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OVERVIEW OF PRESENTATION

 Summary of Additions and Changesto CRA
Website from 2002 to 2004

» Selected Discussion of Proposed | ncome Tax
Amendments Affecting Charities

— Shut down of Tax Shelter Donation
Programme

» Sdected Discussion of New Policies From CRA
Affecting Charities

Thispower point presentation consists of excer ptsfrom
a paper entitled “ Recent Changesto the lncome Tax Act
and Policies Relating to Charitiesand Charitable Gifts’
dated March 4, 2004 and Charity Law Bulletin # 40,
#41 #44 and #47 available at www.charitylaw.ca
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A. SUMMARY OF ADDITIONSAND
CHANGESTO CRA WEBSITE
IN 2002 to 2004

» Refer to: www.ccr a-adr c.qgc.ca/tax/charities/
menu-e.html for all CRA resource materials

» Changestothe CRA website cover the following

topics:

— Legidative Amendments - Bulletins

— Circulars - Brochures

— Information Letters - Newdetters

— Policy Statements - Summary Policies
— Fact Sheets - Consultation Papers
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B. PROPOSED CHANGESTO THE
INCOME TAX ACT AFFECTING
CHARITABLE RECEIPTING

Revised Draft Technical Amendmentsto the Income

Tax Act wereintroduced on February 27, 2004. The

maj or changes proposed 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

e Thetraditional common law definition of a gift
requires:
— Thedonor must have an intention to give
— Theremust be atransfer of property

4

— Thetransfer must be made voluntarily
without contractual obligation

— No consideration or advantage can be
received by the donor

» Therefore a contract to dispose of property toa
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 be
issued for the differencein price

» Similarly, a gift to a charity that entitlesthe
donor toreceive 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

5
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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 providea
benefit back to the donor isforeign tothe
common law concept of a gift

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

6

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

 Utilizing a contract in order to transfer title may
raise questions of donative intent that could
preclude a gift for tax purposes

* In order to document the transfer 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 considered
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2. New Split-Receipting Rules

» Thekey requirements of what will be
recognized as a gift for income tax pur poses
for split receipting based on the new definition
of gift reflected in the December 2002 and
December 2003 amendments ar e 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

— There must be a clear donative intent 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

— The eligible 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
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— Theamount of the advantage isthe total 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

10

» Thecharitable receipt will now need to identify
the advantage and the amount of the advantage
as well asthe eligible amount of the resulting gift

» The advantage can bereceived prior to, at the
sametime as, or subsequent to the making of the
gift

* [t isnot 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

11
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» Therefore, if adonor makesa gift in
consider ation of the charity employing his
spouse, or the charity hireshisspousein
gratitude of the gift being made in the future,
then the value of the advantage may need to
include the current value of the employment of
the spouse

* In addition, the advantage could even be
provided by third parties unbeknownst to the
charity, which fact may necessitate that
charitiesmakeinquiries of donorsif they have
received arelated benefit from anyone

12

* A receipt 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

13
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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

14

 Split receipting at auctions

— Generally, since the bid value at an auction
Isconsidered 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 differ ence between
the amount bid and the posted value

— Wheredonativeintent is established (i.e. in
instances wher e the posted value of the item
isnot morethan 80% of the accepted bid), a
receipt may beissued for the eligible amount

15
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» Purchases of service at auctions

— Where a purchased service has an
established fair mar ket value that has been
identified to all bidders at the auction before
the opening bid, areceipt can be issued to the
purchaser for the “eligible amount” where
donative intent exists

— The€eligible amount 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-
adr c.gc.ca/E/pub/tg/char itiesnews-
17/newsl/-e.html for other examples of split
receipting

16

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
cannot be continued as a consequence of the
amendment to subsection 248(33) of the
I ncome Tax Act

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

17
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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)

» The cost of the annuity to provide the $80,000
payment over 8 yearsis $50,000

18

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

19
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* However, CRA indicated that the
administrative policy set out in I T-111R2 will
continue to apply to annuities that 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

20

4. New Definition of Charitable Organizations
and Public Foundations

* Inthe December 2002 draft amendment, the
definitions of charitable organizations and
public foundations wer e amended by replacing
the “ contribution” test with a*“control” test

* Therationale for amending the definitionsisto
permit charitable or ganizations and public
foundationsto receive large giftsfrom donors
without concer n that they may be deemed to be
a private foundation

21
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» The previous“contribution” test meant that
where mor e than 50% of the capital of a
charity was contributed from one donor or
donor group then the charity would be deemed
to be a private foundation subject to more
stringent activity and disbur sement
requirements

* The new “control” test meansthat whilea
donor may donate mor e than 50% of the
capital of a charity, thedonor or donor group
cannot exer cise control directly or indirectly in
any manner over the charity or bein a non
arms length relationship with 50% or more of
the directorsor trustees of the charity

22

» Asaresult of theintroduction of a“control”
test, the convoluted businessrulesin relation to
“control” will become applicable as aresult of
the phrase “controlled directly or indirectly in
any manner whatever”

» Charitieswill now need to be car eful that they
do not unwittingly become designated as a
private foundation instead of either a charitable
organization or public foundation

23

www.carters.@w 11 www.charitylaw.@w




CAP@:RSca Terrance S. Carter, B.A., LL.B.

5. TheEvolving Shutdown of Tax Shelter
Donation Programs

Definition of Tax Shelter:

* A tax shelter isdefined under the Income 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

 Thedefinition of tax shelter was amended in
the February 2003 Budget to include tax
credits on charitable donations and limited
r ecour se debt

* Thismeant that tax shelter donation programs
with promises of net return on investments
wererequired to beregistered astax shelters

24

Description of Tax Shelter Donation Program:

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

* The position 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 gives a person the
opportunity to purchase one or more works
of art or another item of speculative value at
arelatively low price and wor ks with the
person in donating the itemsto a Canadian
registered charity

25
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— Step 2: The person donatesthe art 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 claimsthe 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
theitem in question is purchased at a
substantially lower price than its much higher
fair market value, and that a donation receipt is
issued by aregistered charity for the fair mar ket
value when theitem isdonated to it

26

Warnings By CRA:

» CRA provided war ningsto charities
considering becoming involved in donation tax
shelters

— CRA’s Fact 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”

27

www.carters.@w 13 www.charitylaw.@w




CAP@:RSca Terrance S. Carter, B.A., LL.B.

— CRA’s Fact Sheet concerning Art-Donation
Schemes or ‘Art-Flipping’ indicated that third
party penalty can include charities that
receive thedonation if “it knows—or if it can
reasonably be expected to have known — that
the appraised value wereincorrect”

Proposed Amendments to the Income Tax Act:

» The December 5, 2003 and February 2004
proposed amendments to the Income Tax Act
attempt to shut down tax shelter donation
programs by severely restricting the tax benefits
from donations made under tax shelter donation
arrangements

28

New Deeming Provision:

* The proposed amendment deemsthe fair
mar ket value of property donated for the
pur pose of issuing charitable receiptsto be
thelesser of (i) thefair market 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
iIsmade in the following three situations:

29
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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.
whereit isrepresented that the
acquisition of the property would
gener ate 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

30

3) Ifit wasreasonableto conclude that
when the tax-payer acquired the
property, the tax-payer expected to
make a gift of the property, with the
donor possibly having to provethat the
donor did not have an expectation 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

31
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» The deeming provision also does not apply to
situations where the gift ismade asa
consequence of the donor’sdeath

» 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
recour se debt in respect of gifting
arrangements

32

 Limited recourse debt isa form 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

* Even in situations wher e the recour se is not
limited, the debt may be deemed to be a limited
recour se debt unlessthe arrangement isin
writing to repay the debt within 10 years and
interest is paid annually within 60 days of the
debtor’staxation year at not lessthan CRA
prescribed rate

* [f agift includes alimited recour se debt, then
the amount of the loan would be deducted from
the amount of the gift

33
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Substantive Gifts:

* The February 2004 draft amendments propose
theinsertion of a new subsection 248(38) that
appliesto 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 tothe charity

» The property disposed of by the donor isreferred
to as “ substantive gift” and only appliesto
capital property and eligible capital property not
already exempted under subsection 248(38)

34

* 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 toasa
“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

35
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Anti-Avoidance Rule:

* In addition to the deeming provision, the
December 2003 draft amendmentsintr oduced
an anti-avoidance rule in subsection 248 (37)
that if one of the reasonsfor a series of
transactions that includes a disposition or
acquisition of property isto increase the amount
of the FMYV 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

36

Practical I mplications:

» Charitieswill berequired toinquire 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 the deeming 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

37
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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 pur pose of making a gift

» The proposed amendmentsin relation to
limited recour se debt, if passed, will apply to
gifts made on or after February 19, 2003

38

Considerations for CharitiesInvolved in Schemes

* Where a charity has been involved in a tax
shelter donation scheme prior tothe
announcement of proposed changestothel TA
provisions on December 5, 2003, the following
are some of the issues that the charity will need
to consider:

— Tax shelter registration does not in itself give
the donation program any protection

— Possible difficultiesin establishing fair market
value of goods donated

— Theonusison the charity toarrangea
gualified appraisal of the donation, not on the
promoter or the donor

— Possible loss of charitable status

39
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— It isimportant to determine whether the
donations are gifts of capital or inventory

— Possible third party penalties may be levied
against a charity for improper valuation of the
fair market value of items donated

— Potential assessment challenges of donor s by
CRA with possible claims over against the
charity and liability to directors

— Potential problemsin complying with a
charity’s disbur sement quota

— Due diligence requirements on the part of the
charity in receiving, monitoring and
disbursing products that wer e donated

40

6. Revocation of Registration of Charities

e Pursuant to the proposed December 2002
Amendments, subsection 149.1(2), (3) and (4)
will be amended to per mit the revocation of
the charitable statusif a charity “makes a
disbursement by way of a gift” whichisnot a
gift made “in the course of charitable
activities carried on by it” or not a gift “to a
doneethat isa qualified donee” at the time of
the gift

» All gifts made by a charity must be madein
the course of furthering its charitable
activities or transferred only to qualified
donees

41
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7. Additional Qualified Donee

» TheFebruary 27, 2004 Draft Amendments
expand “qualified donees’ toincludea
municipal or public body performing a
function of a gover nment in Canada

 Thisamendment isin response to the Quebec
Court of Appeal decision in Tawich
Development Corporation v. Deputy Minister of
Revenue of Quebec, 2001 D.T.C. 5144

42

C. SELECTED DISCUSSION OF NEW
POLICIESFROM CRA AFFECTING
CHARITIES

1. New Policy Statement on Political Activities

* The courts have held that an organization that
has been established for a political purpose
cannot be aregistered charity. Palitical
pur poses have been defined by the courts as
pur poses seeking to:

— Further theinterests of a particular political
party; or support a political party or
candidate for public office;

— Retain, oppose, or changethe law, policy or
decision of any level of government in
Canada or aforeign country

43
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» A charity’sability to participate in palitical
activities have been controversial and highly
confusing for along time

* CRA’s Palicy Statement on Political Activities
gives clarification to charitiesfrom a
administrative, not legislative standpoint

» The Palicy Statement gives a broader
inter pretation of what are charitable activities as
opposed to political activities

* CRA has established three categories of
involvement by charitiesin palitical activities:

— Charitable activities
— Prohibited activities
— Permitted political activities

44

» Examples of charitable activities:

— Digtributing the charity’ sresearch on a particular
topic relevant to its charitable purpose

— Releasing and distributing aresearch report to
election candidates

— Publishing aresearch report online
» Examples of prohibited activities:

— Supporting an election candidatein the charity’s
newsletter

— Distributing pamphletsthat underline the
government’slack of contribution to the charity’s
goals

— Preparing dinner for campaign organizersof a
political party

— Inviting competing election candidates to speak at
separate events

45
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» Examples of permitted political activities:

— Buying a newspaper advertisement to pressurethe
gover nment

— Organizing a march to Parliament Hill

— Organizing a conferenceto support the charity’s
opinion

» Limits on using charitable resourcesfor permitted
political activities:

— Under theITA, acharity must devote
substantially all of itsresourcesto charitable
activities

— Substantially “all” is defined by the CRA as
90% or more, meaning that a charity may not
devote morethan 10% of itstotal resour ces per
year to political activities

46

— Smaller charitieswith less than $50,000
annual income can devote up to 20% of
their resourcesto palitical activities,
income between $50,000 and $100,000 can
devote up to 15%, and income between
$100,000 and $200,000 can devote up to
12%

— Resources used towar ds per mitted palitical
activities are not applied to meeting a
charity’s disbur sement quota for receipted
donations

a7
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2. New Palicy on Business Activities

* Running abusinessisgenerally not a charitable
activity

* However, arelated business will be permitted
subject to certain limitations

* Arrelated businessisdefined as a business
activity connected to a charity that isused in
the furtherance of the charity’s charitable
pur poses

e Therearetwo kinds of related businesses:

— Businesses that arelinked to a charity’s
pur pose and subor dinate to that pur pose,
such as:

48

A hospital’s parking lots, cafeterias, and
gift shopsfor the use of patients, visitors,
and staff

* Gift shopsand food outletsin art galleries
or museums for the use of visitors

» Book stores, student residences, and dining
halls at universitiesfor the use of students
and faculty

» Therefore, a church that operates a bible
book store would likely be carrying on a
permitted related business because the
selling of biblesisrelated to the charitable
pur pose of the church

49
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— Businesses that are run substantially by
volunteers, i.e. 90% arevolunteers, are deemed
to bearelated business even if if the businessis
not linked to the charitable objects of the
charity

» Unrelated business: |'s a business activity that is
neither related nor deemed related, i.e. if a church
decidesto buy and sell computersfor profit, or
run a catering business with more than 10% paid
employees.

» Charities cannot participatein unrelated
businesses, asthey risk being refused or losing
charitableregistration status

50

3. New Poalicy on Donation of Gift Certificates

 CRA hasoutlined a number of situations
under which a charity may issue an official
donation receipt for the donation of a gift
certificate, including:

— Wherethe donor purchases or obtains
the gift certificate directly

— Wheretheissuer of the gift certificate
directly donates a gift certificate to the
charity, and the charity, not a third
party, redeemsthe certificate for

property

51
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4. New Palicy on Holding of Property for
Charities

* CRA hasrecognized that organizations that
hold title for registered charities can be
registered as charities themselves

e Charities may want to use charitabletitle-
holding organizationsin order to protect their
assets from liability associated with operation

* Exampleswould be separate foundations for:
— Land holdings
— Equipment and/or management facilities

— Licensing of Intellectual Property

52

5. New Palicy on Third Party Fundraisers

* A charity can use athird party organization
or fundraiser asan agent to organize a
fundraising event

 However, thefundraiser, as agent, is
responsibleto the charity as principle and the
charity isliable for the actions of the agent

 Therefore, acharity must retain control over
all monies earned and all receiptsissued in
relation to a fundraising event

53
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6. Policy Commentary on Charities M anaging
I nvestment Por tfolios

o Clarifieswhether or not a private foundation’s
management of an investment portfolio
constitutes a business activity

» Private foundations are prohibited from
involvement in any business activity

 However, managing one's own investment
portfoliois not automatically considered a
business activity, but a case-by-case analysis
must be done

 Theposition of CRA isthat registered charities
can manage the investment portfolios of other
registered charities at below mar ket rates
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* However this position does not addressthe
problem of delegation and sub-delegation at

common law
7. Summary Palicies

 Examples of morethan 200 Summary Policies
affecting charitiesinclude:

— Fundraiser - Confidentiality
— Réligion - Directorg/trustees
— Broad & vagueobjects - Conditional gift

— Restricted funds - Desgnated gift
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