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Draft Taxation Ruling

Income tax: special conditions for various
entities whose ordinary and statutory
Income is exempt

0 This publication provides you with the following level of
protection:

This publication is a draft for public comment. It represents the
Commissioner’s preliminary view about the way in which a relevant taxation
provision applies, or would apply to entities generally or to a class of entities
in relation to a particular scheme or a class of schemes.

You can rely on this publication (excluding Appendices 2 to 5) to provide you
with protection from interest and penalties in the following way. If a
statement turns out to be incorrect and you underpay your tax as a result,
you will not have to pay a penalty. Nor will you have to pay interest on the
underpayment provided you reasonably relied on the publication in good
faith. However, even if you don’t have to pay a penalty or interest, you will
have to pay the correct amount of tax provided the time limits under the law
allow it.

What this Ruling is about

1. This Ruling applies to entities listed in Appendix 1.

2. These entities fall under certain items in the tables in

Division 50 of Part 2-15 of the Income Tax Assessment Act 1997
(ITAA 1997), and meet the description of the type of ‘exempt entity’ in
column 2 of the relevant table. These entities must satisfy the special
conditions applicable to the relevant item in order for their ordinary
and statutory income to be exempt from income tax.

3. This Ruling considers two of the special conditions that
entities listed in Appendix 1 must satisfy:

. the entity must comply with all of the substantive
requirements in its governing rules (governing rules
condition), and

. the entity must apply its income and assets solely for
the purpose for which the entity is established (income
and assets condition).

4. The Ruling does not consider other special conditions in
Division 50 of the ITAA 1997.
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Definitions
5. In this Ruling, the following terms bear these meanings:
. ‘ACNC’ means the Australian Charities and
Not-for-profits Commission.
o ‘Commissioner’ means the Commissioner of
Taxation.
. ‘entity’ means entity (as defined in section 995-1 of

the ITAA 1997) covered by items 1.1, 1.3, 1.4, 1.6, 1.7,
2.1,3.1,3.2,4.16.1,6.2,9.1 and 9.2 in the tables in
Division 50 of the ITAA 1997.1

. ‘governing rules condition’ means the requirement
that an entity must ‘comply with all the substantive
requirements in its governing rules’ in sections 50-15,
50-50(2)(a), 50-55(2)(a), 50-65(2)(a), 50-70(2)(a) and
50-72(1)(c)? of the ITAA 1997.

o ‘income and assets condition’ means the
requirement that an entity must ‘apply its income and
assets solely for the purpose for which the entity is
established’ in sections 50-15, 50-50(2)(b),
50-55(2)(b), 50-65(2)(b), 50-70(2)(b) and 50-72(1)(d)*
of the ITAA 1997.

Ruling

6. An entity listed in Appendix 1 must satisfy a number of special
conditions in order for its ordinary and statutory income to be exempt
from income tax under Division 50 of the ITAA 1997. These special
conditions include the governing rules condition and the income and
assets condition.

Governing rules condition

7. The governing rules condition requires an entity to ‘comply
with all the substantive requirements in its governing rules’.

8. Three questions must be considered to determine whether an
entity satisfies the governing rules condition:

. What are the ‘governing rules’ of the entity?

Y item 4.1 (funds contributing to other funds) was included at the time the governing
rules condition and income and assets conditions were introduced. This item was
repealed by the Charities (Consequential Amendments and Transitional Provisions)
Act 2013, effective 1 January 2014.

2 For funds covered by item 4.1.

% For funds covered by item 4.1.
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o What are the ‘substantive requirements’ in the entity’s
governing rules?, and

o Has the entity complied with all of the substantive
requirements in its governing rules?

What are the ‘governing rules’ of the entity?

9. The governing rules of an entity are a coherent set of
enforceable rules relating to the establishment, operation and winding
up of the entity. They are rules that authorise the policy, actions and
affairs of the entity.

10. The process of determining what constitutes the governing
rules of an entity requires a consideration of all of the various sources
in which governing rules may be found. The written documents under
which an entity was formed will usually be the main source of the
entity’s governing rules.* There may also be other sources (such as
relevant legislation) that comprise or supplements an entity’s
governing rules.

11. An entity must identify all of its governing rules in order to then
consider which are the substantive requirements in those rules.

What are the ‘substantive requirements’ in the entity’s governing
rules?

12. The phrase ‘substantive requirements’ takes its technical legal
meaning in the governing rules condition. The substantive
requirements in an entity’s governing rules are those that define the
rights and duties of the entity. These requirements can be contrasted
with the procedural rules by which those rights and duties are applied
and enforced.

13. The substantive requirements in an entity’s governing rules
include the rights and duties of the entity such as those that give
effect to the object or purpose of the entity, relate to the non-profit
status of the entity, relate to the winding-up of the entity, and require
financial records to be kept.

* These written documents are commonly referred to as ‘constituent documents’.
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Has the entity complied with all of the substantive requirements
in its governing rules?

Applies at all times during an income year

14. The governing rules condition is applied on a continuous basis
throughout an income year. The entity must consider whether, at all
times throughout the income year, it has complied with all of the
substantive requirements in its governing rules. In order for an entity
to be exempt from income tax for all of an income year, it must
(among other things) satisfy the governing rules condition at all times
during that income year.

Income and assets condition

15. The income and assets condition requires an entity to ‘apply
its income and assets solely for the purpose for which the entity is
established'.

16. Two questions must be considered to determine whether an
entity satisfies the income and assets condition:

o what is the ‘purpose for which the entity is established’,
and
. has the entity applied its income and assets solely for

the purpose for which the entity is established?

What is the ‘purpose for which the entity is established’?
References to ‘purpose’ include the plural

17. Many of the entities listed in Appendix 1 are established for
more than one purpose. The word ‘purpose’ in the phrase ‘purpose
for which the entity is established’ includes the plural. The income
and assets condition tests whether the income and assets of an entity
have been applied solely for the purposes for which the entity is
established.

Ascertaining the ‘purpose for which the entity is established’

18. The enquiry as to the purpose for which the entity is
established involves determining the substance and reality of the
relevant facts and circumstances relating to the entity.

19. The process of ascertaining the purpose for which the entity is
established is different for a fund than for the other types of entity to
which the income and assets condition applies.

° Appendix 3 sets out the Commissioner’'s administrative treatment that may be
relevant where there has been a breach of the governing rules condition.
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20. The purpose for which a fund is established is ascertained by
considering the constituent documents of the fund (primarily the
instrument of trust or the will) and any relevant legislation.

21. For entities other than funds, the relevant purpose is
determined primarily by reference to the entity’s constituent
documents, but also by consideration of the activities of the entity
after its formation, up to the time at which the income and assets
condition is applied.

Changing purpose

22. The income and assets condition is applied on a continuous
basis throughout an income year. Therefore, in order for an entity to
be exempt from income tax for all of an income year, it must (among
other things) satisfy the income and assets condition at all times
during that year. If an entity (other than a fund) changes its purpose,
the entity must consider from that point in time whether it is applying
its income and assets solely for its new purpose.

Has the entity applied its income and assets solely for the
purpose for which the entity is established?

Meaning of ‘apply’

23. The requirement that an entity must ‘apply’ its income and
assets solely for the purpose for which the entity is established
means that an entity must put to use its income and assets solely for
the relevant purpose.

Ability to accumulate

24. The income of an entity may be ‘applied’ for the purpose for
which the entity is established if the entity’s profits are accumulated,
provided that any accumulation is consistent with the purpose for
which the entity is established.

25. An entity that accumulates most of its profits over a number of
years will need to be able to show that this accumulation is consistent
with its purpose.

Meaning of ‘solely’

26. The income and assets condition requires an entity to apply all
of its income and assets ‘solely’ or only for the purpose for which the
entity is established and not for any other purpose.

27. The income and assets condition will still be satisfied despite
a one-off application of part of the income or assets of an entity, other
than for the purpose for which the entity is established, that is
insignificant in amount.
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Applies at all times during an income year

28. The income and assets condition is applied continuously
throughout the income year. Therefore, in order for an entity to be
exempt from income tax for all of an income year, it must (among
other things) satisfy the income and assets condition at all times
during that year.®

Relationship between the governing rules condition and the
income and assets condition

29. The governing rules condition and the income and assets
condition are independent special conditions that must be satisfied by
an entity listed in Appendix 1 (in addition to other special conditions
for some entities) in order for its ordinary and statutory income to be
exempt from income tax under Division 50 of the ITAA 1997.

30. While an entity is in breach of either or both of the special
conditions, its ordinary and statutory income will not be exempt from
income tax.’

Examples

Governing rules condition

Example 1 —requirement to record financial transactions and
prepare annual financial statements — substantive requirements
in the entity’s governing rules

31. The Health Society (the Society) is a company limited by
guarantee. It is an entity that meets the description of exempt entity in
item 1.7 of the table in section 50-5 of the ITAA 1997 (a society,
association or club established for the encouragement of science).

32. The Society’s constitution at clause 8 requires it to record all
financial transactions and to prepare annual financial statements.

33. The requirement in clause 8 is the primary mechanism by
which the Society demonstrates that its purposes and objectives are
being met. This requirement is a substantive requirement in the
entity’s governing rules because it defines duties of the entity; it is not
merely a procedural rule.

e Appendix 3 sets out the Commissioner’s administrative treatment that may be
relevant where there has been a breach of the income and assets condition.

" An entity that is not entitled to income tax exemption as a result of such a breach
will need to consider the application of Schedule 2D to the Income Tax Assessment
Act 1936 — Tax exempt entities that become taxable. See also Appendix 3.
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Example 2 —rules not part of the entity’s ‘governing rules’ — not
a breach of the governing rules condition

34. The Beachside Table Tennis Club (Beachside) is an
unincorporated entity that meets the description of exempt entity in
item 9.1 of the table in section 50-45 of the ITAA 1997. It is a society,
association or club established for the encouragement of a game or
sport.

35. Beachside is a table tennis club. Its main purpose is for the
encouragement of table tennis. It fields numerous teams in local table
tennis competitions. Beachside does not own or rent its own premises
and does not provide social facilities for its members.

36. Beachside holds a trivia night for members and their family
and friends at a local community centre in order to raise much
needed funds for the club. Alcohol is served during the event but
Beachside did not arrange for a liquor licence for the evening.

37. The liquor licencing laws do not form part of Beachside’s
governing rules. They are regulatory laws that apply to a large
number of organisations; they are not part of a coherent set of
enforceable rules relating to the establishment, operation and winding
up of the entity. The breach of the liquor licensing laws does not
result in Beachside failing to satisfy the governing rules condition.

Example 3 — requirement to obtain approval for large item of
expenditure — not a breach of governing rules condition — not
substantive

38. The QWE Society (QWE) is an unincorporated entity that
meets the description of exempt entity in item 2.1 of the table in
section 50-10 of the ITAA 1997. It is a society, association or club
established for community service purposes (except political or
lobbying purposes).

39. QWE'’s constitution requires that items of expenditure over
$25,000 be approved by the National Committee. In the year ended
30 June 2014, a single item of expenditure of $27,000 is made by an
employee without approval by the National Committee. The $27,000
is applied in accordance with the community service purposes in
QWE'’s constituent documents.

40. This requirement for Committee approval of expenditure is not
a substantive requirement in the QWE's governing rules. The
requirement is not a right or duty of QWE, it is a procedural
requirement. QWE has not breached the governing rules condition as
a result of the expenditure not being approved by the National
Committee.
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Example 4 — requirement to provide notice — not a breach of
governing rules condition — procedural

41. The XYZ Union (XYZ) is a trade union which is an employee
association and meets the description of exempt entity in item 3.2 of
the table in section 50-15 of the ITAA 1997.

42. XYZ's constitution requires 28 ‘clear’ days of notice in writing
be given to members before an annual general meeting (AGM) is
held (that is, 28 days excluding the date the notice is issued and the
date the AGM is held). There is a separate requirement in the
constitution that an AGM is held each year.

43. In the year ended 30 June 2014, as a result of an inadvertent
error, notices sent to all members advising of the AGM did not allow
the required amount of notice as required under the XYZ's
constitution. Only 26 ‘clear’ days of notice was given to members, as
the relevant officer of XYZ incorrectly included the day the notice was
sent and the day of the AGM in their calculation of the requisite notice
period. Nevertheless, the AGM still goes ahead in accordance with all
of the other relevant rules in XYZ’s constitution.

44, The requirement to provide 28 ‘clear’ days’ notice to members
before an AGM is not considered to be a substantive requirement in
the entity’s governing rules as it is merely procedural. Therefore, the
failure to meet this requirement does not result in XYZ breaching the
governing rules condition.

Example 5 — private benefit — breach of governing rules
condition

45, The Help Charitable Trust (the HC Trust) meets the definition
of a registered charity in item 1.1 of the table in section 50-5 of the
ITAA 1997. Mr Z is the trustee of the HC Trust.

46. The HC Trust’s purpose is set out in clause 2 of the trust
deed, which is to provide food for the homeless. Clause 3 states that
the trustee must only apply the income and capital of the trust for this
purpose. The trust deed is the only source of governing rules of the
HC Trust.

47, In the year ended 30 June 2014, Mr Z transfers all of the
funds from the HC Trust's bank account into his personal home loan
‘offset’ account. This resulted in Mr Z being charged less interest on
his home loan.

48. The requirements in clause 2 and clause 3 of the trust deed
are substantive requirements in the entity’s governing rules as they
are duties of the HC Trust, and are not merely procedural
requirements.
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49. As a result of Mr Z’s actions, the HC Trust has not complied
with all of the substantive requirements in its governing rules. The HC
Trust has therefore failed to satisfy the governing rules condition
under paragraph 50-50(2)(a) of the ITAA 1997 at this particular point
in time.

50. Note that it is also considered that, due to Mr Z's actions, the
HC Trust has not satisfied the income and assets condition under
paragraph 50-50(2)(b) of the ITAA1997.

Example 6 — changing purpose in an income year — not a breach
of governing rules condition

51. Homeless not Helpless (HnH) is an incorporated association
that meets the description of a registered charity in item 1.1 of the
table in section 50-5 of the ITAA 1997

52. HnH was originally established to improve the lives of
homeless women. Its constitution limits its activities to the pursuit of
this purpose. The constitution is the only source of governing rules of
HnH.

53. During the year ended 30 June 2014, in response to an
overwhelming need for its services, HnH began providing assistance
to homeless women, men and children. On 1 July 2013, prior to
commencing these new activities, HnH updates the objects clause in
its constitution to reflect this change in purpose.

54, The requirement in the objects clause in HnH’s constitution
which sets out the association’s purpose is a substantive requirement
in HnH’s governing rules as it is a duty of HnH and not merely
procedural.

55. HnH has satisfied the governing rules condition during the
year ended 30 June 2014. HnH has complied with its objects
clause for the entire income year, as it changed its objects before
commencing activities in pursuit of its new purpose.

Income and assets condition

Example 7 — private benefits breach of the income and assets
condition

56. The Medici Madrigal Society (Medici) is an entity that meets
the description of exempt entity in item 9.1 of the table in

section 50-45 of the ITAA 1997 (a society, association or club
established for the encouragement of music).
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57. The constitution provides that the objects for which Medici is
established are to promote, foster, develop and assist the study of
madrigal (a secular vocal music composition of the Renaissance and
early Baroque eras), provide a forum for madrigal presentations and
to assist and arrange for musicians to travel abroad to participate in
madrigal musical forums. Members of Medici are prohibited from
benefiting from the operation or winding-up of the entity.

58. During the year ended 30 June 2014, Medici receives a
bequest of $300,000. $200,000 of the bequest is applied towards a
six-week trip to Italy and France in that year for Medici’s board of
directors and their families. Only one week of the tour relates to
madrigal forums and study, the remaining five weeks overseas were
spent on an organised tour visiting popular tourist destinations.

59. Medici does not satisfy the income and assets condition under
paragraph 50-70(2)(b) of the ITAA 1997 at the time the $200,000 is
spent on the directors’ families. Medici has not applied its income and
assets solely for the purpose for which it is established; a portion of
Medici’s funds have been applied for private purposes.

Example 8 — profits from commercial activities used to further
entity’s purpose —not a breach of the income and assets
condition

60. The Soul Worship Group (the SW Group) is a religious entity
that meets the description of an exempt entity in item 1.1 of the table
in section 50-5 of the ITAA 1997. The SW Group satisfies the
definition of a ‘registered charity’ under section 995-1 of the

ITAA 1997.

61. The objects of the SW Group include the following:

To do all things necessary for the purpose of advancing the Soul
Worship Group’s religious views.

62. The SW Group’s activities include the provision of Sunday
school classes for children, Bible classes, community gatherings to
discuss its religious views, and the distribution of religious books and
articles.

63. In the year ended 30 June 2014, the SW Group establishes
an ‘opportunity shop’ in an inner-city location, which sells
second-hand goods that have been donated to the organisation. It is
envisaged that the profits from the shop will provide a regular income
stream that will enable the organisation to increase the scale of its
religious activities.

64. In setting up the shop, the SW Group enters into a lease,
purchases some fittings and fixtures, and arranges for volunteers to
operate the shop during business hours. This requires some funds
from the SW Group’s bank account to be drawn down.



Taxation Ruling

TR 2014/D5

Status: draft only — for comment Page 11 of 36

65. The opportunity shop venture is a success, and all of the
profits are applied only for the purpose of the SW Group. The
establishment and operation of the opportunity shop is consistent with
the entity applying its income and assets solely for the purpose for
which it is established.

Example 9 — entity with two purposes (sporting club) — not a
breach of the income and assets condition

66. The United Central Districts Soccer Club (the Club) is an
unincorporated association that meets the description of exempt
entity in item 9.1 of the table in section 50-45 of the ITAA 1997. Itis a
society, association or club established for the encouragement of a
game or sport.

67. The objects in the Club’s constitution state that its main
purpose is the promotion and encouragement of soccer in the local
area. A secondary and minor purpose is to provide social and
recreational facilities for members. The majority of members of the
Club participate (either directly or indirectly) in the entity’s sporting
activities.

68. The Club conducts extensive sporting activities, including
coaching and entering teams in soccer competitions and tournaments
at the local and state levels, and providing referees and other officials
at these events. The Club owns sporting stadiums and ovals from
which matches are played.

69. The Club also provides facilities for its members and visitors
from which it generates considerable income. The majority of profits
from these activities are used for the promotion of the Club’s sporting
activities. The remainder is used to improve the social, non-sporting
facilities of the Club. No funds are applied for any other purpose.

70. The Club has satisfied the income and assets condition for the
year ended 30 June 2014 because it has applied its income and
assets solely for the two purposes for which it is established.

Example 10 — accumulation of income — not a breach of the
income and assets condition

71. The Papillon Society (Papillon) is an entity that meets the
description of exempt entity in item 1.7 of the table in section 50-5 of
the ITAA 1997. It is a society, association or club established for the
encouragement of science.

72. The constitution of Papillon provides the objects for which the
entity is established are to promote, foster, develop and assist the
study of butterflies, provide a forum for presentations and to assist
and arrange for butterfly researchers to travel abroad to participate in
scientific forums.
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73. Papillon derives income from a number of sources, including
bequests and a share portfolio. For the year ended 30 June 2014,
Papillon received $310,000 in income. Of this amount, $210,000 is
applied towards meeting the entity’s objects, and the balance of
$100,000 is retained. Papillon has a 5-year plan to accumulate
enough money to upgrade its research facilities and to employ
another research scientist.

74. Papillon’s accumulation of funds in the year ended

30 June 2014 does not breach the income and assets condition.
Papillon has applied its funds in a manner consistent with its objects,
while accumulating funds to further its objects.

Example 11 —insignificant misapplication of income or assets —
not a breach of the income and assets condition

75. The Oz Employee Association (OEA) is an entity that meets
the description of exempt entity in item 3.1 of the table in
section 50-15 of the ITAA 1997. It is an employee association.

76. During the year ended 30 June 2014, the treasurer of OEA
makes an error when using the online banking facility. The treasurer
accidentally pays an invoice for a one-off cleaning of his private
residence using OEA'’s funds. The same cleaning company services
both the treasurer’s house and OEA's office. There were no other
misapplications of funds in the income year.

77. In these circumstances, the overpayment is an insignificant
misapplication of OEA’s assets. On this basis, OEA does not breach
the income and assets condition for the year ended 30 June 2014.

Date of effect

78. When the final Ruling is issued, it is proposed to apply both
before and after its date of issue. However, the Ruling will not apply
to taxpayers to the extent that it conflicts with the terms of settlement
of a dispute agreed to before the date of issue of the Ruling (see
paragraphs 75 to 76 of Taxation Ruling TR 2006/10).

Commissioner of Taxation
13 August 2014
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Appendix 1 — Entities to which the
Ruling applies

0 This Appendix lists the entities to which the Ruling applies. It
forms part of the proposed binding public ruling.

79. This Ruling applies to entities that meet the description in column
2 of the following items in the tables in Division 50 of the ITAA 1997:

o item 1.1 of the table in section 50-5 dealing with
registered charities

o item 1.3 of the table in section 50-5 dealing with scientific
institutions

o item 1.4 of the table in section 50-5 dealing with public

educational institutions

. item 1.6 of the table in section 50-5 dealing with funds
established to enable scientific research to be conducted
by or in conjunction with a public university or public

hospital

. item 1.7 of the table in section 50-5 dealing with societies,
associations or clubs established for the encouragement
of science

. item 2.1 of the table in section 50-10 dealing with

societies, associations or clubs established for community
service purposes (except political or lobbying purposes)

° item 3.1 of the table in section 50-15 dealing with
employee associations or employer associations

. item 3.2 of the table in section 50-15 dealing with trade
unions

o item 4.1 of the table in section 50-20 dealing with funds
contributing to other funds®

o item 6.1 of the table in section 50-30 dealing with public
hospitals

o item 6.2 of the table in section 50-30 dealing with

hospitals carried on by a society or association

o item 9.1 of the table in section 50-45 dealing with
societies, associations or clubs established for the
encouragement of: animal racing; art; a game or sport;
literature; or music, and

. item 9.2 of the table in section 50-45 dealing with
societies, associations or clubs established for musical
purposes.

8 Until the repeal of this item effective 1 January 2014.
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Appendix 2 — Explanation

0 This Appendix is provided as information to help you
understand how the Commissioner’s preliminary view has been
reached. It does not form part of the proposed binding public ruling.

Background

80. Division 50 of the ITAA 1997 exempts from income tax the
total ordinary and statutory income of entities that are covered by the
various items in the tables listed in the Division. The tables in
Division 50 apply to a range of specified categories of entity. Many of
the items in the tables require that certain special conditions must be
satisfied before the income of an entity can be exempt from income
tax. These special conditions vary depending on the nature of the
entity.

81. Schedule 11, Part 5 of the Tax Laws Amendment (2013
Measures No. 2) Act 2013 inserted two additional special conditions
in sections 50-15, 50-50, 50-55, 50-65, 50-70 and 50-72° of the
ITAA 1997. These special conditions are:

. an entity must comply with all the substantive
requirements in its governing rules, and

. an entity must apply its income and assets solely for
the purpose for which the entity is established.

82. These two additional special conditions apply to an entity from
the entity’s income year that commences on or after 1 July 2013.

Governing rules condition

83. The first of the two special conditions for income tax
exemption inserted into Division 50 of the ITAA 1997 by the Tax Laws
Amendment (2013 Measures No. 2) Act 2013 is the governing rules
condition. This is the requirement that an entity must ‘comply with all
the substantive requirements in its governing rules’.

84. Three questions must be considered to determine whether an
entity satisfies the governing rules condition:

° What are the ‘governing rules’ of the entity?

. What are the ‘substantive requirements’ in the entity’s
governing rules?

. Has the entity complied with all of the substantive
requirements in its governing rules?

% Item 4.1 (funds contributing to other funds) was included at the time the governing
rules condition and income and assets conditions were introduced. This item was
repealed by Charities (Consequential Amendments and Transitional Provisions)
Act 2013, effective 1 January 2014.
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What are the ‘governing rules’ of the entity?

85. The first step in applying the governing rules condition is to
ascertain the ‘governing rules’ of the entity.

86. The words ‘governing’ and ‘rules’, and the composite phrase
‘governing rules’ are not defined in the ITAA 1997. It is therefore
necessary to consider the ordinary meaning of the phrase in the
context in which it appears.*® This context is determined by
considering the specific provisions in Division 50 of the ITAA 1997, as
well as statements in the Revised Explanatory Memorandum to the
Tax Laws Amendment (2013 Measures No. 2) Bill 2013 (Revised
Explanatory Memorandum).

87. The Oxford Dictionary of English defines the term ‘govern’ to
mean ‘conduct the policy, actions, and affairs of (a state,
organization, or people) with authority’. ** One of several meanings of
‘rule’ in the Macquarie Dictionary is ‘a principle or regulation

governing conduct, action, procedure, arrangement, etc’.*?

88. The Revised Explanatory Memorandum states that the
governing rules condition was introduced to ensure that an entity is
not entitled to income tax exemption if it engages in certain
‘inappropriate conduct’ that is insufficient to manifest in a separate
purpose, but is nevertheless inconsistent with the substantive
requirements in its governing rules.*

89. For the purposes of Division 50 of the ITAA 1997, it is
considered that ‘governing rules’ are a coherent set of enforceable
rules relating to establishment, operation and winding up of the entity.
They are the rules that authorise the policy, actions and affairs of the
entity.

90. In most instances, an entity’s governing rules are set out in
writing. There may be some circumstances, however, where an
entity’s governing rules are unwritten, although such circumstances
are likely to be rare.

91. Where an entity’s governing rules are put in writing, a
document or documents setting out matters such as the
establishment, operation and winding up of the entity are a key
source of those governing rules. Such documents are commonly
referred to as the ‘constituent documents’ of the entity. Depending on
the nature of the entity, governing rules may be contained in
constituent documents such as constitutions, memoranda and articles
of association, association rules, co-operative rules, trust deeds,
enacting legislation and church laws.

19 ¢|C Insurance Ltd v. Bankstown Football Club Ltd (1997) 187 CLR 384 at 408;
[1997] HCA 2.

M 3rd edn.

2 5th edn.

13 Revised Explanatory Memorandum to the Tax Laws Amendment (2013 Measures
No. 2) Bill2013, paragraphs 9.57 — 9.60.
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92. These various documents containing the governing rules of an
entity contain rules in relation to matters such as:

. The entity’s objects or purposes (what the entity is set
up to do).

. The entity’s powers (how the entity will do those
things).

. Membership of the entity, including applying for or

ceasing membership, providing a register of members,
disciplining members, and settling disputes involving

members.

. Management of the entity, including the composition of
committees, and the roles of various officers of the
entity.

o Financial matters of the entity, including establishing

funds, accounts, borrowing, and audit requirements.
o The winding up of the entity.

93. An entity may have governing rules from more than one
source.

94. Rules that apply to an entity may be from a variety of sources,
and may or may not form part of the entity’s governing rules.
Examples of such rules applicable to an entity include:

o contracts entered into with government;

J codes of conduct (which may be voluntary or
mandatory)

o regulatory State or Commonwealth laws

o laws applying to a particular type of entity, and

o other rules relating to the sector in which the entity
operates.

95. Not all of the rules that apply to an entity will form part of the
entity’s ‘governing rules’. For a rule to come within the governing
rules of an entity, it must come from a source whose function is to
‘govern’ the entity. That is, the rule must be one that authorises the
policy, actions or affairs of the entity.

96. It is therefore necessary to consider whether, apart from the
constituent documents of the entity (if any), any other rules are
included in the entity’s governing rules. For example:

o the governing rules of an entity that is a trust
established by a deed would include the trust deed, as
well as the trust law that applies to the trust (under the
general law and statute)
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o the governing rules of an entity that is a corporation
limited by guarantee or a corporation limited by shares
would include its constitution, and the Corporations
Act 2001 (Cth), to the extent that the statute was
applicable to the company, and

o the governing rules of an entity that is an incorporated
association would include the relevant state or territory
legislation applicable to associations.

97. The governing rules of some entities come from a centralised
source. For example, the canon law of a particular church may
constitute the governing rules that apply to a number of entities
controlled by a central administrative body.

98. Rules which apply because of a choice made by the entity to
enter into leases, licences, contracts of service or for government
concessions such as fundraising exemptions or deductible gift status,
do not form part of the entity’s governing rules.

What are the ‘substantive requirements’ in the entity’s governing
rules?

99. The next step in applying the governing rules condition is to
determine the ‘substantive requirements’ in the entity’s governing
rules.

100. The ITAA 1997 does not define the words ‘substantive’ and
‘requirements’, or the composite phrase ‘substantive requirements’. It
is therefore necessary to consider whether the phrase takes its
ordinary meaning in the context in which it appears,** or whether it
has a technical legal meaning.

101. The context is determined by considering the specific
provisions in Division 50 of the ITAA 1997, as well as statements in
the Revised Explanatory Memorandum.

102. The phrase ‘substantive requirements’ narrows the enquiry of
the governing rules condition. That is, the governing rules condition
focuses on whether an entity has complied with all of the ‘substantive
requirements’ in its governing rules, as opposed to whether it has
complied with all of its governing rules.

103. The Revised Explanatory Memorandum explains that by
limiting the loss of income tax exemption to breaches of substantive
requirements in an entity’s governing rules, breaches of procedural
irregularities would not result in an entity losing its tax exempt
status.™

1% CIC Insurance Ltd v. Bankstown Football Club Ltd (1997) 187 CLR 384 at 408;
[1997] HCA 2.

15 Revised Explanatory Memorandum to the Tax Laws Amendment (2013 Measures
No. 2) Bill 2013, paragraph 9.61.
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104. The phrase ‘substantive’ in the income and assets condition
takes its technical legal meaning.*® In the Oxford Dictionary, one of
the definitions of ‘substantive’ is ‘(of law) defining rights and duties, as
opposed to giving the procedural rules by which those rights and
duties are enforced’. *” The Macquarie Dictionary defines
‘requirement’ as ‘that which is required; a thing demanded or

obligatory’. '8

105. The ‘substantive requirements’ of an entity’s governing rules
in the context of Division 50 of the ITAA 1997 are the rules that define
the rights and duties of the entity.

106. The procedural rules by which the rights and duties are
applied or enforced are not part of the ‘substantive requirements’ in
an entity’s governing rules.

107. The substantive requirements in an entity’s governing rules
include the 