companies limited by guarantee and Aboriginal and Torres Strait Islander corporations

Under the Corporations Act 2001 (Cth), directors and officers of companies limited by guarantee are subject to the same general duties as for-profit corporations. These duties are replicated in the Corporations (Aboriginal and Torres Strait Islander) Act 2006 (Cth). These are listed in the following table.

	Duties
	Applies to
	CA section
	CATSI section

	To act with reasonable care and skill
	Directors and officers
	180
	265.1

	To act in good faith for the best interests of the corporation
	Directors and officers
	181(1)(a)
	265.5(1)(a)

	To act for proper purposes
	Directors and officers
	181(1)(b)
	265.5(1)(b)

	Not to misuse position to gain advantage or cause detriment
	Directors, secretary, officers or employees
	182
	265.10

	Not to misuse information obtained to gain advantage or cause detriment
	Directors, officers, employees
	183
	265.15

	To disclose material personal interest
	Directors
	191
	268.1

	Not to attend or vote on decision in case of conflict
	Directors
 
	195
	286.20

	To discharge liability for debts incurred as a trustee
	Directors
	197
	271.1

	To prevent insolvent trading
	Directors
	588G
	531.1


Incorporated associations

In general, incorporated associations legislation includes fewer statutory duties and, in some cases, no express statutory duties at all. The major duties relate to disclosure of conflicts of interest. The exception is the Victorian legislation, pending amendments of which amend the duties to mirror those under the Corporations Act 2001 (Cth). The table below sets out the duties applicable in each State or Territory legislation.

There are two clear discrepancies with the federal corporations legislation. First, the duty to disclose interests is generally restricted to direct or indirect pecuniary interests in contracts or proposed contracts, which is narrower than the ‘material personal interest’ in the Corporations Act 2001 (Cth). However, the legislation requires disclosure not only to directors but also at the next annual general meeting. Second, the legislation generally permits involvement in deliberations in cases of conflict, but prohibits participating in the decision where a conflict arises.

The scope of the duties vary between jurisdictions. In all jurisdictions, the duty to disclose conflicts of interest pertains only to committee members. In relation to the duties not to misuse position or information, the duty applies to committee members or former members in NSW, and to officers and employees in NT and SA. In Victoria, however, the duties other than those relating to disclosure of conflicts of interest will apply to office holders. In NT and SA, the duty not to intentionally deceive or defraud members, creditors or the association applies to officers, as does the duty of care in SA.

	Duties
	ACT
	NSW
	NT
	Qld
	SA
	Tas
	Vic

	WA

	To act with reasonable care and skill
	 -
	-
	-
	-
	39A(4)
	-
	29AB
	

	To act in good faith for the best interests of the corporation
	 -
	-
	-
	-
	-
	-
	29AC
	

	To act for proper purposes
	 -
	-
	-
	-
	-
	-
	29AC
	

	Not to misuse position to gain advantage or cause detriment
	 -
	32
	33(3)
	-
	39A(3)
	-
	29A(1)
	

	Not to misuse information obtained to gain advantage or cause detriment
	 -
	33
	33(2)
	-
	39A(2)
	-
	29A(1)
	

	To disclose pecuniary interests in contracts to directors and next AGM
	65(1)
	31
	31
	-
	31(1)
	-
	29B
	21(1)

	Not to vote on decision in case of conflict
	65(2)
	31(5)
	32
	-
	32
	-
	29C
	22


	Not to intentionally deceive or defraud association, members or creditors
	-
	-
	33(1)
	-
	39A(1)
	-
	-
	


However, as discussed by Sievers, the courts have held that duties similar to those owed by directors of companies apply to incorporated associations.

Trusts

Under general law, the trustee has the following duties:

· To become acquainted with the terms of the trust;

· To get in all trust property, so the property is under their control;

· Not to impeach the validity of the trust instrument or the title of the beneficiary;

· To adhere to and carry out the terms of the trust, unless the terms are incapable of being carried out, deviation is required by legislation, or deviation is approved by the court or all the beneficiaries;

· To act impartially between the beneficiaries;

· To invest properly the trust funds;

· To keep proper accounts and to give full information when required by beneficiaries or their agents;

· To exercise reasonable care;

· Not to delegate duties or powers, subject to statutory amendment;

· To pay and transfer the trust property and the income to the right persons, subject to statutory amendment; and

· To act gratuitously, although there is power to receive remuneration in specific cases.

Disclosure of Remuneration

Corporations

Section 202A of the Corporations Act 2001 (Cth) provides a replaceable rule that entitles the company to approve directors’ remuneration by ordinary resolution. Section 202B requires a company to disclose remuneration of directors if directed by members with at least 5% of the casting votes at a general meeting, or at least 100 members entitled to vote at a general meeting. The company must disclose all remuneration paid to the director in whatever capacity, and a failure to comply with such a direction is a strict liability offence.

Chapter 2E regulates the giving of financial benefits to ‘related parties’ by public companies, including directors, their spouses, certain relatives and entities which they have controlled. In general, this requires members to approve such a benefit subject to strict disclosure requirements. However, the Chapter does not apply to reasonable remuneration provided to officers or employees (s 211) or benefits given on arm’s length terms or better (s 210). 

Under Division 2 of Pt 2D.2, member approval is also required to approve termination benefits or transfers of undertakings to retiring managerial or executive employees (including those who have been in managerial or executive positions in the previous 3 years). The approval must meet the requirements of s 200E, which requires disclosure of the amount of benefit at a general meeting and excludes voting by the retiree or the retiree’s associates.

Listed companies are also subject to higher disclosure and approval requirements in relation to remuneration, including a requirement to prepare a remuneration report for an advisory vote at the AGM (ss 250R, 300A). The ASC Listing Rules also require member consent for increases in directors’ fees and the payment of certain retirement benefits.

Aboriginal and Torres Strait Islander Corporations

Section 252.1 of the CATSI Act provides that directors are not to be paid remuneration, unless it is permitted by the constitution. If it is permitted by the constitution, the remuneration is determined by resolution of the corporation in a general meeting. The corporation is permitted to pay expenses incurred in attending meetings or in connection with the corporation’s business.

Under s 252.5 of the CATSI Act, members or the regulator may direct disclosure of remuneration and expenses of directors. At least 5 members or 10% of the members must so request for the direction to be effective, unless the regulations prescribe otherwise. There are no required grounds for the regulator to satisfy before making such a direction, and the regulator may enter the information on the public register. To comply with such a direction, the corporation must distribute an audited statement of the remuneration and expenses either to the members or the Registrar. Failure to comply with such a direction is a strict liability offence.

Incorporated associations

Incorporated associations legislation does not require any disclosure of remuneration of committee members. However, the not-for-profit character of such associations means that excessive remuneration may contravene the restriction against distributing profit to members. The legislation generally defines this requirement so as to exclude “reasonable remuneration” for work done by members,
 “bona fide payment of remuneration”,
 remuneration “received for goods or services”,
 and profit derived “by way of salary as an employee or officer”.
 

Trusts

In general, trustees are not entitled to remuneration. There are exceptions to this rule: where remuneration is expressly or impliedly provided for in the trust instrument; in the case of a special agreement between the trustees and certain kinds of beneficiaries; where the court expressly allows remuneration; where the trustee is a corporate body entitled to charge for services by way of some specific statutory authority; where the trust property is situated abroad where remuneration of trustees is allowed.

Conflicts of Interest

Corporations and CATSI organisations

Under the general law, a director or senior executive officer must not place themselves in a position where there is an actual or substantial possibility of a conflict between a personal interest and their duty to act in the interests of the company, absent permission of the company. If there is such a possibility, the director must disclose the interest to the company. The rule also applies to conflicts between a director’s duty to a company and a director’s duty to someone else. However, company constitutions typically enable a conflict of interest provided there is disclosure.

In addition, under s 191 of the Corporations Act 2001 (Cth), directors must disclose ‘material personal interests’ to other directors, including the nature and extent of the interest, as soon as practicable after the director becomes aware of the interest. The details of the interest must be recorded in the minutes of the meeting. There is no definition of material personal interest, but there are a list of exemptions. These include: if the interest arises because the director is a member of the company and is held in common with other members of the company; in relation to the directors’ remuneration; in relation to a contract that must be approved by the members before it is binding; arises merely because the director is a guarantor or has given an indemnity or security for a loan to the company; relates to a contract of directors’ liability insurance; relates to payments by the company in respect of directors’ indemnities; or arises in a contract with, for or on behalf of a related company of which the person is also a director. Section 192 also allows provision of a standing notice of a conflict.

While disclosure permits directors of a proprietary company to vote on related matters, s 195 prohibits directors of public companies from being present during consideration of the matter or voting on the matter, unless other directors approve or the interest is exempted. 

As well, ss 182-183 prohibit the misuse of position or information by directors, officers and employees in order to gain an advantage for themselves or someone else, or cause detriment to the company. 

Identical provisions exist in Division 268 of the CATSI Act in relation to the disclosure of material personal interests. In addition s 268.5 excludes from required disclosure interest as a common law holder of native title which the corporation holds in trust or acts as agent or representative of. The restrictions include the prohibition on attending and voting, although in addition to the authorization by the other directors the regulator may approve such participation and voting under s 268.20(5). The regulator also has specific power to approve attendance and participation in urgent cases where there would otherwise be no quorum, or class orders enabling attendance and participation by legislative instrument: s 268.25.

Incorporated associations

As noted above, incorporated associations legislation generally requires disclosure of direct or indirect pecuniary interests in a contract or proposed contract to directors and at the next AGM, with the exception of the pending amendments to the Victorian legislation that replicate the standards in the Corporations Act 2001 (Cth). In addition, some of the jurisdictions also impose prohibitions on the misuse of information or position, although the scope of these varies (as discussed above).

Trustees

Trustees are generally subject to fiduciary obligations in respect of their beneficiaries. The central fiduciary duty is a duty of loyalty that absolutely prohibit the trustee from acting other than in the interests of the beneficiary. This standard is higher than comparable legal duties. The two aspects of this duty include a duty not to put him or herself in a position where there is a “real and sensible possibility of a conflict between the duty as a fiduciary and his or own interest or a duty to a third party, or between the duty as a fiduciary to two or more persons in the same transaction or matter”, without the informed consent of the beneficiary. The other aspect is that a person must not make a profit out of a fiduciary position except with the informed consent of the beneficiary. This duty is generally applied strictly.
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