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Introduction to the Financial Fithess Series

Vancity is very pleased to be able to participate in the development of these
Financial Fitness materials for not-for-profit organizations. In our extensive
work in the social and voluntary sector, it is a commonly expressed need for
organizations to move themselves further along the curve of understanding
what it takes to be a healthy, financially strong and stable organization.

Vancity, which is incorporated under the Credit Union Incorporation Act, has
been helping British Columbia's organizations make the most of their assets
and resources for many years. Vancity is Canada’s largest credit union, with
$12 billion in assets, more than 340,000 members, and 51 branches
throughout Greater VVancouver, the Fraser Valley and Victoria.

Citizens Bank of Canada is an online bank and a wholly owned subsidiary of
Vancity, serving members across the country via the internet, 24-hour Service
Centre and ATM network. The Vancity Group of Companies is guided by a
commitment to corporate social responsibility, and to helping members and
communities thrive and prosper.

At Vancity, we use our unique skills and expertise as a financial institution to
create solutions to social, environmental and economic issues. Through
innovative loan programs and deposit products, Vancity and its members are
working to make a difference in communities here and around the world.

While there are a wide variety of support services available to assist
entrepreneurs in developing healthy for-profit ventures, there appears to be a
distinct lack of broad based informational supports for the not-for-profit
sector. In 2006, Human Resources and Skills Development Canada (HRSDC)
held a series of policy dialogues across Canada on social enterprises and the
social economy. In many of the discussions practitioners talked about the
challenges of effectively managing their organizations and enterprises. In
response to the dialogues HRSDC has partnered with Vancity to develop the
Financial Fitness Series. Vancity is grateful to, and acknowledges the
foresight of HRSDC for their support in making the preparation of these
handbook, and delivery of accompanying workshops possible.

In putting together the content for the three handbooks of the Financial Fitness
series, Vancity has been able to leverage work already being done in the
sector to provide education and training to enhance not-for-profit organization
sustainability. It is Vancity’s core belief that an organization’s ability to
make effective and enduring use of funding, whether in the form of grants,
fee-for-service revenues, or bank loans, comes from a strong ability to
organize, plan, manage and track the use of funding against pre-determined
objectives.



In order to provide the most useful and streamlined information, we have
brought together the resources of experts in the areas of legal matters
pertaining to not-for-profit organizations, accounting issues which are most
germane to the sector, and financial considerations to build healthy
organizations. While there are considerable overlaps across these three areas,
each has its own unique aspects which are deserving of more focused
attention. We have constructed the handbook series in such a way as to
provide an effective stand-alone presentation on each subject area, while
maintaining a cohesive and uniform presentation style to facilitate a more
robust educational experience that incorporates all three subjects.

The information and materials contained within this handbook are designed to
assist individuals in the key management and Board roles within most not-for-
profit organizations. The handbooks will be providing a crucial support piece
to the delivery of a related workshop for each of the subject areas. However,
acknowledging the widespread need for this information to be disseminated
across the country, the workbook design will allow a user to understand the
desired learning outcomes, gauge their own and organizational readiness in
the subject area, and work through the core content and case material in a way
which will not be entirely dependent on workshop attendance in order to
receive significant value.

It is Vancity’s hope to assist organizations in Canada by providing a more
robust toolkit of skills and resources, and to assist with identifying areas for
further development. We honour your work and your desire for self and
organizational development and look forward to making this journey together.
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Legal Limberness Self-assessment

The following is pre-test about legal issues that impact your not-for-profit organizations. It is
designed to help you assess your base knowledge of this topic. The answers to these questions
can be found throughout the text of the handbook and on page 50.

1. Which of the following are not part of the classic statement of
the legal meaning of charity in Canada:

a) Relief of poverty

b) Provision of health care

¢) Advancement of education

d) Altruism

e) Advancement of religion

f) Promotion of peace

g) Other purposes beneficial to the community

2. Approximately how often does the Supreme Court of Canada
rule on a charity law case?

a) Every year

b) Once every 5 years
c) Once every 10 years
d) Once every 20 years

3. What are the three types or categories of charities in Canada?

4. Which of the following contains legal requirements that apply to
all Canadian charities:

a) Canada Corporations Act, Part 11
b) Canada Charities Act

c) Federal Income Tax Act

d) Canada Donations Act

5. How much of a charity’s resources can be devoted to “political
activities” each year?
a) 5%
b) 10%
c) 20%
d) 10 to 20% depending on the size of the charity
e) no more than 49%

Legal Limberness 101



6. Limited liability in a society or corporation without share capital
protects:

a) Members from liability
b) Directors from liability
c) Both members and Directors from liability

7. For which of the following could a charity issue a donation
receipt?

a) A gift of shares in a publicly traded company

b) The proceeds of a life insurance policy from a supporter
who passed away

c) Ten hours of free computer repair work by a supportive
computer company

d) A painting by a famous artist

8. The penalty for late filing of a charity’s annual return — form
T3010A —is?:

a) A $100 fine
b) A $500 fine
c) Revocation of charitable registration

9. True or False: Charities are prohibited from any business
activities that compete with private sector businesses.

10. Which of the following are legal duties of Directors?:

a) Duty of knowledge

b) Duty of care

c) Duty of skill and prudence
d) Duty of diligence

e) All of the above

Legal Limberness 101




Introduction

It is essential to acknowledge and fully understand how the legal
mechanisms work in order to both maximize the advantages
available to not-for-profit organizations, as well as to avoid
potential pitfalls to successful operations. It is also just as important
to identify where the knowledge gaps are for the organization’s
Board and management team so that appropriate expert advice can
be solicited in a timely manner.

The sections which follow will provide an overview of the not-for-
profit (NPO) and co-operative sectors and some background
information which help to appreciate the full impact of these sectors
on the Canadian economy. A discussion of some of the key
governance issues and board duties accompanies this first section of
the information. We will provide instruction on the differences in
some of the more common forms of organization including co-
operatives, social enterprises, not-for-profits and charities.

A core segment of the information is focused on the status of
charitable organizations, including some of the benefits, the
registration process, requirements to maintain charitable status and
the regulatory environment for charities. Whether it is the goal of
your organization to operate under official charitable status or not, it
is valuable to understand what it takes to initiate and maintain the
status, as well as developing a clear understanding of what the
benefits will be.

While the information presented here is largely an overview of
many concepts within the world of regulation and legal matters, it
provides a sound starting point from which to identify key
considerations which are applicable to your own organization. As
the expression goes, “a little knowledge is a dangerous thing” — we
hope this workbook will provide the seeds for further due diligence
in the areas most applicable to your own situation.

The legal and regulatory
environment within which
all not-for-profit
organizations operate in
Canada can be a complex
and confusing — albeit
necessary — component of
effective organization
management. The same
regulations which make it
possible to provide much
needed services and
programs on a tax-free
basis with access to
funding also create their
own reporting, registration
and governance issues for
not-for-profit
organizations.
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1. Overview of Canada’s Not-for-Profit and Co-op Sectors

Research into Canada’s not-for-profit sector has been led by
Imagine Canada, Statistics Canada, the Muttart Foundation in
Edmonton, Carleton University, and others across the country and
internationally. The new data is triggering additional interest and
research, so it is an exciting time to be working in the sector, as
more and more becomes known about the contribution we make to
the lives of Canadian communities and to the strength of the
Canadian economy. Unfortunately, data on the size, scope and
contribution of the co-operative sector lags behind: co-ops were not
included in the Imagine Canada/Statistics Canada work done
recently.

Sometimes described as the third leg of the three-legged stool that
makes up Canadian society (the other legs being the public, or
government, sector and the private, or for-profit business, sector),
the not-for-profit sector plays a key role in both providing services
for human needs, and identifying and advancing new policies to
improve the lives of individuals and communities. This includes
everything from managing animal shelters and food banks to
advocating for environmental protection and international
development initiatives.

How not-for-profits, or community benefit organizations, manage
and organize themselves to do this mission work requires a set of
skills and tools that call on issues of legal structures and reporting,
financial management and funding, and accounting and reporting.
This workbook focuses on the legal structures and reporting, and
provides some guidance (and a number of references) for ensuring
that not-for-profits — from provincially registered societies to federal
registered charitable organizations, and including cooperatives and
some forms of social enterprises — meet the requirements of
operation and operate within durable, resilient and transparent
structures.

With thirteen provinces and territories (and the provincial and
territorial offices governing provincial and territorial “societies™) to
the soon-to-be-abandoned Canada Corporations Act, Part 11, which
governs federally incorporated, non-charitable organizations, to
different forms of charities registered under the Canada Revenue
Agency, and to registration of cooperative structures and social
enterprises; it is a confusing array of reporting requirements and
legal obligations.

To compound the confusion, any one entity may be registered in
more than one place: it is typical for many provincially-registered

Until recently, there was
very little data on
Canada’s not-for-profit
sector. But this is
changing dramatically as
social science researchers
have turned their attention
to the sector and produced
new data that improves
our understanding of the
sector.

Canada’s size and
geography is reflected in
the diversity of available
legal structures and
attendant rules governing
those structures.
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not-for-profit societies to also have federal charitable registration, or
for an organization to have two conjoined twin organizations — a
provincial society that does advocacy work; and, a sibling
organization (that may be federally or provincially registered) that
has federal charitable status, for the purposes of providing charitable
receipts for donations, and with work limited to that prescribed
under one of the four heads of charity (described later).

The recent enthusiasm by the federal government to support the
“social economy” and the influence that is being felt by “investors”
from organizations like Social Venture Partners is also adding to the
range of structures being developed in the not-for-profit sector. So,
also common is for a provincial society or a federal charity to have
a subsidiary or related social enterprise (which may share premises,
staff, and some governance features); the social enterprise may
focus on generating financial surpluses to support the mission work
of the charity or society.

Here are some examples of what registrations a not-for-profit
organization might hold:

The Global South Development Initiative, established in
Toronto in 1990 as a volunteer, non-registered all-volunteer
organization.

e In 1998, it incorporates in Ontario, as a not-for-profit
corporation (if it was registering in BC, it would be
not-for-profit society). This makes it a legal entity,
and it can enter contracts (lease an office, employ
staff)

e In 2000, it seeks and is granted federal registered
charity status. This allows it to issue tax-creditable
receipts for donations.

e In 2002, it sets up a subsidiary social-enterprise, as a
limited partnership. This allows it to generate
“surplus” funds through the sale of consulting
services to government and private companies
interested in working in the global south. Those
funds are kicked back up to the charity, in the form of
a donation.

e In 2004, some of its long-time staff set up a co-
operative, to import fair trade goods from global
south partners, for sale to Canadian markets.

There may be some overlap of Board members, and even some
sharing of resources (including shared premises and shared staff);
however, there are different rules for each type of registration and a
not-for-profit that is diversifying its very organizational structures
should seek legal and financing management counsel to ensure that
the different rules are understood and respected. In particular, the

These four different
registrations overlap to
different extents and have
different reporting and
legal requirements.
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rules around “related business” are still being interpreted by
Revenue Canada, and social enterprises that are now being
contemplated — in part as a response to interest in the development
of the social economy — are cautioned to fully consider all the
requirements related to operating a related business. Taxation,
governance, staff resources and use of premises are all to be
considered.

Forms of organization

While the focus of the information and discussion for this handbook
series is towards pure not-for-profit organizations, there are a
number of different forms of organization, or variations on the most
common organizational structures which bear mention. In terms of
financial stability of the organization, there are differences in
revenue stream characteristics, decision making process, tax
considerations, and member commitment to the mission.

A brief overview of several of the most common and emerging
organization structures follows.

Not-for-profit and charitable organizations

The most common form of organization is a not-for-profit
organization. This is an organization which operates with a primary
goal to deliver a program or service of benefit to others. The
organization is governed by a Board of Directors and there are
stringent regulations for the balancing of income and expenses in
order that there is no or minimal excess of income over expenses,
with all resources being directed towards the stated and agreed upon
objectives.

The primary revenue source for not-for-profit organizations is
through fundraising and grants. Some NPOs will engage in fee-for-
service activities; however, this is typically a lesser part of overall
revenue development. This heavy reliance on fundraising means
that often a significant amount of organizational energy is spent on
fund development in order to ensure a consistent and healthy
revenue source going forward. Also, the goals and objectives of the
funder become an important deliverable in conjunction with the
services or program of the not-for-profit, and may become an
onerous component of the funding itself.

Social enterprise

An emerging form of organization with the objective of addressing
social and/or environmental concerns is the social enterprise. In its
purest form, a social enterprise is a corporation with shares held by
one or several individuals, or by another organization.

Each organization form
has its own strengths and
weaknesses, however, the
situation and purpose of
the organization will
dictate which structure is
most appropriate. In some
cases, involvement of
professional advice will
assist in drilling down
sufficiently to determine
the most applicable form
of organization.

Organizations operating
as a registered charity
have the form of a not-for-
profit and undergo
rigorous evaluation of the
charitable objectives and
goals of the organization
in order to qualify as
charitable.
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The primary revenue source is the service or program delivery
itself. The owners of the social enterprise are responsible for
identifying a niche where there is a gap in service delivery which
can be supported by an income generating solution. Decisions can
be very quick if the ownership or direction of the organization is
held by one or a few people. They have the authority to change the
direction of the organization, or commit the organization as they
deem it to be required.

For-profit subsidiaries

Often a not-for-profit organization can identify an area of expertise
which it has developed in the course of delivery of its own services
or programs. This area of expertise may have direct application to
the for-profit world and the NPO may be able to compete very
successfully with other for-profit entities to deliver this service. In
order to establish the appropriate management and reporting
structure to support delivery of a profit generating service, the NPO
can establish its own social enterprise: a corporation with 100% of
the shares being owned by the NPO. All profits will accrue to, and
be used in delivery of services by the not-for-profit organization.

Careful attention to recording and tracking revenues and expenses
will allow the organization to demonstrate and defend the
appropriate channeling of the profits generated.

Co-operatives

Another form of social organization which has existed for over a
hundred years is the co-operative. One aspect of the social benefit
delivered by a co-operative is in delivering on a defined need within
population which gave rise to the co-op in the first place. Some co-
operatives are formed with the specific intent to deliver needed
social programs or services. Generally, the recipients or customers
of the co-op become members to be eligible to receive the service.
Any profit which may be generated by the co-op organization
belongs to all the members according to the extent to which they
make use of the services provided.

The ownership interest is held by the members and it is equally
shared among all members. The decision process can also be a
more cumbersome one, involving all members in a one-member,
one-vote arrangement.

Related entities
As the nature and complexity of organizations increases, sometimes

encompassing several different organizations, and different forms of
organization within one group, the task of effective management

The primary intent of a
social enterprise is that of
addressing the identified
social or environmental
need, however, there is
the possibility, and
generally expectation that
a level of profitability will
be maintained in the
ongoing delivery of service
or programs.

For profit subsidiaries
have the benefit of
creating a source of
revenue which is separate
from grants or fundraising,
and allows for a higher
level of self-sufficiency on
the part of the
organization.

The benefit of the member
relationship that co-op
service providers and
users have is a greater
level of commitment by all
participants in the success
of the organization.
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grows accordingly. Often one individual staff member is fulfilling
duties relating to several different entities, and salary and related
costs must be allocated accordingly. While there can be benefits
derived from a degree of flexibility in how costs or revenues are
allocated, these must be managed, tracked and reported on in ways
that are effective and efficient. The more complex the organization
becomes, the greater the number of interested agencies it attracts,
and the perceived benefits must be carefully weighed against the
organization’s capacity to fulfill all related obligations.

Incorporation, or “coming into being”

The term “incorporation” is generally associated with for-profit
business corporations, but it applies also to the process of creating a
society under the BC Society Act, the Ontario Corporations Act,
similar legislation in other provinces, or the Canada Corporations
Act, Part 1. These are all types of corporations.

The term “corporations without share capital” is used in the Canada
Corporations Act, Part 11 and some provinces, including Ontario,
while “society” is used in other provinces, including British
Columbia.

Historically charities took the form of trusts, since the legislation
enabling incorporation for charities is relatively recent. New trusts
still register as charities, as may organizations that are neither
incorporated nor trusts, so long as they have adopted governance
documents sufficient to meet the Charities Directorate’s
requirements.

The legal consequences of incorporation are profound. They include
powers that in effect bring life to the corporation, including the
power to:

enter into contracts;

buy, sell or develop property;
borrow money;

employ persons; and

sue or be sued.

Incorporation of a society or corporation without share capital also
provides that the members are not liable in their individual capacity
as members for the debts or liabilities of the corporation.

The process for incorporating is quite similar, whether under federal
or provincial legislation. If you want to incorporate federally, The
Canada Corporations Act is administered by Corporations Canada,
which is part of Industry Canada, and provides information about

The needs of charitable
organizations to stabilize
revenue sources must be
balanced with the interests
of donors, contributors and
government agencies.

Incorporation is the
process by which a
corporation is created.

Not all charities are
incorporated.

This symbol ‘/@ indicates
a live weblink that can be
found on the CDRom
version of this handbook.

\/@ Corporations Canada
website has all the
documents needed to
incorporate federally:
forms; information Kkits;
policies; fee schedule;
legislation and other
related documents.

J@ Weblink in body text
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corporations without share capital. Before you decide on where to
register, think whether you will need to operate nationally, or only
provincially (but may need to have federal charitable status).

In November, 2004, a modern new bill to replace the inadequate
legislation, Bill C-21 was given first reading in Parliament. Entitled
An Act respecting not-for-profit corporations and other
corporations without share capital, it represents a substantial
improvement. As of December 13, 2006, Bill C-21 had not yet been
passed by Parliament.

Across the country, there are provincial and territorial departments
to deal with non-charitable registration, as a society (or corporation
in Ontario). Many provinces also have other legislation that
governs the activities of provincially-registered agencies, such as
the Alberta Charitable Fundraising Act. Check the regulations and
laws of the province in which you are (1) registered; and (2) carry
on operations. From north to south and coast to coast, here is where
to look for information about provincial or territorial registration.

In Nunavut, contact the Department of Culture, Lanquage,
Elders and Youth to find out how to register your not-for
profit organization.

In the Northwest Territories, contact Municipal and
Community Affairs. Community projects supported by
“Resident Community Governing Bodies” are eligible for
territorial funding, without legal incorporation.

In the Yukon, contact the Department of Community
Affairs.

In British Columbia, the BC Society Act is administered
by the BC Ministry of Finance, and electronic guidance and
forms are available in the Societies section of their
website. The Ministry also looks after the incorporation
and registration of co-operatives and
proprietorships/partnerships (which may be of interest to
social enterprises.

In Alberta, the Service Alberta website contains
information about charitable organizations and fund-raising
businesses in the province, how to license a fund-raising
business, how to incorporate a co-operative in Alberta and
register an out-of Alberta co-operative, how to register a
society, and how to register a non-profit organization.

In Saskatchewan, the Communities and Society website
includes information for and about nonprofit and voluntary
organizations in the province of Saskatchewan.

\% The Canada
Corporations Act, Part |l is
dated, inadequate and in
need of replacement.

% Detailed information
about the bill is available
at the Industry Canada
website.

\/@ The text of the bill
itself is available at the
Parliament of Canada
website.

\% All of the territorial
and provincial contacts in
the body text at left are
hyperlinked.
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See Manitoba Culture, Heritage and Recreation for
guidance on provincial registration of not-for-profits and
cooperatives.

The Ontario Corporations Act is administered by the
Ontario Ministry of Government Services. Ontario offers a
terrific “Not-for-Profit Incorporator’'s Guide.” The Guide
identifies not only the registration requirements for
organizations and co-operatives, but also points to other
legislation with which to comply for Ontario agencies.

In Quebec, Revenu Quebec provides information on
operating in that jurisdiction, including issues of Directors’
liability and charitable registration. Extensive information
and guidance is available on its website, in both official
languages!

For New Brunswick, information on how to establish and
operate a not-for-profit organization is maintained by the
federal government.

In Nova Scotia, the Societies Act the

establishment of not-for-profits.

governs

On Prince Edward Island, InfoPEI sets out information on
registering not-for-profit corporations in that province.

And in Newfoundland and Labrador, see the
government’s main page at for information on community
organizations and programs.

The same consideration about the scope of operations of a co-op
should be made before determining which route to follow. Also,
provincial/ territorial legislation is uneven across the country: there
are good models and resources in some of the larger provinces, but
agencies in some of the smaller provinces may need to rely on
federal incorporation.

Please see “Regulation of Co-operatives,” later in this handbook for
more information on setting up and managing a cooperative.
Corporations Canada, which is part of Industry Canada, has
something called an “Incorporation Tool Kit” for federally
incorporated co-operatives. Likewise, both the Ontario and BC
governments have excellent resources available on line (see
reference materials), as does the Canadian Co-operative
Association.

Just as a not-for-profit
agency can be
incorporated provincially
(or territorially) under the
local legislation or it can
be incorporated federally
under the Canada
Corporations Act, so too
can a co-operative be
incorporated
provincially/territorially or
federally.

J@ Weblinks in body text
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Governance Issues
The Potential Liabilities of Directors

Liabilities for Directors can take many forms. For example, a
Director could be found criminally liable for a fraud committed by
the organization if the Director allowed it to happen. Similarly, a
Director could be found civilly liable if he or she authorized a
wrongful act that harmed someone. There are also potential
statutory liabilities under incorporation, tax, employment,
environmental and other legislation. Cases of Director liability are
rare in the charitable and non-profit world, but it can happen.

Two excellent guides to this field of law are:

e Kelly, HM (2004). Duties and responsibilities of Directors
of not-for-profit organizations. Toronto, ON: Canadian
Society of Association Executives.

e Bourgeois, DJ (2004, April). Board governance: When does
it become Director’s negligence. Paper presented at the
Canadian Bar Association 2" National Symposium on
Charity Law, Toronto, ON.

Unfortunately, Duties and responsibilities of Directors of not-for-
profit organizations is not available online, but it can be purchased
from the Canadian Society of Associatoin Executives. Itisa
succinct and clear publication and worth purchasing for each
Director; it is an excellent addition to the reference material of
every charity or non-profit organization Director.

Another helpful reference tool isLegal risk management checklist
for charities by Carter, TS & Connor, JM (2005). (Note: parts of
this checklist are included in this Handbook in the Resources
section.)

Finally, there is a great reference book published by Industry
Canada. The Primer for Directors of Not-for-Profit Corporations
(Rights, Duties and Practices) was jointly written with the Canadian
Centre for Philanthropy, the Canadian Bar Association, and the
Canadian Society of Association Executives, this resource provides
valuable information in convenient format to inform these directors
and officers about their duties, rights and liabilities.

These reference materials provide a good explanation and analysis
of this rather complex field of law that can’t be condensed to the
space available here, but some of the basics elements and principles
can be addressed.

Serving as a Director on
the Board of a charity or
non-profit organization is
one of the best ways to
engage in civil society. But
it is a serious undertaking
that can expose you to
liabilities and should only
be made with knowledge
of how to fulfill the duties
of Directors properly.

There are several steps
Directors can take to avoid
personal liability. These
include:

e Ensuring the
organization carries
appropriate and
sufficient insurance

e Seeking independent
advice on issues
beyond the Board’s
knowledge

e Seeking ratification of
Board decisions by
the membership; and

e Disclosing of all
conflicting or
competing interests a
Director may have in
relation to the
organization.

J@ Weblinks in body text
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Duties of Directors

Duty of Care

The Duty of Care — which has a particular legal meaning — has been
captured in the BC Society Act, which states in section 25:

(1) A Director of a society must
(@) act honestly and in good faith and in the best interests of
the society, and
(b) exercise the care, diligence and skill of a reasonably
prudent person, in exercising the powers and performing
the functions as a Director.

There is some confusion as to whether this is an objective test or a
subjective test. The BC legislation is clear that an objective test
applies in BC — the care, diligence and skill of a reasonably prudent
person. In some jurisdictions the test may be subjective — that is for
a Director who is a lawyer or an accountant, the care, diligence and
skill of a reasonably prudent lawyer or accountant.

The case law and legislation in each jurisdiction needs to be
considered to determine the applicable test. Consult with your
provincial or territorial registrar (of societies or not-for-profit
corporations) to understand how Duty of Care is understood in your
province or territory; refer to the list of agencies above in
“Incorporation.”

Duty of skill and prudence

Very closely related to the duty of care, the duty of skill and
prudence requires Directors to be thoughtful, cautious and to apply
foresight to courses of action, acting always in the best interests of
the organization.

Duty of knowledge

The duty of knowledge requires Directors to learn as much as
possible about the organization: to study the incorporation
documents, bylaws, policies, past minutes, history, plans and
important issues.

Duty of diligence

Duty of diligence means Directors must do their homework, be
prepared, attentive and active. Directors should attend meetings
regularly, raise questions and add value to discussions and
deliberations.

Understanding and
meeting the common law
duties of Directors is
critically important. They
will help ensure that most
potential problems are
dealt with before they
become real problems.

Duty of Care is the most
important of the Duties
listed here, because of its
specific legal meaning.
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Duty to manage

The membership of the organization relies upon the Board of
Directors to manage the business of the organization. In some
organizations Directors must do this themselves, and in other cases
Directors can delegate to officers and staff. Either way, the
Directors have a duty to ensure that the organization is managed

properly.
Duty to act within scope of authority

Charities and not-for-profit organizations are limited by the law to
doing just those things for which they are authorized in the objects
or purposes language in their incorporation documents. It is
unlawful or ultra vires for them to stray beyond these bounds. It is
important for Directors to reference back to their purposes or
objects each time a new proposal or opportunity comes before, for it
is not uncommon for organization to drift in this regard over time.

Duty to avoid conflicts of interest

Directors must be very careful not to profit from their position as
Director at the expense of the organization. To be in a position to do
so is a conflict of interest, which must be disclosed to the other
Directors. A Director in a conflict of interest must not participate in
or attempt to influence the organizations decision-making on the
issue in question.

The law in this area is unsettled as to whether all Directors of
charities and non-profit organizations are subject to the fiduciary
duties. These are duties arising from trust law, and they apply to
situations where one person holds power over another in a trust
relationship. Fiduciary duties require that Directors meet a higher
standard than the common law duties. Fiduciaries must act in the
utmost good faith, confidence, candour, honesty and loyalty to the
organization. The existence of two subtlety different legal standards
- common law and fiduciary — is an unhelpful grey area in the law.

Acting honestly, in good faith and in the best interests of the
organization goes a very long way to avoiding potential liability.

A helpful distillation of all
of this legal detail is from
page 15 of Duties and
responsibilities of
Directors of not-for-profit
organizations, by Hugh M.
Kelly.

“A Director who acts
honestly and meets these
standards of conduct and
care will not be liable for
simple errors or business
judgment that occur while
the Director performs the
duties of the office.”
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Portrait of the voluntary sector

Some of the findings of The Canadian not-for-profit and voluntary
sector in comparative perspective are very interesting.

For example:

Canada has one of the largest and most vibrant not-for-profit
sectors in the world, second only to the Netherlands in terms
of share of the economically active population.

In 1999, the Sector contributed $61.8 billion dollars to
Canada’s Gross Domestic Product. This equals 6.8% of
Canada’s total GDP.

Also in 1999 the value of volunteer contribution to GDP as
measured in accordance with international standards was an
additional $14 billion or 1.4% of GDP. This brings the total
contribution of the sector to $75.9 billion or 8.5% of GDP.

The sector employs over 2 million full-time equivalents
(FTEs), two-thirds of whom are paid employees, while one-
third are volunteers. This is approximately 12 percent of
Canada’s economically active population.

The sector is as significant an employer as Canada’s entire
manufacturing industry.

The “big three” in the sector are hospitals, universities and
colleges. When their contribution to GDP and employment
are removed from the equation, the sector contributes $34.7
billion to the GDP and 1.5 million FTEs, two-thirds of
whom are paid employees.

\/@ An excellent, current

and accessible report is
The Canadian not-for-
profit and voluntary sector

in comparative
perspective. This report
compares what it calls
Canada’s “not-for-profit
and voluntary sector”
(charities and not-for-profit
organizations) with those
sectors in 36 other
countries as part of the
comprehensive
international analysis
being led by Lester
Salamon from Johns
Hopkins University in
Baltimore.
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2. The Regulation of Charities

80,000+ Charities Active in Canada

While the The Canadian not-for-profit and voluntary sector in
comparative perspective examines Canada’s charities and not-for-
profit organizations, the Charities Directorate at the Canada
Revenue Agency publishes statistics each year that describe just the
charities. Registered Charities Newsletter No. 27 Fall 2006,
includes the following table of data:

Number of charities as of December 2005

The charitable sector continued to grow in the last year, and it now
comprises more than 82,200 organizations.

: . Public Private Charitable
Designation . : L Total
foundation [foundation jorganization

Welfare 1,692 2,049 12,770 16,511
Health 1,018 265 4,333 5,616
Education 755 757 11,866 13,378
Religion 306 622 31,931 32,859
Benefits to the 873 515 12,491 13,879
community

Total 4,644 4,208 73,391 82,243

Legal Meaning of Charity

Canada does not have a national Charities Act with a
comprehensive definition charity. Instead, we have legal concept of
charity that has evolved literally over the centuries. The starting
point is the Statute of Elizabeth, and English Act from 1601, which
stated that charity consisted of:

... relief of aged, impotent, and poor people; the mainten-
ance of sick and maimed soldiers and mariners, schools of
learning, free schools, and scholars in universities; the
repair of bridges, ports, havens, causeways, churches, sea
banks and highways; the education and preferment of
orphans; the relief, stock, or maintenance of houses of
correction; marriages of poor maids; supportation, aid, and
help of young tradesmen, handicraftsmen, and persons
decayed; the relief or redemption of prisoners or captives;
and the aid or ease of any poor inhabitants concerning
payments of fifteens, setting out of soldiers, and other
taxes.

J@ Weblink in body text
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In 1891, this was distilled in the classic English case Pemsel to the
following statement:

“Charity” in its legal sense comprises four principal divisions:

trusts for the relief of poverty; trusts for the advancement of
education; trusts for the advancement of religion; and trusts for
other purposes beneficial to the community, not falling under any of
the preceding heads.

These are the four heads of charity, modified in the Charities
Directorate’s guidance. For an organization to be registered as a
charity, its purposes have to fall within one or more of the following
categories:

1. the relief of poverty;

2. the advancement of education;

3. the advancement of religion; or

4. other purposes beneficial to the community in a way the law

regards as charitable.

The imprecision of this categorization, particularly the fourth head,
has been criticized as inadequate guidance. Examples of the sorts of
purposes included in the fourth head are:

e environmental protection
parks and recreation facilities
daycares
ambulance services, crime prevention and fire protection
animal welfare
support and services for the charitable sector

But there is no definitive, comprehensive list to guide the public in
Canada.

In England and Wales this changed dramatically on November 8,
2006, when a new Charities Act received Royal Assent. After broad
public consultation and serious debate, the legal meaning of charity
as state in the Pemsel case was significantly modernized (see
reference material — Meaning of “charitable purpose” — England and
Wales.

This is the biggest step forward in the history of charity law in
jurisdictions that have inherited English common law. While this
new legislation has no formal application to Canada, it begs the
obvious question — should Canada move toward a clear and
comprehensive “Made in Canada” definition of “charity”?
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Charities Directorate, Canada Revenue Agency

Like many fields of Canadian law, the regulation of charities in
Canada has an odd constitutional twist. Section 92 of the
Constitution Act, 1867 states clearly that charities fall within
provincial jurisdiction. Despite this, the key regulator is in fact the
Charities Directorate, which is part of the federal government’s
Canada Revenue Agency (CRA).

The Charities Directorate is responsible for administering the
provisions of the federal Income Tax Act that apply to charities and
donations to charities. It is the keeper of the “register” of charities —
determining which organizations meet the test of charity and
enforcing rules that are based on its interpretation of the federal
Income Tax Act and the law as of charity as developed by the courts
over the decades and indeed centuries.

It is a difficult role because the legislative provisions are sparse and
the case law poorly developed. On average, the Supreme Court of
Canada has dealt with a charity law case just once every 20 years.
The Charities Directorate must also deal with a tension between the
CRA’s role as protector of the federal purse and the role of guide
and support to Canada’s charities.

Role of the provinces

It is a surprise to many to learn that Canada’s Constitution Act,
1867, gives legislative jurisdiction over charities to the provinces.
But as we have seen, it is the federal government that takes the lead
role in regulating charities through the federal Income

Tax Act.

Most provinces do not regulate charities beyond the basic
incorporation functions. Ontario is an exception. There are three
provincial Acts in Ontario that charities should be aware of: the
Charitable Gifts Act, the Charitable Institutions Act and the
Charitable Accounting Act. The first of these Acts prevents
charities, other than religious institutions, from owning or
controlling more than a ten percent interest in a for-profit business,
and the second regulates charities that operate certain care facilities
and homes.

The Charitable Accounting Act is significant for charities in two
ways. First, it obligates charities to inform the Ontario Public
Guardian and Trustee (PG&T) of all gifts they receive, and to
provide other information at the request of the PG&T. Second, this
Act creates a system for public complaints about the conduct of

\/@ A very valuable
resource for charities and
potential charities is the
Charity Directorate’s
website, which contains
essential forms relating to
registering and reporting,
and also includes policy
guidance on a wide range
of issues. While some of
the guidance is technical
and complex, it's generally
a user-friendly resource
that all charities should
add to their “favourites” list
of weblinks.
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charities and for investigations and public reports by the PG&T.

Alberta has one piece of legislation directed at charities. The
Charitable Fund-raising Act provides information to the public to
help prevent abuse during fund-raising efforts by charities.

Registering as a charity and maintaining status

To register as a charity, an organization must apply to, and establish
to the Charity Directorate’s satisfaction, that its purposes and
activities meet the test of charity (fall within the four heads of
charity discussed above).

Great care and attention are needed when applying to register as a
charity. A poorly crafted or incomplete application can create delays
and complications that can take months to repair, or can result in
rejection. It is always helpful to contact the Charities Directorate
before submitting an application for guidance; it may help speed the
application process, and it will certainly reduce the chances your
application is returned for revisions.

The most critical elements to the application are the organization’s
purposes or objects language in its governing documents
(constitution, deed of trust) as discussed above, and the activities
statement — the answer to question 13A in the application form.
These both receive thorough scrutiny from the Charities Directorate.

It is best to type the activities statement and include that with the
application package rather than to write by hand in the space
provided. That way a more complete and polished statement can be
produced with wide input from your stakeholders. Take your time
and compose something that will create a clear and complete picture
for the Charities Directorate of what your organization does or plans
to do.

Once the application is complete and submitted, patience becomes
essential. It takes roughly four to six months to receive a substantive
response from the Charities Directorate. It may be longer if the
application is complicated.

It is very common to receive questions from the Charities
Directorate and to be asked for more information. Often an
applicant will be required to make changes to its purposes language
or activities before it will be registered as a charity. It can often be
very helpful to speak with the Charities Directorate staff person
reviewing the application to learn more about possible concerns and
to provide explanations that may help the reviewer.

\/@ The two essential
documents for completing
the application process
are Form T2050 -
“Application to Register as
a Charity Under the
Income Tax Act” and the
explanatory document

T4063 — “Reqistering a
Charity for Income Tax

Purposes.”
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It all goes well you will receive a notice with a charitable
registration number, classification as a charitable organization,
public foundation or private foundation, and package describing the
obligations of charitable status.

Pre-approved charitable clauses

One way to ensure your charitable registration goes smoothly is to
use a pre-approved clause for your objects and any special
provisions you might be writing into your constitution and bylaws.
The easier it is for the CRA staff to understand, and to compare to
other existing charities, the easier it is for them to approve.

Annual charitable return

Once registered, a charity must comply with a range of laws and
Charities Directorate administrative policies unique to charities.
They must also submit a detailed annual report to the Charities
Directorate in form T3010A. It is a densely packed, four-page form
that asks questions about income, expenditures, fundraising,
programs, governance, and other details. It must be submitted
within six months of the charity’s yearend. It is a good idea to get
an early start on it to avoid the $500 fine for late filing (the penalty
was previously revocation of registration).

Keeping records

Record-keeping is important in all organizations, but it is
particularly important for charities. This is primarily because the
donation receipts issued by charities provide tax advantages to
donors, which creates a strong public interest in the integrity of
donation receipt system. Good record-keeping is fundamental to
ensuring this integrity.

In addition to receipt management, charities like other
organizations, should pay close attention to three types of records —
financial, governance and contractual. Charities that fail to tend to
all three of these types of records risk serious problems for the
organization and potentially the Directors personally.

Financial record-keeping follows established rules and while they
can be difficult for newcomers to the field to master, are quite
straightforward (and is covered in detail in the Finance/Accounting
handbooks which are part of this series).

Governance record-keeping means the constitution and bylaws, and
any amendments, and the minutes of meetings of members,
Directors and Board committees. The skilled production and
management of records of these types is essential, and, when

A variety of pre-approved
clauses, under each of the
four heads of charity can
be found in the Resource
section of the handbook.

J@ Charities Directorate

form T3010 — New
Reqistered Charity

Information Return Package.

J@ The Charities
Directorate has very
specific donation receipt
handling and recording
requirements. These
requirements must be
followed carefully.
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dealing with an audit by the Charities Directorate, can be just as
important as good financial records to demonstrate compliance with
the law.

Contractual records also need regular attention. Documents such as
leases, employment contracts, and insurance are too often misplaced
or ignored. Responsibility for these documents should be clearly
assigned and the relationships obligations they contain should be
routinely reviewed. In addition, close attention should be paid to
who is actually entitled/authorized to sign contracts: these
authorities should be set out by the Board of Directors, and closely
managed. Too commonly, the total dollar value (or potential
exposure to the not-for-profit) is not considered when staff sign a
contract for lease of premises or equipment, or a contract for
employment.

The CRA has just closed the application process for groups to
receive funding to registered charities and non-profit organizations
in Canada to support activities associated with developing,
delivering, and evaluating innovative education and training
projects on regulatory compliance in the charitable sector. This
approach will facilitate partnerships with the sector. It will also
provide time-limited financial support to build the capacity to
educate the sector beyond the funding period. From now until
2008, successful proponents will be developing new training tools;
keep watching the website at for updates on what tools and training
are being developed.

Pemsel in 2007 — an uncomfortable fit?

While the four heads of charity are based on Pemsel’s Case of 1891
in Victorian England, in recent years the Canada Revenue Agency
has been pushed to make those four heads expand to fit new types
of charitable activities. Some of the best work has been done in the
areas of community economic development and racial equality. In
addition, although not to everyone’s satisfaction, significant
progress has been made to clarify what constitutes acceptable
political activity and the limits on same.

Community economic development and charity

The relationship between community economic development (CED)
activities and charity has never been completely clear. This is
because CED activities are often new and innovative and expand
beyond the traditional charitable notions of relief of poverty and
advancement of education.

J@ The CRA has a
detailed guide to keeping
records to help
organizations meet record-
keeping requirements.
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The four heads of charity
will continue to bump up
against emerging public
policy areas that aren’t
satisfactorily covered by
traditional heads and more
reform of our laws is
indicated.
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In 1999, the Charities Directorate published RC4143 — Registered
Charities: Community Economic Development Programs, in an
effort to clarify its treatment of this complex area, and to keep pace
with the new developments among CED organizations. It is a
helpful guide that explains the regulatory approach to a range of
topics, such as economically challenged communities, micro
enterprise loan funds, social businesses employing individuals with
disabilities, and program related investments.

Promoting racial equality

In 2003, the Charities Directorate expanded the fourth head of
charity by officially adopting a new policy to recognize the
promotion of racial equality as charitable. This move followed a
similar expansion in England and Wales, where, following serious
racial violence, the Charities Commission recognized the
seriousness of racial tensions and the potential for community
groups to address the problems underlying the violence.

Canada’s Charities Directorate responded with policy statement
CPS-021 - Registering Charities the Promote Racial Equality. This
document illustrates that the legal concept of charity is not static in
Canada, but can evolve to address serious issues and problems.

“Political activities” and participating in public policy
debate

There has been wide spread fear among charities that they could
lose their registration if they spoke out on issues relating to their
charitable work. The Income Tax Act, the decisions of the courts
and the policy guidance form the Charities Directorate was of little
practical help to charities interested in tackling their charitable
issues by advocating for changes to the law or government policy. It
was clear that partisan politics was off-side for charities, but beyond
that was a big grey area. It wasn’t clear, for example whether an
environmental charity could initiate a petition to expand a park’s
boundaries without jeopardizing its charitable status for being “too
political.”

In 2003, after considerable work by IMPACS - the Institute for
Media and Public Policy, Imagine Canada and a coalition of
foundations and other charities, the Charities Directorate produced
new policy guidance — CPS-022 “Political Activities”.

In this document the Charities Director sets out what activities are
prohibited, what can be done in limited amounts, and what can be
done without restriction. “Political activity” is defined, as are other
concepts including, “public awareness campaigns” and
“communication with government.”

J@ Weblink in body text

J@ Weblink in body text

A longstanding sore spot
for many charities has
been the confusion arising
from the law and related
administrative policies
regarding “advocacy” or
participation in public
policy debate by charities.
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The Charities Director has removed much of the uncertainly from
this area and have provided charities with more scope to participate
in public policy debate than may have been the case before. While
there is a coherent case for still greater latitude for charities in this
area, this policy statement is an improvement, and important
reading for all charities looking to solve problems rather than just
treat symptoms.

Related business activities

Another somewhat controversial issue is business activity by
charities. Economic pressures lead many charities to be entrepren-
eurial in their efforts to remain viable. Often this can create
competition and tension with existing for-profit enterprises. This
creates a difficult public policy balance between the need to enable
viability among tax-subsidized charities on the one hand and the
need to encourage healthy tax paying for profit enterprises on the
other.

The federal government’s treatment of this balance is found in CPS-
019 — What is a Related Business. This policy guidance is quite
complex but does provide examples of the types of enterprises the
Charities Directorate will accept as “related business.” The
guidance also confirms that charitable organizations (as opposed to
foundations) can create and control for-profit taxable corporations
to house business activities, the proceeds of which can flow to the
charity to support its works.

Operating outside Canada

Canadian charities may only make grants to “qualified donees” as
defined in the federal Income Tax Act, which includes, among some
other entities:

« other Canadian registered charities;

¢ the United Nations and its agencies;

e auniversity that is outside Canada that is prescribed to be a
university the student body of which ordinarily includes
students from Canada; and

e acharitable organization outside Canada to which Her
Majesty in right of Canada has made a gift during the fiscal
period or in the 12 months immediately preceding the
period.

Otherwise, Canadian charities must do the international work
themselves, retain an agent or hire a contractor to do the work on
the charity’s behalf. Another option is to participate in a joint
venture or co-operative partnership as defined by the Charities
Directorate in the publication RC4106 — Registered Charities —

\/@ Weblink in body text

Canadian charities
engaging in international
work cannot simply grant
funds to similar
organizations based in
other countries, even if
those organizations are
recognized as charities by
the governments of other
countries.

\% Weblink in body text

Legal Limberness 101

25



Operating Outside Canada.

RC4016 sets high standards and provides detailed guidance as to
how Canadian charities should structure, document and monitor
international work. The public policy concern behind these
standards is to ensure that the resources of Canadian charities are
properly used for work considered charitable under Canadian law
and to protect against possible misuse and abuse of these tax-
assisted resources. All charities engaged in or considering work
outside Canada should become very familiar with RC4016.

Taxes and charities

In 2004 Canadians made $6.9 billion in charitable donations. How
much of this generosity is the result of the favourable tax treatment
cannot be determined, but it is certainly a factor in donation
decisions for many individuals and businesses.

For individual donors, a donation generates a federal tax credit
equal to 16% of the first $200 you give to registered charities in a
taxation year. The tax credit equal is equal to 29% for donation
amounts that exceed that $200. The credit is applied directly against
tax owed, rather than being deducted from taxable income. The
donation also reduces provincial income tax payable.

Here is an example from the Charities Directorate publication
RC4142 - Tax Advantages of Donating to Charity.

In 2001, Mary makes a single donation of $1,000 to a
registered charity. She can claim the following tax credit:

16% of the first $200
29% of the remaining $800

=$32
=$232

The total credit she can apply against the federal income
tax she owes is $264.

To simplify, this example assumes that no federal surtaxes apply.
The charitable tax credit also reduces surtaxes and provincial or
territorial taxes. In Quebec, a charitable gift provides a separate

provincial tax credit.

The following chart shows the amount of federal and provincial
assistance available in 2001 to individuals giving $500 as charitable

The two big advantages of
registering as a charity are
the ability to receive grants
from charitable
foundations and the ability
to issue donation receipts
that provide donors with
favourable tax treatment
that encourages
donations.
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gifts. To simplify, we assume that surtaxes do not apply.

Federal Impact on  Total tax
Province or charitable provincial assistance
territory donations or territorial for a $500

tax credit taxes donation

Newfoundland $119.00 $75.20 $194.20

and Labrador
Prince Edward $119.00 $69.70 $188.70

Island

Nova Scotia $119.00 $70.08 $189.08
New Brunswick $119.00 $72.88 $191.88
Quebec $119.00 $100.00 $219.00
Ontario $119.00 $45.80 $164.58
Manitoba $119.00 $74.00 $193.00
Saskatchewan $119.00 $67.00 $186.00
Alberta $119.00 $58.25 $177.25
British $119.00 $56.20 $175.20
Columbia

Northwest $119.00 $53.95 $172.95
Territories

Yukon $119.00 $52.36 $171.36
Nunavut $119.00 $42.50 $161.50

Donations by corporations do not receive a credit, but can be
deducted from taxable income.

There have been several tax policy and legislative changes in recent
years to provide additional incentive for Canadians to donate to
charities. These incentives include special rules for the donation of
cultural and ecologically sensitive properties, elimination of the
capital gains tax on the donation of publicly traded securities and
new rules allowing “split-receipting.”

The new rules allow a charity to issue a receipt in circumstances
where the donor has also received a benefit, for example at a dinner,
golf tournament or charity concert. Here is an illustration from the
Charities Directorate:

Fund Raising Dinners

The value of a comparable meal provided by a comparable facility
will have to be ascertained. If the event is held at a restaurant, then
the price the restaurant would charge a regular customer would be
the comparable value. In this regard, it is acceptable to take into

The exact value of the
charitable donations tax
credit varies slightly
according to your taxable
income and province of
residence.

J@ For more

information on split
receipting, see Income
Tax — Technical News No.

26, December 24, 2002.
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account group or banquet rates.

Generally, the right to participate in an auction to be held at the
dinner will not be viewed as constituting an advantage.

Example

e A charity holds a fund raising dinner for which 500 tickets
are sold at a cost of $200 each.

e A comparable meal could be purchased for $100, excluding
GST, PST and gratuities.

o The door prizes are a trip having a value of $3,000 and
jewelry having a retail value of $500 ($3,500/500 or $7 per
attendee).

« Each attendee receives a logo pen and key chain with an
aggregate retail value of $10.

Determination of eligible amount:

Ticket price $200

Less: meal $100
Eligible amount $100

As a result of applying the de minimis threshold, the value of the
door prizes and the complimentary items received by a donor will
not be viewed as an advantage in determining the eligible amount,
since the total value of such prizes and items is $17 per donor,
which is less than the lesser of 10% of $200 ($20) and $75.

In this case, the amount of the advantage is $100, which is not more
than 80% of the ticket price ($160). Accordingly, a tax receipt may
be issued for the eligible amount.
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3. The Regulation of Co-operative Enterprises

The co-op way

Here are some basic facts and figures about co-operatives in Canada
and internationally.

e Across Canada, some 2,100 not-for-profit housing co-ops are
home to about a quarter of a million people in 90,000
households.

e Canadian co-operatives and credit unions have combined
assets of approximately $300 billion.

e Co-operatives and credit unions employ over 155,000
Canadians.

e Co-operatives and credit unions in Canada give approximately
$60 million annually to their communities through donations
and sponsorships.

e Co-operatives around the world employ 20% more people
than do large multinational corporations.

e Co-ops are found in almost every sector and offer services,
literally, from the cradle to the grave --- from daycares
through to funeral co-ops.

e Housing co-ops cost less to operate — 19% less than municipal
or private not-for-profit housing and 71% less than public
housing.

e In 900 communities across Canada, a credit union is the only
financial institution.

e One in four Canadians is a member of a co-op or credit union.

e The earliest Canadian co-operative began with the formation
of a farmers” mutual fire insurance company in the mid
1800's.

e There are 8,000 individual members of fishing co-operatives.
e There are 9,500 co-operatives and credit unions in Canada.

e There are approximately 400 daycare and childcare co-ops in
Canada.

e Three quarters of co-ops consult with members and Board
members to determine community needs.

e Worldwide, 800 million people are members of a co-op or
credit union.

J@ Data about Canada’s
co-operative sector can be
found at the Canadian Co-
operative Association’s
website.
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Choosing the co-operative model

Canada’s approximately 10,000 co-ops and credit unions produce a
wide range of goods and services, have 15 million members,
employ over 155,000 people, and have assets of approximately
$300 billion. (The membership figure includes multiple
memberships. For example, if an individual is a member of a credit
union and an electricity co-op, each membership would be counted
in this figure.)

Examples of well known and highly successful Canadian co-
operatives are Mountain Equipment Co-op, Vancity Credit Union,
Home Hardware and Agropur.

A co-operative organization is “an autonomous association of
persons united voluntarily to meet their common e