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Overview

* Legal Responsibility of Charities and Directorsin
Fundraising

 Fundamental Legal Considerations Involved in
Fundraising

* Donor’sRightsand Remediesin Fundraising

* Avoiding Liability in Fundraising I nvolving
Testamentary Gifts

* Avoiding Liability Involving Donor Restricted
Charitable Gifts

* Avoiding Liability in Gift and Fundraising
Programs

* Fundraising Liability and Anti-terrorism
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* Civil Penaltiesfor Misrepresentations of Tax
Matters by Third Parties Under the I ncome Tax
Act

* The Effect of New Regulations under the Charities
Accounting Act

* Recent Changesto the Income Tax Act Affecting
Charitable Receipting

o Utilizing Ten Year Giftsin Charitable
Fundraising

 Conditional Gifts

Thispower point isa selective summary of a recently
updated article by the same name available at
www.charitylaw.ca
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Resour ce M aterials
 www.charitylaw.ca

— Charity Law Bulletins #8, #9, #13, #17, #21, #23
#35, #40 and #41

— Articleentitled “Looking a Gift Horsein the
Mouth - Avoiding Legal Liability in
Fundraising”

— Article entitled “Donor Restricted Charitable
Gifts Revisited: A Practical Overview”

— Article entitled “ Recent Changes to the Income
Tax Act Affecting Charities”

e www.antiterrorismlaw.ca

— Article entitled “ Charities and Compliance with
Anti-terrorism Legislation: The Shadow of the

Law”
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L egal Responsbility of Charities and
Directorsin Fundraisng

* Improper or negligent actions by development
officersor fundraisers may expose a charity and
itsdirectorsto legal liability

* Thecourt held in The Aids Society for Children
(Ontario) that

— Although a charity does not hold its charitable
property in trust for itscharitable purpose, a
charity hasafiduciary obligation to apply
donationsfor its charitable purposes

5
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— A fiduciary has a legal obligation to put the
interests of othersahead of theinterests of
thefiduciary

— Thereislittle practical distinction for
directors between being a trustee and
having fiduciary obligations

— A charity and itsdirectors have a fiduciary
obligation to account to the public for all
fundsraised from donors

— Charitiesand directorstherefore have a
fiduciary obligation to donorsto ensure
that donations are applied for the
charitable purposes of the charity
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— Itisessential for charitiesand their directors
to review charitable objects on aregular basis
and amend those objects as necessary

— Third party fundraisers and subcontractors
are agents of the charity and may cause
liability for both the charity and its board of
directors personally

— Fundraising contr acts which provide for
unreasonable compensation may be voidable
based upon both violation of public policy
and/or misrepresentation

7
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— Misrepresentation is deter mined by the
per ception of the donor, not by the intent of the
charity or itsdirectorsin receiving the gifts

— Thefiduciary duty of a charity and its board of
directorsto account for donations appliesto
the gross amount of donations raised by third
party fundraisers, not to the net amount that
the charity may be entitled to pursuant to a
fundraising contract

— Fundraising costs of between 70% to 80%
render ed the contracts void as being contrary
to public policy

— Thedirectors were found personally liable for
unreasonable fundraising costs in the amount
of $766,000

— Fundraising companies wererequired to repay
unreasonable fundraising costs

— Thedirectors wer e subjected to a penalty of
$50,000.00 under the Charities Accounting Act
(Ontario)

* Thecourt in National Society for Abused Women
and Children confirmed

— Fiduciary obligation of directorsto account for
unconscionable fundraising costs

9
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— Fundraising contract was declared void
abinitio as being contrary to public palicy

— Donorsare entitled to know about fundraising
and administrative costs when making
donations

* For moreinformation on these cases, see Charity
Law Bulletins #9, #13 and #17 at
www.charitylaw.ca

* The*buck” stopswith the board of directors of a
charity after everyone else hasleft the charity

* Theboard of directors must therefore be made
familiar with all fundraising programs and the
liabilities that are associated with those programs
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Fundamental L egal Consider ations | nvolved
In Fundraising

* Fundraisingisnot an end in itself

 Fundraising must comply with the applicable
cor por ate objects and power s of the charity

— The fundraising program must not be ultra
vires the charitable objects of the charity

— The charitable purpose being furthered by
fundraising must not be ultra viresthe
charitable objects

— A donor restricted gift resulting from
fundraising must not be ultra viresthe
charitable objects

11
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» Fundraising must not violate applicable statutory
provisions

— Specific charitable statutes affecting
fundraising

 Charities Accounting Act (Ontario) and
applicable regulations

» Charitable Gifts Act (Ontario)
* Religious Organizations Land Act (Ontario)
* Income Tax Act (Canada)

- Exposureto civil penaltiesfor
misrepresentation of tax matters by third
parties
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» Charitable Fund-raising Act (Alberta)
» The Charities Endorsement Act (M anitoba)
» Charities Act (PEI)

» Charitable Fund-raising Businesses Act
(Saskatchewan)

* Anti-terrorism Act (Canada)
o Taxation Act (Quebec)

— Uniform Law Reform Commission is studying
the standardization of fundraising legislation
across Canada

13
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— Gener al statutes affecting charitable
fundraising

* Trustee Act (Ontario)

» Securities Act (Ontario)

* Insurance Act (Ontario)

* Loan and Trust Corporations Act (Ontario)
» Competition Act (Canada)

» Personal Information Protection and
Electronic Documents Act (Canada)
(PIPEDA)
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* Provincial Privacy Legislation

» Charities Registration (Security | nformation)
Act (Canada)

» Business Names Act (Ontario)
» Competition Act (Canada)

* Fundraising must not involve giftsthat are
contrary to public policy

— Charitable giftsinvolving discrimination

— Charitable giftsinvolving illegal activities

15
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Donor’s Rights And Remedies
In Fundraising

» General exposureto liability involving donors

— Misrepresentation involving issuance of
charitable receipts and/or the amount

— Failureto comply with donor restrictions
— Failureto disclose excessive fundraising costs

— Detrimental reliance upon charitable
endor sements

— Detrimental reliance upon improper tax advice
involving donations

— Breach of fiduciary duty and/or breach of trust
in applying funds to charitable pur poses

16

» Donor’sstatutory rights
— Charities Accounting Act (Ontario)
» Section 6 of the CAA (publicinquiry)

» Section 10 of the CAA (alleged breach of
trust)

o Section 4(d) of the CAA (noncompliance
with donor directions)

» Section 3 of the CAA (formal passing of
accounts)

— The Income Tax Act (Canada)
» Informal complaint to CRA
* Resulting audits
* Receipting and olisbursement violations
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Avoiding Liability in Fundraising | nvolving
Testamentary Gifts

* Reducing legal risks from estate planning
programs

— Shift thelegal risk away from the charity

» Download therisk to professionals, i.e.
accountants or lawyers, to establish
evidence of due diligence

» Raisethe shield of liability insurance
whenever possible, if available

* Return any original willsor codicilsto
donorsor their lawyers
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— Avoid circumstances conducive to allegations
of undue influence

» Directing work to a particular lawyer
» Paying for a portion of donor’slegal costs

» Acting aseither an estate tr ustee (executor)
or attorney under a power of attor ney

* Preparing awill or power of attor ney

* Providing advice on how to structure
disposition clausesin a will

* Providing recommendations on how much
of the estate should be given to a charity or
charitiesin general

19
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* Completing the will guide on behalf of the
testator instead of only assisting with
background information

* Meeting with the lawyer when the donor
givesinstructionsfor the will

» Being present when the will is being signed

» Offeringtostorethe original will, codicil to
awill, or power of attorney

* Managing testamentary gifts

— Ensure that a copy of the will is received and
carefully review charitable gift provisions

— Review any applicable donor restrictions
befor e agreeing to receive the gift
20

— Requireprogressreportson the
administration of an estate

— Request the distribution of giftsto the estate at
the earliest oppor tunity

— Havelegal counsel review estate releasesasthe
charity can not sign an indemnity for money or
cause of action beyond what the estate would
have other wise been liable for

— Havelegal counsel review estate accounts
befor e signing estate r eleases

— Review appr opriateness of investments

— Ensurethat tax credits are used against 100%
of incomein the year of death and carried back
oneyear, if necessary

21
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— Make surethat only duly authorized signing
officer s execute the releases

* Resist voluntarily renouncement of a charitable
gift
— A charity may be asked torenounce a
testamentary gift in situations of financial

har dship involving family members of the
deceased

— Thereisnolegal authority for a charity to
unilaterally renounce a gift

— Even court authorization for arenunciation of
a testamentary gift isunlikely

— The charity therefore has a fiduciary obligation
to pursue testamentary gifts
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Avoiding Liability I nvolving Donor
Restricted Charitable Gifts

 Thedifference between unrestricted and donor
restricted charitable gifts

— What isan unrestricted charitable gift?

* Anunrestricted charitable gift isa gift to
the charity that is not subject to any
restrictionsor limitations

— What isa donor restricted charitable gift?

* A donor restricted charitable gift that isa
gift subject to binding restrictions,
conditions or limitations

23
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* Instances of breach of trust involving donor
restricted charitable gifts

— Diverting afund to another application
— Withholding a fund

— Pooling restricted funds with funds of another
donor

— Encroaching on the capital of an endowment
fund

— Altering theterms of a trust deed
— Borrowing from arestricted fund

— Using sur plus funds from a fundraising
appeal for a different purpose
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— Altering terms of adonor restricted fund
without court authorization

 Canadonor restriction be unilaterally varied?

— Only acourt can vary a donor restricted
charitable gift on a cyprés application

— Exceptionsare

» Gift reverting tothe donor on afailed
cyprés application

» Gift reverting tothe donor on the failure of
either a condition precedent or a condition
subsequent

25
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* How should donor restricted gifts be managed
once received?

— ldentify the nature of the charitable gift
— Review and approve donor restrictions

— Effective ongoing management of donor
restricted charitable gifts

* Deposit into the bank account of the named
charity

* Invest fund in accordance with applicable
investment power

* Do not borrow against restricted fund

o Comminglerestricted fundsonly in
accordance with regulationsin Ontario and
not with general funds

26

* How can donor restricted charitable gifts be
avoided in thefirst instance?

— Encourage unrestricted gifts

— Alter natively encour age the use of non-
binding directions

— Advisedonorsthat all gifts are deemed to be
unrestricted unless specifically stated
otherwise

27

www.carters.@ www.charitylaw.@




CAI@ERSCa Terrance S. Carter, B.A., LL.B.

* Preventative stepsto reduce liability involving
donor restricted charitable gifts

— Public fundraising appeals should state that
any surplus funds will be used for the general
charitable pur poses of the charity

— Ensurethat donor restricted gift includesa
cyprés clause that will allow the charity to
amend the purpose

— Ensurethat documentation creating donor
restricted charitable trustsinclude the words
“in trust”
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* Protecting donor restricted charitable gifts

— Background of Christian Brothers series of
decisions

— Exigibility of special purpose charitabletrusts

— Commentary on the Christian Brothers Ont.
Court of Appeal decision

» Decision isat odds with common law that
statesthat trust property is not subject to
claims against the tr ustee

* Misunderstanding of what a charitable
purposetrust is

* Limited application of the decision
provides little comfort

29
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— Impact of the Christian Brothers Ont. Court
of Appeal decision

» Claimsagainst charitieswill likely
Increase

» Special purposetrust endowmentswill be
at risk to creditorsof the charity

* Theability of donorsto create enforceable
restricted gifts will be weakened

* Donorswill bereluctant to give large gifts
directly to an operating charity
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— Developing a strategy in response
» Utilize an armslength parallel foundation

» Utilize a community foundation or trust
company

o Structure gift as a determinative gift with a
gift over to another charity

* For moreinformation see
www.charitylaw.ca article on “ Donor
Restricted Charitable Gifts Revisited: A
Practical Overview”

31
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Avoiding Liability in Gift and
Fundraising Programs

e Giftsof Shares

— Gift of sharesor interestsin a businesswill be
subjected to the Charitable Gifts Act (Ontario)

* Charities can not own morethan a 10%
interest in a business for longer than 7 years

» If acharity owns morethan a 50% interest
In a business then reporting requirementsto

P.G.T. apply

» Potential liability in relation to improper valuing
and receipting of shares of publicly traded
companies

32

— Need toreview CRA position on deter mining
fair market value

— Need toreview factors outlined by CRA in
valuing shares as set out in Registered Charity
Newsletter No. 12

o Giftsof real estate

— Threeyear restrictions on property
investments under the Charities Accounting Act
(Ontario)

— Liability for toxic property and need for
environmental assessment

— Need for due diligence sear ches
— Inability of charity to managereal property

33

www.carters.@ www.charitylaw.@




CAI@ERSCa Terrance S. Carter, B.A., LL.B.

* Recelving used “giftsin kind”
— Need for appraised fair market value

— Potential liability to third parties from using
recycled property

» Self insured gift annuities

— The difference between self insured and
reinsured gift annuities

o Sdf insured gift annuity
* Reinsured gift annuity

— Legal risks associated with self insured
annuities

» Lack of corporateauthority

34

* Violation of the Insurance Act (Ontario)
* Operational financial risks

* Restrictions on foundationsissuing
annuities

» Debt instruments forgivable on death
— Need testamentary instrument to for give debt

— If not properly forgiven, will become an asset
owing to the estate

e Bill C-45 Amendmentstothe Criminal Code
(Westray Mines)

— In effect criminalizes situations which
previously were only matters of negligence

35
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— Charities, directors and officers may be
exposed to personal liability

— insurance may not be available for defence
costs

— See Charity Law Bulletin #35 at
www.charitylaw.ca for more details

* Transferring capital funds between charities

— Ensurethat there are charitable objectsto
permit the transfer of funds

— ldentify donor restricted charitable gifts

— ldentify impossible or impractical donor
restrictions

36

— Change of trustees by deed of trust

— Unrestricted fundsto be applied for original
charitable pur pose

* Investment issuesin fundraising
— Determine what investment power applies
— Review prudent investment standard

— New delegation of investment decision
making under Trustee Act (Ontario)

— Seewww.charitylaw.ca, Charity Law Bulletin
#8 for more details

37
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 Managed or pooled investment of charitable funds

— Doestherecipient charity have the corporate
power to operate a pooled fund?

— Doestheinvestment power of each participating
charity permit it toinvest charitable monies by
pooling monieswith a third party?

— Doesthe Loan and Trust Corporations Act
(Ontario) have application?

— Doesthe Bank Act (Canada) have application?

— Doesthe Securities Act (Ontario) have
application?

— Iscourt authorization required to pool
investment funds of various charities?

38

* Fundraising legislation
— Ontario: Charities Accounting Act
— Alberta: Charitable Fund-raising Act

— Saskatchewan: Charitable Fund-raising
Businesses Act

— Manitoba: Charities Endorsement Act
— Quebec: Taxation Act

— Prince Edward Island: Charities Act
— Federal: Privacy legislation - PIPEDA

39
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Federal Competition Act - Deceptive telemar keting
& false or misleading misrepresentation

— Définition of “business’ includestheraising of
fundsfor charitable or other non-profit
pur poses

— Telemarketing is prohibited unlessthereis
statutorily mandated disclosure

— Violation of the Competitions Act constitutes a
criminal offence

— A duediligence defenseis available

— Directorsand officers of a charity can be held
personally liable

40

* Legal issuesinvolving fundraising on the inter net

— The prohibition on false or misleading
representation applies to telemarketing, door -
to-door solicitation, and items offered for sale
by the charity

— A false or misleading representation does not
requirethat it be proven that any person was
deceived or mislead

— Territorial jurisdictional issues
— Intellectual property law issues
— Potential for civil action from the inter net

— Domain names, trade-mar ks and the inter net

41
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— Marketing and advertising on the inter net
— PIPEDA and provincial privacy legislation

» Legal issuesin sponsorship arrangements

— Distinguishing between receiptable donations
and non-receiptable sponsor ship payments

— Theimportance of documenting sponsor ship
arrangements

— Protecting and licensing trade-marksin
sponsor ship arrangements

— Liability exposure from sponsor ship
arrangements

42

* Fundraising Liability and Anti-terrorism

— Legidlation isvery complicated, see
www.antiterrorismlaw.ca for article “ Charities
and Compliance with Anti-terrorism
Legislation: The Shadow of the Law”

— Charity and itsdirectors need to have a
wor king knowledge of the anti-terrorism
legislation in making a gift to charity

43
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— Even giftsthat unintentionally end up in the
wr ong hands thr ough agents of the charity can
violate anti-terrorism legislation and create
exposureto liability for the charity and its
board

— A charity could lose its charitable status

— Directors, donors and fundraisers could be
found personally liable

— Need to develop a due diligence checklist to
avoid unintentional violations of the legislation

— However, anti-terrorism legislation generally
involves strict liability legislation so due
diligenceis not necessarily a defence

44

Civil Penaltiesfor Misrepresentation of
Tax Matters by Third Parties Under the
| ncome Tax Act

* InJune 2000, section 163.2 of the I TA was
introduced to provide for a new civil penalty for
third parties, such astax preparers, advisors, tax
shelter promoter s and valuator s who cause others
to misrepresent their taxes owing

* Therearetwo separate penalties, one dir ected
primarily at those who prepare, sell or promote a
tax shelter or tax shelter-like arrangement, and
the other directed at those who provide tax-
related servicesto a taxpayer

45
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* Penalties extend to professional fundraisers, as
well as any individualswho areinvolved directly
or indirectly in giving tax advice, including
individuals who advise on the tax implications of
giving donations to a charity

» Penalties also extend to advice given on the
inter net through the website of a charity, whether
in written form or in an exchange between the
charity and the donor

 CRA’sFact Sheet dated November 2002 and
Registered Charities Newsletter No. 16 issued on
October 9, 2003 indicate that third party penalties
can include charitiesthat receive a donation if “it
knows—or if it can reasonably be expected to have
known —that the appraised value was incorrect.”

46

The Effect of New Regulations under the
Charities Accounting Act

* Theimpact of regulations under the Charities
Accounting Act (Ontario) for commingling

— Norelief to the common law rule prohibiting
directorsfrom receiving remuner ation

— Indemnification of directors and officersand
liability insurance is now permitted

— Charities may comminglerestricted and
special purpose funds provided that detailed
accounting recor ds are maintained

— However, commingling of restricted funds
and general funds are not per mitted

a7
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Recent Changesto the |ncome Tax Act
Affecting Charitable Receipting

Revised Draft Technical Amendmentsto the Income
Tax Act wereintroduced on February 27, 2004. The
maj or changes br ought by the February 2004
Amendments, in addition to the December 20, 2002,
February 18, 2003 Budget Amendments and the
December 5, 2003 Dr aft Amendments, are
summarized below:

1. New Definition of Gift

— Thetraditional common law definition of a gift
requires.

— Thedonor must have an intention to give
— Theremust be a transfer of property

48

— Thetransfer must be made voluntarily without
contractual obligation

— No consideration or advantage can be received
by the donor

» Thereforeacontract to dispose of property to a
charity at a price below fair mar ket value would
not generally be considered a gift at common law
for which a charitable receipt could beissued for
the differencein price

» Similarly, a gift to a charity that entitles the donor
to receive a benefit of a material nature would not
be a gift at common law for which a receipt could
beissued even if the value of the gift significantly
exceeded the benefit received

49
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» Draft amendmentsto the Income Tax Act in
December of 2002 and December of 2003 create a
new concept of “gift” for tax purposes which
permits adonor toreceive atax credit under the
Act even though the donor receives a benefit,
provided that the value of the property exceeds
the benefit received by the donor

* However, theidea that a gift can provide a benefit
back to the donor isforeign to the common law
concept of a gift

» Thedraft amendmentsreflect an importation of
the civil law concept of gift which permitsa
benefit back to the donor

50

* Whilea gift with an advantage may be deemed a
gift under the Income Tax Act, it will not be a gift
at common law and ther efore there will be no
transfer of title

» Utilizingacontract in order totransfer title may
raise questions of donative intent that could
preclude a gift for tax purposes

* Inorder todocument thetransfer of title where
thereis an advantage to the donor, and the
expectation of a charitable receipt, the alter native
of doing so by making use of a charitable trust
should be consider ed

51
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2. New Split-Receipting Rules

* The key requirements of what will be recognized
asa gift for income tax purposes for split
receipting based on the new definition of gift
reflected in the December 2002 and December
2003 amendments are as follows:

— There must be voluntary transfer of property
with a clearly ascertainable value

— Any advantage received by the donor must
be clearly identified and its value
ascertainable

52

— Theremust be a clear donativeintent by the
donor to benefit the charity

— Donative intent will generally be presumed
provided that the fair market value of the
advantage does not exceed 80% of the value of
the gift

— Theeligible amount of a gift will be the excess
of the value of the property transferred over
the amount of the advantage received by the
donor

53
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— Theamount of the advantage isthetotal value
of all property, services, compensation or
other benefitsto which the donor, or a person
not dealing at arms length with the donor, has
received or obtained or isentitled either
immediately or in the future as partial
consideration for or in gratitude for the gift or
that isin any other way related to the gift

— Excluded from the value of the advantageis
token consideration for the gift calculated on
the basis of a “de minimisthreshold” of the
lesser of 10% of the value of the gift and
$75.00

54

* Thecharitablereceipt will now need toidentify
the advantage and the amount of the advantage
as well asthe eligible amount of the resulting gift

* Theadvantage can bereceived prior to, at the
sametime as, or subsequent to the making of the
gift

* Itisnot necessary for a causal relationship to
exist between the making of the gift and the
receiving of the advantage aslong asthey are“in
any other way” related to each other

55
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 Therefore, if adonor makesagift in
consider ation of the charity employing his
spouse, or the charity hires his spousein
gratitude of the gift being made in the future,
then the value of the advantage would need to
include the employment of the spouse

* Inaddition, the advantage could even be
provided by third parties unbeknownst to the
charity, which fact may necessitate that charities
make inquiries of donorsif they have received a
related benefit from anyone

56

* A recelpt can beissued where the advantage
received by the donor (less any token
consider ation based upon the “ de minimis
threshold” of thelesser of 10% of the value of
the gift and $75.00) does not exceed 80% of the
value of the gift.

» For example, theticket pricefor atable of 8 at
afundraising dinner is $2,000.00, the fair
mar ket value of the dinner is $800.00, the value
of complimentary items; i.e., the door prizes
and table giftsis $300.00

57
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Total pricefor atableof 8 $2000.00
Less:
- value of dinner $800.00
- complimentary items  $300.00
(complimentary items
exceed the lesser of 10%
of $2000.00 or $75.00)

Total value of advantage

received by the donor $1,100.00
Eligible amount of
charitable receipt $ 900.00

58

» Split receipting at auctions

— Generally, sincethe bid value at an auction is
considered to be the fair market value, no
charitable receipt can beissued for an
auctioned item

— However, when the value of an item can be
clearly determined and is disclosed to all
biddersin advance, the eligible amount for
receipting would be the difference between the
amount bid and the posted value

— Wheredonativeintent is established (i.e. in
instances wher e the posted value of theitem is
not morethan 80% of the accepted bid), a
receipt may beissued for the eligible amount

59
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e Purchases of service at auctions

— Where a purchased service has an established
fair market value that has been identified to
all bidders at the auction befor e the opening
bid, a receipt can beissued to the purchaser
for the “eligible amount” where donative
intent exists

— Theeligibleamount for the value of the
service would be the difference between the
amount paid and the amount of the
advantage

— See Registered Charity Newsletter No. 17 at
http://www.ccr a-
adrc.gc.ca/E/pub/tg/charitiesnews-17/newsl17-
e.ntml for other examples of split receipting
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3. Charitable Annuities:

« CRA indicated in Technical News No. 26 in
December 2002 that the previous administrative
position with regard to charitable annuities has
no basisin law and can not be continued as a
consequence of the amendment to subsection
248(33) of the Income Tax Act

* Instead, anew administrative policy has been
proposed which providesfor a charitable
receipt based on the differ ence between the cost
of the annuity and the gift, rather than the
difference between the anticipated annuity
payments and the amount of the gift
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Facts:

» A donor makes a $100,000 contribution to a
charitable or ganization

 Thedonor’slife expectancy is 8 years (and the
donor lives 8 years)

 Thedonor isto be provided annuity payments of
$10,000 per year (total of $80,000)

* Thecost of the annuity to provide the $80,000
payment over 8 yearsis $50,000
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Former tax treatment under Proposed tax treatment under
IT-111R2 Technical News No. 26

* thedonor receivesatax  thedonor receives atax
receipt of $20,000 for the receipt of $50,000 for the
year of donation, beingthe year of donation, beingthe

amount of $100,000 in amount of $100,000 in
excess of the annuity excess of the $50,000 cost to
payments of $80,000 provide the annuity

« All of the $80,000 annuity  $30,000 of the $80,000
payments aretax free annuity paymentswill be

included asincome of the
donor over 8 years, with
the balance of the $50,000
to betax free
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 However, CRA indicated that the administrative
policy set out in IT-111R2 will continue to apply
to annuitiesthat wereissued prior to December
21, 2002.

* The expectation of CRA that, notwithstanding
the withdrawal of thisadministrative policy,
“charitable annuities are likely to continue as a
means of fund raising, and may well be more
advantageousto the donor” remainsto be seen
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4. The Evolving Shutdown of Tax Shelter Donation
Programs

Definition of Tax Shelter:

» A tax shelter isdefined under the | ncome Tax
Act as any property for which a promotion
representsthat an investor can claim deductions
or credits which equal or exceed the actual
amount of the investment within four years of its
purchase

 Thedé€finition of tax shelter was amended in the
February 2003 Budget to include tax credits on
charitable donations and limited recour se debt

* Thismeant that tax shelter donation programs
with promises of net return on investments were
required to beregistered astax shelters
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Description of Tax Shelter Donation Program:

» The potential misuse of tax shelter donation
programs continued to be scrutinized by CRA and
was not limited toonly “art flips’

* Theposition of CRA was set out in a CRA Fact
Sheet entitled “ Art-Donation Schemesor ‘Art-
Flipping'”. The mechanism commonly utilized in
these schemesis explained as follows:

— Step 1: A promoter givesa person the
opportunity to purchase one or more wor ks of
art or another item of speculative value at a
relatively low price and wor ks with the person
in donating the itemsto a Canadian registered
charity
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— Step 2: The person donatestheart or other
item and receives a tax receipt from the charity
that is based on an appraisal arranged by the
promoter that is substantially higher than fair
mar ket value

— Step 3: When the person claims the receipt on
hisor her next tax return, it generates a tax
saving that is higher than the amount paid

» These donation programsturn on the fact that the
item in question is purchased at a substantially
lower pricethan its much higher fair market
value, and that a donation receipt isissued by a
registered charity for the fair market value when
theitem isdonated toit
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Warnings By CRA:

* CRA provided warningsto charities considering
becoming involved in donation tax shelters

— CRA’sFact Sheet entitled “ Canada Customs
and Revenue Agency Reminds | nvestor s of
Risks Associated with Tax Shelters’ stated
that registration as a tax shelter “does not
indicate that the CRA guar antees an
investment or authorizes any resulting tax
benefits’ and that “ CRA usesthis
identification number later to identify
unacceptable tax avoidance arrangements”
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— CRA'’sFact Sheet concerning Art-Donation
Schemes or ‘Art-Flipping’ indicated that third
party penalty can include charities that r eceive
the donation if “it knows—or if it can
reasonably be expected to have known — that
the appraised value wereincorrect”

December 2003 and February 2004 Amendments:

* The December 5, 2003 draft amendmentsto the
Income Tax Act are attempting to shut down tax
shelter donation programs by severely restricting
the tax benefits from donations made under tax
shelter donation arrangements
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New Deeming Provision:

* The proposed amendment deemsthe fair
mar ket value of property donated for the
pur pose of issuing charitable receiptsto bethe
lesser of (i) the fair mar ket value of the
property and (ii) the cost (or the adjusted cost
base wher e applicable) of the property to the
tax-payer immediately before the gift ismade
in the following three situations:
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1) If thetax-payer acquiresthe property
through a “ gifting arrangement” as defined
in section 237.1 of the ITA, i.e. whereitis
represented that the acquisition of the
property would generate any combination of
tax credits or deduction that in total would
equal or exceed the cost of acquiring the
property in question, whether or not it was
acquired within threeyears

2) If thetax-payer acquired the property less
than three years befor e the gift was made

71

www.carters.@ www.charitylaw.@




CAI@ERSCa Terrance S. Carter, B.A., LL.B.

3) If it wasreasonable to conclude that when the
tax-payer acquired the property, the tax-payer
expected to make a gift of the property, but
with the bur den being on the donor to prove
that the donor did not have an intention to
make a gift when the property was acquired

* Thedeeming provision does not apply to
inventory, real property situated in Canada,
certified cultural property, publicly traded shares
and ecological gifts

* Thedeeming provision also does not apply to
situations wher e the gift is made as a consequence
of the donor’s death
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* The proposed December 5, 2003 amendments
with regardsto gifts of property, if passed, will
apply to gifts made on or after December 5, 2003

Limited Recour se Debt:

» The December 5, 2003 draft amendments also
preclude charitable receiptsfor limited recourse
debt in respect of gifting arrangements

» Limited recourse debt isaform of tax shelter in
which the tax-payer incursa debt for which
recour seislimited and which can reasonably be
considered to berelated to a charitable gifting
arrangement
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« Evenin situations where the recourseisnot
limited, the debt may be deemed to be a limited
recour se debt unlessthe arrangement in writing
to repay the debt within 10 yearsand interest is
paid annually within 60 days of the debtor’s
taxation year at not lessthan CRA prescribed
rate

» |fagift includesalimited recourse debt, then the
amount of the loan would be deducted from the
amount of the gift
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Substantive Gifts:

* The February 2004 Amendments propose the
insertion of a new subsection 248(38) that applies
to gifts made after that date

» Subsection 248(38) isintended to prevent a donor
from avoiding the application of the Deeming
Provision by disposing of property to a charity and
then donating the proceeds of disposition, rather
than the donor donating the property directly to
the charity

* The property disposed of by thedonor isreferred
to as “ substantive gift” and only appliesto capital
property and eligible capital property not already
exempted under subsection 248(38)
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* When a person disposes of property to a charity
and donates the proceeds of disposition to either
that charity or to another charity that does not
deal at arm’slength with the charity that
purchased the property from the donor, then the
property isreferred to as a “ substantive gift”

» Under those situations, the Deeming Provision in
subsection 248(35) would apply and the fair
mar ket valueis“deemed” to bethelesser of the
fair market value of the substantive gift and the
cost, or if the substantive gift is capital property
of the tax-payer the adjusted cost base, of the
substantive gift to the tax-payer immediately
befor e disposition
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Anti-Avoidance Rule;

* Inaddition to the deeming provision, the
December 2003 amendmentsintroduced an anti-
avoidancerulein subsection 248 (37) that if one
of thereasonsfor a seriesof transactions that
includes a disposition or acquisition of property is
to increase the amount of the FMV of the gift,
then the cost of the property for receipting shall
be deemed to be the lowest cost to the donor to
acquirethe property in question or “an identical
property” at any time
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Practical Implications:

* Charitieswill berequired to inquire of donors of
gift in kind when the property donated was
acquired by thedonors. Where possible, a
written confirmation should be obtained from
the donorsto evidence the date of acquisition

* |f thedeeming provision applies, then the
charity will need to inquire of the donor to
deter mine the amount of the ACB of the gifted
property, if applicable

» Charitiesmay berequired toinquire of donors
of giftsin kind to determine whether the donors
had an expectation to make a gift at thetime
when the donor acquired the property
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» Charitiesreceiving gifts of private shares will
need to deter mine if the shares were acquired
within three years prior to the making of the
gift or whether such shares had been exchanged
for another class of sharesi.e. in an estate
freeze, either within threeyearsor for the
purpose of making a gift

* Theproposed amendmentsin relation to
limited recour se debt, if passed, will apply to
gifts made on or after February 19, 2003
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Utilizing Ten Year Giftsin Charitable
Fund Raising

* Need to document ten year gifts

» Expenditure of income by foundations and the
3.5% disbursement quota (currently 4.5%)

» Consequences of expending capital prior to
expiry of ten years

* Expenditure of ten year gifts after expiry of ten
years

* Managing ten year gifts
— Keep theten year giftsin a separate account
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— Thiswould help to accomplish the following
» Keep track of original capital and capital
gain
» Lesschancethat capital would be
expended

» Different investment powers could apply
If necessary

* Problemsin transfer of ten year gift to
foundations now rectified by the 2004 Budget

* Problemsin transfer of ten year and other long
term gifts from private foundationsto public
foundations now rectified by the 2004 Budget
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Conditional Gifts
* What isthe nature of a conditional gift?

— A conditional gift involvesthe charity
becoming the beneficial owner of the gift
subject to being defeated by a condition

— With a special purpose charitable trust, the
charity never becomesthe beneficial owner of
the gift but instead holdsit in trust

* Receipting conditional gifts
— Condition precedent gifts can not be receipted

— Condition subsequent gifts may be
receiptable:

* Reversion to donor precludesreceipting

* Reversion toanother charity will likely be
receiptable
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