| GARTERS ca

ASSOCIATION OF FUNDRAISING PROFESSIONALS
OTTAWA CHAPTER

Ottawa — November 20, 2008

Considerationsin Creating Endowed Gifts
and Gift Planning in Troubled Times

By Jane Burke-Robertson, B.Soc. Sci., LL.B., Edudzi Ofori, B.A.,LL.B.,
And Karen J. Cooper, LL.B.,LL.L., T.E.P.
© 2008 Carters Professional Corporation

| Cms‘ﬁ Offices in Ottawa, Mississauga & Orangeville

Locations also in Toronto, London, Guelph & Vancouver
CARTERS PROFESSIDHAL CORFORBATION Toll Free: 1-877-942-0001
BR STEES, SOLICITORS & TRADE-MAahic AGEMTS warw. cartars 35
Attilatett wilh Fasken Martineau Dubdoeulin LLF waw.charl tylaw @F

PART |I. OVERVIEW - ENDOWMENTS
« How does an Endowment work?

*  What Are some Advantages of an Endowed
Gift?

< Difference between Restricted and Unrestricted
gifts

* ITA Implications and Requirements

« Donor Endowment Agreements & Board
Endowment Funds

* Management of Endowments

» Endowmentsin a Troubled Economy
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IN A NUTSHELL - HOW DOESAN

ENDOWMENT WORK?

» Created by ether adonor through an
endowment agreement or by theboard of a
charity

» Involvesthe creation of a capital fund to be held
on alongterm or perpetual basisin order to
fund either specific projectsor the general
operation of a charity

* Theincome (e.g. theinterest, dividends or
realized capital gains) can either be expended in
total each year or can bereinvested in whole or
in part
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The capital and/or theincome can be
restricted to a particular use, such as

scholar ships, or can be left unrestricted and
used for the general charitable purposes of the
charity

The disbursement of income and capital by
the charity can beleft to itsdiscretion or can
be subject to donor advice, e.g. a donor
advised fund

WHAT ARE SOME OF THE ADVANTAGES
OF AN ENDOWED GIFT?

It can create long term stability by balancing
against possible fluctuationsin yearly
fundraising

It allowsdonorsto createafund in the name
of thedonor or their familiesin order to have
along term impact on charitable programs

It facilitatesthe donor acquiring naming
rightsfor a particular project or have naming
rights placed on a building

Thevehicleisflexible enough to permit the
creation of both lar ge segregated endowed
funds aswell as smaller contributionsto
existing board endowed funds

If an endowment fund is operated through a
parallel foundation, then the endowment fund
can be protected from creditorsof the
operating charity
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UNRESTRICTED AND RESTRICTED
CHARITABLE GIFTS

An endowed gift isheld by a charity asa
restricted charitable gift

It isthereforeimportant to know the difference
between an unrestricted and arestricted
charitable gift

What isan unrestricted charitable gift?

— Itisagift at law to be applied towardsthe
general charitable purposes of a charity that
Isnot subject to any restriction by the donor

— If aboard d%ignal%a%ft to a specific
charitable purpose, theboard can changeits
mind and apply the gift to another special
purpose aslong asit iswithin itscharitable
objects

7

Examples of unrestricted charitable gifts
— Cash donations

— Government grantsnot restricted toa
specific program

— Giftsfrom donorsthat are directed to be
used for the general purposes of a charity

— Board designated fundsthat areinternally
restricted

What isarestricted charitable gift?

— Itisagift at law that is subject to
restrictionsimposed by the donor that
constrain how a charity can use the gift

— Charity must under stand the nature of the
restriction that has been imposed and the
importance of complying with the
restrictions

— Therearedifferent forms of legal
restrictionswith corresponding distinct
legal consequences
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+ Exampleof Donor Restricted Charitable Gifts
— Endowment Funds
= See previous definition of an endowment
= Restricted in timefor 10 yearsor more
— Restricted Use Funds

= Capital and earned incometo be
expended over a period of time rather
than being held for 10 yearsor more

= Will be applied in accor dance with certain
specific charitable purposerestrictions

= restrictionswill eventually be fulfilled,
thereby bringing therestricted gift to an
end

10

— Restricted Charitable Trust Property

= Real estatethat isacquired subject to
certain termsof trust contained in the
deed of the property that can act asa
type of an endowment

= Threegeneral categoriesof restrictions:

o Pertaining to use

o Pertaining to religious doctrine

o Limiting the use of the property to
those who follow a particular religious
practice

11

— Implied Restricted Charitable Gifts

= Courtshave been prepared to consider
extrinsic evidence concer ning whether
the donor intended to create arestricted
charitable gift

= eg., instead of aformal gift agreement,
thecourt can look at aletter or a
memor andum of discussionswith a
donor to determinehisor her intent

12
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— Precatory Trusts/Designated Gifts and
Donor-Advised Funds

= Precatory trust isanon-binding request
of thedonor and isalso called a
designated gift

= Do not have any enforceablerestrictions
associated with them

= Donor gives*“suggested direction” which
isan expressed preference, desire or
request

= Moral obligation on charity receiving
such a gift

13

= Donor advised fund isaform of
designated giving whereby the donor
makes a gift to a charity and then
periodically makes nonbinding
recommendations asto the distribution
of assetsfrom the fund

= Allows donor to receiveimmediate tax
deduction for a charitable gift while
deferring the ultimate disbur sement of
the gift for futurecharitable projects

14

= Accordingto CRA, adonor can requirea
gift tobeused in a particular program
provided that the decision regarding use
of the donation within the program rests
with the charity

= |f donor retainstoo much control over
the gift it will nolonger be considered a
gift at law, in which caseit cannot be
receipted under the I TA

15
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WHAT ARE THE INCOME TAX ACT
REQUIREMENTS OF AN ENDOWED GIFT?
» Under thelncome Tax Act (ITA) an endowed gift is

referred toasa“ 10 year gift” under the broader new
category of “enduring property”

* Thestatutory requirementsfor a 10 year gift isthat it
must:

— Besubject toatrust or adirection and
— Beheld for aperiod of not lessthan 10 years

* Thedocumentation required to evidence a 10 year gift
must include the following:

— Thedocument must be executed by the donor for
each gift that ismade
— The document must clearly identify the donee

charity, including its official name and registration
number

16

— The document must indicate the amount of the
gift

— Thedocument must set out the datethe gift is
made

— Thedocument must set out the name and
address of the donor

— Thedocument must set out the serial number
of the official receipt issued to the donor for the|
gift

— Theinformation must be attached to charity’s
duplicate copy of receipt

17

TAX IMPLICATIONS OF AN ENDOWED
GIFT

Enduring Property

« An endowed gift (i.e. a gift wherethe capital is
held for at least 10 yearsor a bequest or
inheritance now both forming part of enduring
property) hastax implications under the recent
May 2005 amendmentsto the ITA

80/20 D.Q.

» An endowed gift isexcluded from the 80/20
disbursement quota of therecipient charity,
provided that the endowed gift isheld for at
least ten years

18
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» A transfer of an endowed gift between a
recipient charity and another charity does not
affect the 80/20 disbursement quota of either

3.5% D.Q.

« An endowed gift, though, will be subject to the
3.5% disbursement quota on investment assets
for all foundationsand for charitable
organizationsif the charitable organization
received charitable status on or after March
23, 2004, or for charitable organizationsfor
taxation years commencing after 2008 if they
received their charitable status prior to March
23, 2004

19

* The3.5% disbursement quota only appliesto
those registered charitiesthat hold investment
assets greater than $25,000

Encroachment on Enduring Property

» If interest and dividend incomeis not sufficient
to meet the 3.5% disbursement quota, then the
charity can encroach on realized capital gains
up to thelesser of the capital gains pool and
3.5% of theinvestment assets of the charity,
provided that the terms of the gift agreement
permit such an encroachment during theten
year period

20

« Any disbursement of realized capital gains
beyond thislimit or the disbursement of the
original capital will result in 80% of what is
expended being added back on tothe
disbursement quota of the charity

» Itisimportant to ensurethat theyearly
calculation of the capital gains pool iskept up
todatein the T3010 of a charity in order to be
ableto utilize the capital gainspool in the
futurein disbursing realized capital gains
during thefirst 10 years of an endowed gift

21
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» A charity needsto carefully review existing
endowment agreements to determine whether
the agreement permits encroachment of
realized capital gains

« If not, unless the endowment agreement
reservesaright for thecharity tovary the
terms of the endowment agreement, neither the
charity nor the donor would be able to permit
encroachment on realized capital gainson their
own without first obtaining court approval, as
the asset no longer belongsto the donor

22

WHAT SHOULD BE CONSIDERED IN
STRUCTURING A DONOR ENDOWMENT
AGREEMENT?

* Amount of thedonation -isit above any minimum
amount established by the charity’s gift acceptance
policy for a donor endowment?

» Isthedonation a gift of moniesor gift in kind?

— if agiftin kind, then the charity needsto ensure
that thereisa proper evaluation donein
advance of the gift to determine FMV

— thevalue of a gift of securitieswill generally be
the closing bid price of the shares on the date of
the gift

23

« Isthecapital of thefund tobeheldin
perpetuity or for a period of at least 10 years?

+ Isthecharity to have the ability to encroach
on realized capital gains?

« Isthecharity to be given the ability to
encroach on theoriginal capital?

* Noteif encroachment on capital within the 10
year period, then thewhole gift collapses (no
longer a 10 year gift)

24
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« For afund that isto be held in per petuity,
can the charity encroach on the capital
after 10 yearsand if so, under what
circumstances?

— e.g. meeting a disbur sement quota
shortfall

— eg. in the event of extenuating
circumstances encounter ed by the
charity in the discretion of the board

25

« Arefurther contributions of capital permitted
and, if so, arethere any limitations?

— From whom can the contributions be
received?

— Aretheretime or quantum limitations on
further contributions?

— Need totrack further contributionsas new
ten year giftsfor Income Tax purposes

26

* What isthe purpose of thefund, eg. isthereto
bearestriction in relation to the use of the
income and/or capital or can theincome and/or
capital beused for the general charitable
pur pose of the charity?

+ Doesthe endowment agreement include a cy
préstype of clause to permit the charity to
change the purpose of the gift in the event that
the original purpose becomesimpossible or
impractical?

27
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» Doesthedonor wish to have continuing
involvement in decisionsregarding the
application of theincome/capital of the fund? If
so, the agreement will be structured asa “donor
advised fund”

* Istheendowment agreement clear that the
board of the charity will ultimately exerciseits
discretion over the expenditure of the
income/capital ?

28

« Istheinvestment policy of the charity to
beincorporated by referenceinto the
endowment agreement?

» If not, isthedonor ableto impose
restrictions on thetype of investment in
relation to the gift?

29

» Isthecharity ableto charge areasonable
administrative charge against the income of
the endowment fund?

* Arethedetailsof an administrative charge
contained in the endowment agreement or isit
to be cross-referenced to the gift policy of the
charity?

30
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» Doesthe charity have a disbursement policy to
determine how much incomeisto be paid out
each year from the endowed fund and how
much isto bereinvested and under what
circumstancesthere can be an encroachment on
capitalized income and capital ?

» If nopolicy aprovison in thisregard should be
set out in the endowment agreement

31

+ Doesthe endowment agreement permit a
transfer of the endowed fund and change of
trustee to another charity, such asa parallel
foundation?

» Doesthe endowment agreement include
provisionsto protect the endowed gift by
reguiring it to betransferred to another
charity in the event of a pending insolvency,
bankruptcy or winding up of the charity?

32

» Doesthe endowment agreement permit
amendmentsto the administrative terms of the
agreement?

» Isthedonor to be given namingrights? If so:

— How long do the naming rights extend for?

— Hasthecharity retained theright to
terminate the naming rights of a donor and
under what circumstance?

33
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» Hasthedonor been advised to seek
independent legal and/or tax advice?

» Hasthecharity ensured that thereisno
evidence of undue influenceinvolved in the
donor making the endowment?

+ Hastheboard of a charity authorized the
signing of the endowment agreement and who
has signing authority on behalf of the charity?

34

WHAT SHOULD BE CONSIDERED IN
STRUCTURING A BOARD ENDOWMENT
FUND?

» Theboard of the charity should createthe
terms of a board endowment fund by adopting
aboard resolution to authorize the same

« Thereshould be aboard resolution to
authorize each board endowment fund

* Thesubstantive termsof a board endowment
should generally be similar to thetermsof a
donor endowment agreement as described
above

35

» Example of board endowed funds could include
for example

— A perpetual endowment fund
— A building fund
— A debt reduction fund

— A specific project fund

— A scholarship fund

36
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» Havethetermsof the board endowment fund
been adequately communicated to the donor in
writing or isit available at the website of the
charity?

» |Istheresomeform of an endowment fund
contribution agreement in order that the donor
can evidencein writing that the gift meetsthe
reguirements of aten year gift under the
Income Tax Act?

37

HOW SHOULD AN ENDOWED GIFT BE
MANAGED?

* Review and approve donor restrictions before
receiving the gift, asthereisno obligation to
accept a gift

» ldentify the nature of the endowed gift to
determineif it isactually an enfor ceable donor
restricted gift or a“precatory trust” that isnot
enforceable

» Effective ongoing management of endowed gift
includes

— Depositing the endowed gift into the bank
account of the named charity

38

— Invest the endowed fund in accordance with
applicable investment powers

— Do not borrow against the endowed gift

— Commingle endowed giftsonly in
accor dancewith theregulationsin the
Charities Accounting Act (Ontario) and not
with any general funds of the charity

— Always comply with the terms of the
applicablerestrictions

39
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ENDOWMENTSIN A TROUBLED ECONOMY

* Undoubtedly most charitieswith significant
capital invested in the markets arefeeling
some pain

« Donorswho pledged major giftsof
appreciated capital stock may take a “wait
and see” approach to donating since:

— Drop in value of shareseither meansmore
must be given or gift must be scaled back
or reduced to value of shares

— Tax Incentiveswork best when gain ishigh

40

« Noimmediaterélief in terms of the DQ based
on value of endowments—any relief based on
smaller net values follows the market shift
later (since DQ operateson atime-lag or
averaging basis)

41

ENDOWMENTSIN A TROUBLED ECONOMY
—-WHAT CAN YOU DO?

» Include ability to encroach on capital in
endowment agreementsin order to meet DQ

» Consider providing for areasonable
administrative fee to be charged against
endowment to offset some of the costs of its
administration

» Refer back to your charity’s gift acceptance
policy in deciding what giftsto accept, i.e. just
because timesaretough don’t say “yes’ to every
big gift that comes your way. Having clear gift
policiesin place will help you avoid getting stuck
with donations that can create a burden on the
organization later

42
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Berealistic - The problem of over-promising and
under-delivering: Don’t promise to do 10 thingsjust
to get an endowed gift. Consider that the endowed gift
won't spin off incomeright away so where will the
unrestricted money come from to get things
underway?

If thisisthe case, consider asking donor to make part
of gift unrestricted and not subject tothe 10 year rule

Charities should closely monitor investments and
V\_/Is1kere needed, modify investment policiesto minimize
ri

Don’t commit “recession suicide” —charities should
avoid making the mistake of cutting fundraising
expenditure. Focus on protecting futurerevenue - not
just servicestoday

43

PART II. GIFT PLANNING - OVERVIEW

Elimination Of Taxable Capital Gainsin
Respect Of Certain Gifts

Charitable Remainder Trusts

Use of Private Foundations, Community
Foundations and Donor Advised Funds

Bequests
Other Deferred Gifts

44

. ELIMINATION OF TAXABLE CAPITAL

GAINSIN RESPECT OF CERTAIN GIFTS

. Giftsof publicly traded-shares

Thetax on capital gainsincurred on the
donation of publicly listed sharesand
ecologically sensitive property has been
completely eliminated

Generally, a gift of property will trigger a

capital gain if thefair market value (“FMV") of

the property exceedsits adjusted cost base
(“*ACB")

45
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* For most gifts of property, 50% of the capital
gain isincluded in incomefor theyear and is
subject to tax

* For example, a gift of sharesthat an individual
paid $100 for (the ACB) and which now hasa
FMV of $1,000, would haveresulted in a
capital gain of $900 and a taxable capital gain
(the amount she will haveto includein her
taxable income) of $450

46

* Now, with the Budget 2006 measures, a
donation of publicly traded sharesor an
ecological gift with an ACB of $100 and aFMV
of $1,000 will result in no taxable capital gain

e Therefore, the entire amount of the donation
tax credit of $460 will be available to be used
against other sources of income

* Thismakesdonations of such property even
mor e attractive than cash, since the cost of the
donation to individual in thefirst place was
only $100

47

* Thistype of gift isthe most vulnerableto the
current market volatility

+ Timingiseverything

— Avoid being thefinancial advisor

— Rely on aclear gift acceptance policy - see
Registered Charities Newsletter No. 12
— Usually the date of the gift isthe date that

the shares have been received in the
charity’s brokerage account

48
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» Limited opportunities still exist
— BCE shares

— Donors may want to trigger taxable capital
losses, but be car eful

— Donors may want to donate and re-
purchasein order to step up the ACB of
sharesthat remain winnersover the long-
term

49

2. Flow-Through Shares

* Flow-through shares (sometimesreferred to as
“FTS’) aretax-based financing incentives
available only to the oil and gasand mining
sectors

* Thecurrent rules effectively permit
corporationsto renounce or “flow-through”
income tax deductions associated with certain
activitiesto shareholdersin exchangefor the
sale of their shares

50

* Aninvestor receives sharesissued by the
cor por ation as consider ation and the deductions
availableto the corporation in relation to
resour ce expenditur es ar e flowed-thr ough to
investor

» Theexpenditures deducted by theinvestor grind
the cost base of the shares

* Theimpact of the elimination of the tax on
capital gains accruing on donations of publicly
traded securities when coupled with tax
incentiveson FTSissued by companiesin the
resour ce sector has generated great interest and
planning opportunitiesfor investorsin this
sector

51
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« Advisorstodonorsand charitieswith respect
to such gifts should be car eful when
considering such giftssincemany FTSare
subject to hold periods, may not retain their
valueduring the hold period, and may not be
mar ketable upon the expiration of the hold
period

52

« However, anumber of advance income tax
rulings have recently been issued sanctioning
various structuresusing FTS (see also
2007APFF Question)

* Theserulingsall relied on “liquidity
providers’ to avoid the hold periods—these
have disappeared entirely from the current
market

53

B. CHARITABLE REMAINDER TRUSTS

* Rulesrelated to charitableremainder trusts
have not kept pace with other changestothe
sector

* Rulesnot expressed inthe ITA, based on CRA
technical interpretations and administrative
positions

* Rulescurrently under review, but may have
become attractive again in the current market

54
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» A charitableremainder trust isan irrevocable
trust which has been created by a settlor/donor
who giftsaresidual (or remainder) interest in a
property toatrust for the benefit of a
registered charity or qualified donee
(collectively referred to in theremainder of this
section asa “ charity”) whileretaining the right
to use and enjoy the property, including the
right to receive income from the property for a
specified period (usually the settlor’slife)

55

* Thesettlor receives an immediate donation
tax receipt and isableto immediately claim a
donation tax deduction or credit in respect of
adeferred gift while continuing to enjoy the
property or receiveincome ther efrom

» Thefavourabletreatment given to charitable
giftsof publicly listed shares does not apply
to shares used to fund a charitable
remainder trust, but in the current market
such treatment may not be beneficial

56

C. USE OF PRIVATE FOUNDATIONS,
COMMUNITY FOUNDATIONSAND
DONOR ADVISED FUNDS

« Asof December 2005, CRA indicatesthat there
were 4,208 private foundations registered with
CRA (out of atotal of 82,243 registered
charities) (CRA Registered Charities Newsletter
No. 27, Fall 2006)

« Community foundations currently number 165

» Theeffective use of a private or community
foundation or a donor advised fund could bea

very useful and flexible planned giving tool for
an individual even in troubled economic times

57
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Advantages for the donor:
< Donor can retain control over assets

< Donor can retain control over the investments
of donated assets

« Donor may involve other family membersin
the foundation/fund and instill altruistic
philanthropic valuesin them

« Donor now no longer vulnerableto market
volatility

58

Advantages for Beneficiary Charity

» Because of the 3.5% disbursement quota
reguirement there should be a steady stream
of income

« Ensuresa continued relationship with the
donor that may be maximized in better times

* But bewary of theissuesraised in respect of
endowments

59

D. BEQUESTS

* ThelTA providestax relief to adonor for
charitable giftsduring higher lifetime

» Taxrelief iseven greater for giftsmadeasa
result of the donor’s death

» Making charitable gifts through wills may be
donein avariety of ways

» Theavailability of the donation tax credit will
depend on the circumstancesin each case and
the manner in which thewill isdrafted

60
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» Subsection 118.1(5) deems a gift made by an
individual’swill to have been made by the
individual immediately before death

* Subsection 118.1(4) providesthat a gift made
in theyear of death isdeemed to have been
madein the year immediately prior to death
to the extent that the tax credit for the gift has
not been claimed in the year of death

61

« Donation tax credit may beclaimed in the
individual’sterminal tax return or in the year
immediately prior to death

« Donationsmadein theyear of thedonor’s
death and theimmediately preceding year
could be deducted up to 100% of the deceased’s
income in those years

* Whereagift madeasaresult of aperson’s
death does not satisfy the requirements under
subsection 118.1(5), the estate or the
testamentary trust may beentitled toa
charitable donation credit pursuant to
subsection 118.1(3)

62

E. OTHER DEFERRED GIFTS
1. Lifeinsurance

— Donor may irrevocably assign the
owner ship and beneficiary rights of paid-
up lifeinsurance policy to Charity

— Irrevocably assign the owner ship and
beneficiary rights of alifeinsurance
policy to Charity on which premiums
remain to be paid; or

— Namethecharity asa beneficiary of alife
insurance policy

63
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2. Registered retirement plans

— Includesdirect designation of a charity as
a beneficiary to receive the proceeds of
RRSPsor RRIFson the death of the
donor

— Also can gift to a charity the proceeds of
RRSPsor RRIFson the death of the
donor by way of bequest

64

3. Charitable gift annuities

— An arrangement under which a donor
irrevocably transfersproperty toa
charitable organization in exchange for
immediate guaranteed paymentsfor lifeat a
specified rate depending on life expectancy
or for afixed term

— A portion of the property isused to
purchase a commercial prescribed annuity
from alicensed issuer

— Thecost of the annuity is based on the
donor's age and incomerequirements

65

— Theremainder of the property not required
to purchase the annuity is considered an
outright gift to the charity

— Thelicensed issuer or theannuity paysthe
donor a guaranteed income for a specific
timeor for theremainder of thedonor’slife

— Upon death of the donor, the charity
receives any remaining guar anteed income
from the annuity, unlessthe donor has
specified otherwise

— Charitable foundations may not be ableto
enter into arrangementsto issue annuities,
since an undertaking to make an annuity
payment may be considered a debt, which is
aground for revocation under the Income
Tax Act

66
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