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A. INTRODUCTION

» Elimination Of Taxable Capital Gains|In
Respect Of Certain Gifts

e Charitable Remainder Trusts
» Charitable Donations Made Through Wills
e UseOf Private Foundations

« Statusof Legidation

B. ELIMINATION OF TAXABLE CAPITAL
GAINSIN RESPECT OF CERTAIN GIFTS

1. Elimination of taxable capital gains

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

* Generally, agift of property will trigger a
capital gain if thefair market value (“FMV") of
the property exceedsits adjusted cost base
(*ACB")

3
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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 land that an individual
paid $100 for (the ACB) and which now hasa
FMV of $1,000, will result in a capital gain of
$900 and a taxable capital gain (the amount she
will havetoincludein her taxable income) of
$450

» Assuming that sheistaxed at thetop marginal
tax rate of 46%, shewould pay $207 in tax on
the donation. Of course, shewill also be able
to claim a donation tax credit for theentire
amount of the gift ($1,000 - assuming that this
isher only donation, the value of the tax
credit would be about $460)

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

« 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
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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

* Aninvestor receives sharesissued by the
corporation as consideration and the deductions
availableto the corporation in relation to
resour ce expenditur es ar e flowed-through 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 securitieswhen coupled with tax
incentiveson FTSissued by companiesin the
resour ce sector has generated great interest and
planning opportunitiesfor investorsin this
sector

* Assumethat theinvestor acquires $1,000 of FTS
of apublicly listed corporation

» Over thecourse of the exploration period, the
investor will be entitled to $1,000 in flowed-
through deductionsrelated to the exploration
expensesresulting in tax savings of about $460
(assuming again a 46% marginal tax rate)

« At thispoint, the $1,000 FTSwill have cost only
$540. When exploration is completed and the
investor has claimed the maximum possible
amount of exploration deductions, the shares
may be gifted to a qualified donee, other than a
private foundation

www.carters.@m 3 www.charitylaw.@w
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» Assuming that the value of the sharesremains
$1,000, the investor will be entitled to a
donation tax credit in respect of the $1,000
donation, which resultsin another tax savings
of about $460, and will not be taxed on the
capital gain

« Asaresult, theinvestment and, thereafter,
donation to charity of $1,000 will have only cost
theinvestor/donor $80

10

» 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

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

11

3. Valuation

« Determinethedate of the gift of publicly traded
shares:

— Certificate hand-delivered to the charity -
gift made when the charity receives and
accepts gift

— Certificateis mailed to the charity - deeming
rulein paragraph 248(7)(a) appliesto deem
the charity to receive the certificate on the
day it was mailed, provided that the charity
acceptsthe gift

12
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— Electronictransfers- CRA hasindicated that
asageneral rulethedate of a gift of
electronically transferred sharesisthe date
the sharesarereceived in the charity's
account

* BecausethelTA doesnot provide guidancein
determining how a gift of sharesshould be
valued, CRA has accepted the use of the closing
bid price of the share on the dateit isreceived or
the mid-point between the high and the low
trading pricesfor the day, whichever provides
the best indicator, given the circumstances, of
fair market value on normal and active market
trading

13

« Other factorsto consider:

— Thesize of the block of shares

— Thevolumetraded
— Theattributes of the shares

— Whether the donor had control or was a
minority shareholder

— Whether therewere any restrictionson the
transferability of the shares

— Whether the shareswerethinly traded

14

« Charitieswhich anticipate receiving such
giftsand which have not developed a policy in
respect of receipt of donations of publicly
traded shares should do so at their earliest
opportunity, taking into consideration the
guidance provided in Registered Charities
Newsletter No. 12

15
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C. CHARITABLE REMAINDER TRUSTS

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

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

* Rulescurrently under review

16

» 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)

« Thesettlor receives an immediate donation tax
receipt

17

1. CRA’sGeneral Position
* CRA requirements (IT-226R)

— Residual interest must be given to the
charity voluntarily, with no expectation of
right, privilege, material benefit or
advantage to the settlor or a person
designated by the settlor

— Must beirrevocable

— The property must vest with the charity at
thetime of transfer such that the right may
not be taken away from the charity at a
future date

18
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— Thevalue of the gift must be ascertainable at
thetime of that thetrust is settled

— Theremust be no possibility of encroachment
on the capital during the existence of thelife
interest, e.g. payment of remuneration or fees
out of the capital of thetrust, distributions of
unrealized capital gainsand returnsof capital

* Themethod of valuing theresidual interest will
vary according to the type of gift, thefair
market value of the property, current interest
rates, the life expectancy of any life tenants,
current term tables, anticipated future economic
conditions and any other relevant factors

19

* Transfersof private corporation sharesor units
in amutual fund trust may bevery difficult to
value

* ItisCRA’sview that when property is
transferred to a charitableremainder trust, it is
the entire property, consisting of both thelife
interest and theresidual interest, which is
transferred to thetrust and which resultsin a
disposition of the entire property for the
pur pose of determining whether the settlor has
realized a capital gain or loss

20

» The proceeds of disposition of the property to
the settlor and the acquisition cost of the
property tothetrust will bethefair market
value of the property at thetime of the
transfer to thetrust and isnot discounted in
any manner

* However, paragraph 8 of I T-226R provides
for an election under subsection 118.1(6) of
the ITA between the adjusted cost base and
thefair market value of the property, which
would be both the proceeds of disposition of
the property and the amount of the gift

21
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2. Benefitsof Making a Gift through a
Charitable Remainder Trust

*  Thedonor isabletoimmediately claim a
donation tax deduction or credit in respect of
adeferred gift while continuing to enjoy the
property or receive income therefrom

» If atestamentary trust, the settlor can
providefor an income beneficiary during
their lifetime, while at the sametime
guaranteeing a significant donation to
charity and providing the estate with some
tax relief

22

+ Assetstransferred to a charitable remainder
trust during the settlor’slifetime will not
form part of the settlor’s estate and will not
be subject to probate fees

» Sincetheassets passto the charity under the
terms of the trust agreement, the donation
will not be considered a testamentary gift and
will not be subject to provincial dependant’s
relief legislation

23

3. Concerns Regarding Charitable Remainder
Trusts

« Themain concern regarding charitable
remainder trustsisthefact that such
structures are mostly established on the basis
of CRA administrative policy which remains
under review and that thereisscant legislative
or caselaw support

+ Thefavourabletreatment given to charitable
giftsof publicly listed shares does not apply to
shares used to fund a charitable remainder
trust

24
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+ CRA’sadministrative positionswith respect to
some of the issues surrounding charitable
remainder trusts may not be correct

« Isit theentireproperty which isdisposed of to
thetrust? Thisdisregardsthe bundle of rights
theory of property - wherethedonor retainsthe
right to use the property all that has been
disposed of to thetrust isthefutureinterest to be
granted to the charity

» Questionsremain concerning theimpact of a
residual gift through a charitable remainder
trust on the donor’s donation limit

« What isthe cost to thetrust of thetransfer?

25

D. CHARITABLE DONATIONSMADE
THROUGH WILLS

* 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

26

1. Benefitsof Making Charitable Giftsby Will

* 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 is deemed 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

27
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» Donation tax credit may beclaimed in the
individual’sterminal tax return or in the year
immediately prior to death

» Donationsmadein the year of thedonor’s
death and theimmediately preceding year
could be deducted up to 100% of the deceased’s
incomein 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 be entitled to a
charitable donation credit pursuant to
subsection 118.1(3)

28

* Inother situations, a gift madefrom a
testamentary trust to a charity may not be
treated asa gift, but may betreated asa
distribution in satisfaction of the charity’s
incomeinterest in thetrust or asadistribution
in satisfaction of the charity’s capital interest in
thetrust

2. Application of Subsection 118.1(5)

« Little caselaw dealing with what would
constitute a gift made by will pursuant to
subsection 118.1(5)

* Hasbeen in accordance with CRA’s
inter pretation

29

» Previously, CRA took arestrictiveview - the
terms of the will must expressly providea
specific property, a specific amount or a
specific per centage of theresidue of the estate
to be gifted to a qualified donee named in the
will, without any discretion by the trustees, so
that the qualified donee on reading the will
can expect that a specific gift will be madeto
it

* Since 2001, CRA’sviews haverelaxed

30
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3. GiftsMadeby a Testator Without Involving
Any Trusts

» For example:

— Outright legacies and bequests

— Giftsmadefrom theresidue of an estate
wherethereisno intervening lifeinterest

— Giftsover to charitiesin the event that the
beneficiaries under the will predecease or
disclaim the gifts

31

a) Intention of testator

¢ Thetermsof thewill must show that the
testator hasa clear intention to makea
donation to aregistered charity

b

* CRA previoudly required the identity of the
charity toreceive the gift be expressly set out
in thewill

~

I dentity of charitiesto receive gifts

e Thisrestrictive view has been relaxed in recent
yearsin several respects

32

i) Discretion of trusteesto choose charities

— CRA previoudly did not permit trusteesto
choose from alist of charitiesto receive
giftsfrom the estate

— Now acceptable for awill to stipulatethat a
specific amount be gifted to charity and
providealist of charitiesto which
donations be made, with the trustees having
adiscretion to determine the amount to be
given to each named charity, provided that:

33
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= Theactionstaken by the executor are
reasonable and in accor dance with the
terms of the will

= Thedonation ismadeto a charity

— Also acceptable that wherethetermsof a
will direct the trusteesto donate a specific
amount to a charity without identifying
any charity in thewill, and the will allows
thetrusteesto have full discretion to decide
which charity would receive the gift

34

ii) Giftsto charities established after the
death of the testator

— 1n 2001, CRA accepted a gift by will toa
private foundation to be established by the
testator’s estate

— It isquestionable whether thisview could
be applied to charitable organizations or
public foundations established after the
death of the testator

35

¢) Quantum of gifts
i) Specific amount or specific per centage of
theresidue of an estate

— Thewill must expressly set out either (1)
the specific amount of the gift or (2) the
specific per centage of theresidue of the
estate

— May be problematicif the trustees have
discretion to decide on the quantum of a
gift

36
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1) Discretion of trusteesto reduce specific
amount listed

— Wherethewill providesfor specified
amountsto be given to a number of
specified charities, but the executorsare
given the power to reduce the amounts, as
necessary, in the event that thereare
insufficient funds available to make all
charitable bequests after the payment of all
feesand expensesin the administration of
the estate, the actual amount donated by
the estate would qualify as gifts made by
the will

37

2) Discretion of trusteesto decide within a
dollar range

— Whereawill providesthat a gift isto be
madeto a charity within a dollar range, the
deceased would be entitled to claim a tax
credit under subsection 118.1(5) for the
minimum amount of therange, with the
estate being entitled to a credit under
subsection 118.1(3) for donations made
above the minimum amount

— Because donations above the minimum
would be purely within the discretion of the
trustees

38

3)Use of formulato calculate theresidue and
trustees discretions

— Thewill may providefor the donation of a
specific per centage of theresidue of an
estateto a charity

— In some situations, acceptable for the will to
providefor aformula determining the
amount of theresidue of the estate

39
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ii) Quantum of in specie gifts

— CRA generally requiresthat thewill must
expressly set out the specific amount or a
per centage of the residue of the gift

— In a 2004 technical interpretation, pursuant
to thetermsof thewill, a surviving spouse
selected which pieces of artwork she wished
to have from a collection of artwork owned
by the testator, with the remaining piecesto
be donated to an art gallery within 36 months
after thetestator’sdeath

— Acceptable because the executor did not have
any discretion on whether the painting will
be donated

40

d) Timing to complete gifts

* Ingeneral, gifts made by awill should be
completed within areasonable period of time
after death and that CRA may berequested to
adjust thetax return in the event that the gift
ismade after the assessment of the deceased’s
final tax return (subject to thetime limitation
for reassessments)

41

€) Form of property to be donated

* CRA generally requiresthewill to clearly
specify what isto be paid from the estate

» Possiblefor trusteesto have discretion to decide
the form of property to be donated, unlessthe
will specifies otherwise

. eg.

— Thewill stipulatesthat a specific amount to
be gifted to a charity, without stipulating as
to theform of the gift

— Thewill permitsa gift to be madein cash or
in specie

f) Conditions attached to gifts are acceptable

42
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4. GiftsMade by a Testator involving Trusts
» For example:

— Giftsmadefrom a spousal trust after the
intervening lifeinterest of the surviving
spouse

— Giftsmade from income and/or capital of a
testamentary trust (other than a spousal
trust) established under a will

43

a) Gift made by will

* Inorder for agift madefrom atestamentary
trust to qualify asa gift made by will under
subsection 118.1(5), all of thecriteria
concer ning outright gifts mentioned above must
be satisfied.

» Thetrust must not have any power to encroach
on the capital of thetrust before gifts are made

b) Gift by trust

*  Whereagift made from capital of atrust does
not satisfy asa gift made by will, the trust may
be entitled to claim the donation tax credit
pursuant to subsection 118.1(3)

44

c) Distribution in satisfaction of income and/or
capital interest of charity vs. donations

*  When a payment ismade from income of a
testamentary trust, it is sometimes permissible
for such payment to berecognized asa
distribution in satisfaction of the charity’s
incomeinterest in thetrust

— Thetrust may deduct such payment under
subsection 104(6) when calculating the
income of thetrust, instead of claiming a
donation tax credit for that year under
subsection 118.1(3)

45
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— Paragraph 104(6)(b) providesthat atrust
may deduct, in computing itsincome,
amountsthat have become payableor are
paid out of thetrust incometoits
beneficiaries

* Thetest of when atrust isentitled to treat
such a payment as a distribution of income
interest as opposed to a charitable donation is
not clear

» CRA appearsto have different administrative
positions depending on whether it isdealing
with atestamentary trust or an alter ego trust

46

e Testamentary trusts

— Trustees are allowed the discretion to choose
whether totreat adiscretionary distribution
from thetrust to a charitable beneficiary asa
gift or adistribution in satisfaction of the
charity’ sincome inter est

» Alter egotrusts

— Wherethetrust agreement empowersthe
trusteesto make a gift and the trustees
exercise this power, it would be appropriate
for subsection 118.1(3) to apply

— Wherethe charity isan income beneficiary
and a distribution is made out of thetrust’'s
income, subsection 104(6) would apply

47

E. USE OF PRIVATE FOUNDATIONS

» 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)

» The€ffective use of a private foundation could
be a very useful and flexible planned giving tool
for an individual

« Theremay berestrictionson when it issuitable
to use aprivate foundation

48
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1. What isa Private Foundation?

+ A privatefoundation is one of threetypes of
registered charitiesidentified in the ITA,
namely

— Charitable organizations

— Public foundations

— Private foundations

» Recent amendmentsto the | TA seem to be
blurring the distinction between the types of
registered charities, particularly between a
charitable organization and a public
foundation

49

— A charitable foundation may be established
aseither acorporation or atrust — it
cannot be an unincor porated association

— Therearetwo types of charitable
foundations: a public foundation and a
private foundation

— Likeacharitable organization, a public
foundation cannot be controlled by a group
of related director s/trustees

— A privatefoundation isdefined in the I TA
assimply afoundation which isnot a public
foundation

50

» Disbursement Quota Rules

— All registered charitiesarerequired to expend
aportion of their assetsannually in
accor dance with a disbursement quota (“DQ")

— TheDQ rulesgenerally involves an 80%
disbursement requirement aimed at limiting
administrative expenses and the 3.5%
reguirement aimed at preventing
accumulation of funds

— TheDQ rulesfor private foundationsare
very similar to thosefor charitable
organizations and public foundations, except
that private foundations must expend 100%
(rather than 80%) of all amountsreceived
from other registered charitiesin the
immediately preceding taxation year, other
than specified giftsand enduring property

51
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« Related Business

— Charitable organizations and public
foundations can carry on related businesses

— Private foundations may not carry on any
business activity

— A private foundation that carrieson business
activitiesmay be subfj ect to a 5% penalty tax
on its grossrevenue from the offending activity
on first infraction; increasing to 100% penalty
tax on repeated infractionswithin Syears,

ether with the suspension of receipting
prnvnleges (subsections 188.1(1), 188.1(2) and
188.2(1))

— Theprivate foundation’s charitable status may
also)be revoked (paragraph 149.1(4)(a) of the
ITA

52

e Charitable Activities

— Private foundations may carry on their own
charitable activities, and may give fundsto
other qualified donees

— Itisnot clear from the I TA whether thereis
any requirement on private foundationsto
givemore than 50 per cent of their income
annually to other qualified donees

= CRA takesthe administrative position
that the language in the definition for
“charitable foundation” impliesthat
public foundations must disburse at least
50 per cent of their incometo qualified
donees

53

= CRA alsotakesthe administrative
position that since the definition of
“private foundation” in section 149.1(1)
of the ITA providesthat a private
foundation isa charitable foundation
that isnot a public foundation, private
foundations are not required to giveat
least 50 per cent of their income annually
to other qualified donees

* Borrowing

— Private foundations are prohibited from
incurring debts other than debtsfor current
oper ating expenses, the purchase and sale of
investments or the administration of the
charitable activities. (par agraph149.1(4)(d)
of thel TA)

54
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— CRA wasof the view that these types of
debtswould only include a miscellaneous
type of debt, such as brokerage feesor other
incidental amountsrelated to the purchase
or the sale of investments, but not debts for
the purpose of purchasing investments, or
using theloan proceedsto discharge debts
which were, when incurred, permitted under
thelTA

— In October 2005, CRA issued technical
inter pretation (2005-015475117) and revised
its position to allow afoundation to incur
debtsfor the purpose of acquiring
investments

55

— Itisalso now permitted for afoundation’s
directorsand membersto give interest-free
loansto the foundation to enable the
foundation to acquireinvestments, pay
current operating expenses or expend on
charitable activities

— CRA indicated that they would continue to
review debt arrangements, especially those
involving non arm’slength parties, in order
to ensurethat there are no other issues, such
as personal benefit

— See Charity Law Bulletin #86

— Thesamerestrictions apply to public
foundations, but not to charitable

organizations
56

« Control of Other Corporations

— Private foundations are prohibited from
acquiring control of any corporation
(paragraph and 149.1(4)(c) of the I TA)

— Failureto comply with thisrestriction may
subject the private foundation to a 5%
penalty tax on dividends paid to the
foundation on first infraction; increasing to
100% penalty tax on repeated infractions
within 5 years (paragraph 188.1(2)(a) and
188.1(3)(b))

— Thecharitableregistration of the private
foundation may also berevoked

57
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— Generally, control occurswhen the
foundation owns50% or moreof a
corporation’sissued shar e capital, having
full voting rightsunder all circumstances.
However, afoundation that has not
purchased morethan 5% of these shares
but isgiven a block of sharesthat bringsup
itstotal holding to morethan 50% will not
be considered to have acquired control of
the corporation (paragraph 149.1(12)(a) of
thelTA)

58

» Tax treatment of donating certain gifts

— Donation of publicly listed securities and
ecologically sensitive land to a private
foundation —exemption of capital gainstax
since 2007

— Donation of non-qualifying securitiesis
subject to seriousrestrictions

— Restrictions concer ning loan backs and non-
qualified investments

— See section of Power Point on “limitations’

59

* ExcessBusiness Holdings Rules

— Budget 2007 - the gover nment was
concerned that per sons connected with a
private foundation, by virtue of the
combined shar eholdings between them and
thefoundation’s, might have influence that
they may usefor their own benefit

— The new excess business holdingsrules
require a private foundation to monitor its
holdings of both publicly-listed and private
cor poration shares

60
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— #1 Insignificant Interest (2% or less)

= A private foundation is permitted to hold
amaximum of 2% of all outstanding
sharesin a particular classin any one
cor poration

— #2 Disclosure Requirements (over 2%)

= |f aprivatefoundation’s holdings of one
or more classes of shares of a company
exceeds 2% of all outstanding shares, the
private foundation will be required to
disclosein its T3010 the name of the
cor poration, the foundation's holdings of
that class of shares, and the total
shareholdings of the “relevant persons’
of that class of shares
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= A “relevant person” isgenerally a person
who does not deal at armslength with
any person who controlsthe private
foundation, or with any member of a non
arm’slength group of personsthat
control the foundation, with certain
exemptions, such asan “estranged family
member”

The private foundation will also be
reguired toreport to CRA any “material
transactions’ during theyear by the
foundation or relevant personsfor any
period during which the foundation was
outside the safe harbour in respect of the
corporation
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= A material transaction involvesthe
acquisition or disposition of morethan
$100,000 wor th of shares of a particular
class or morethan 0.5% of all outstanding
sharesof that class

— #3 Divestment Requirements (over 20%)

= |f aprivatefoundation isoutside the safe
harbour range and the foundation and its
relevant personstogether hold morethan
20% of the outstanding shares of a
particular class of sharesof a corporation,
adivestment will berequired

= Penaltieswill beimposed if the divestment
does not occur within the time periods
specified by therules
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= Thecompliance period for divestiture of
excess shar es depends on the manner by
which the excess ar ose:

o |f the excess shareswere acquired by
the foundation for consideration,
divestiture of the excessisrequired
beforethe end of that taxation year

o |f the excess shareswere acquired by a
relevant person or by a donation to the
foundation by arelevant person,
divestiture of the excessisrequired
before the end of the subsequent
taxation year
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o

If the excess shareswere acquired asa
result of a donation from a person
whoisnot arelevant person or the
result of the redemption, acquisition
or cancellation of the shares by the
corporation, divestiture of the excess
would be required beforethe end of
the 2nd subsequent taxation year

o

If the excess shareswer e acquired by
way of a bequest, divestiture of the
excesswould berequired beforethe
end of the 5th subseguent taxation
year

65

— Exemptions

= No obligation to divest will beimposed
on donations of shares made before
March 19, 2007, that wer e made subject
toatrust or direction that the sharesbe
retained by the foundation, if theterms
prevent the foundation from disposing of
those shares

= The same exemption appliesto donations
made on or after March 19, 2007 and
beforeMarch 19, 2012 pursuant to the
termsof awill signed or an inter vivos
trust settled before March 19, 2007 and
not amended after that date
66
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— Penalty

= A penalty will apply in respect of a
foundation’s excess business holdings that
have not been divested asrequired

= The proposed penalty is5% of the value of
excess holdings, increasing to 10% if a
second infraction occurswithin 5 years

= A penalty tax of 10% if it failsto comply
with the disclosurerequirements
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2. Advantages of Using Private Foundations

« Donor can retain control over assets donated
tothe private foundation

« Donor can retain control over theinvestments
of donated assets

» Donor may involve other family membersin
the private foundation and instill altruistic
philanthropic valuesin them
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* Public recognition of the donor and his’her
family in the community

« Donor can “design” what charitable causesthe
private foundation would support

— Charitable objects set out in its constating
documents

— Must be exclusively charitablein nature
and within therecognized four heads of
charitable purposes

69
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» Foundation can be used to build up an asset
base for charitable work

« Foundation can hold endowment funds or make
endowed gifts

« Donor can retain privacy of his’her personal
affairs

« Donor can control timing of higher gift tothe
foundation and the timing of making giftsby
the foundation
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3. Limitationson Using Private Foundations

+ Additional administrative and financial
compliancerequirements, e.g.

— Following required cor porate procedures

— Corporatefilings

— Filing annual Registered Charities
Information Returns (Form T3010)

— Keeping adequate books and records

— Issuing donation receiptsin accor dance
with therequirementsunder the I TA
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« Subject to the applicable provincial statutesthat
apply to charities, e.g.
— Oversight of the Ontario Public Guardian and
Trustee
— Charities Accounting Act
— Charitable Gifts Act
— Trustee Act

« Privatefoundation is subject to many restrictions
under the | TA in relation to its operations, e.g.

— Cannot carry on any business activities

— Cannot incur debtsother than debtsfor
current operating expenses, the purchase and
sale of investments, or the administration of
charitable activities

72
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— Cannot acquire control of another
cor poration, except by gift but within limits

— Must comply with the disbur sement quota
requirements

— Must comply with new excess business
holdingsregime

« Donation of “non-qualifying securities’ to
private foundations s also subject to serious
restrictions

— A non-qualifying security isgenerally shares
in a company with which the donor does not
deal at arm’slength or obligations (e.g.
debts) owned to the donor by a company
with which the donor doesnot deal at arm’s
length
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— Alsoinclude other non-arm’slength
transactions

— Doesnot include a security that islisted on
any of the prescribed stock exchanges set out
in Regulation 3201

— Doesnot include “ excepted gifts,” which isa
share donated to either a public foundation
or charitable organization (but not a private
foundation) with which the donor deals at
arm’slength, and thedonor dealsat arm’s
length with each director/trustee of the
recipient charity

— When a donor donates a non-qualifying
security to a private foundation, a donation
tax receipt will not beissued at thetime
when the donation is made
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— A receipt may beissued if, within 5 year s of
the donation, either therecipient private
foundation disposes of the non-qualifying
security or the non-qualifying security
ceasing to be a non-qualifying security

— Thevalue of thereceipt issued will bethe
lesser of (1) thefair market value of the
security at thetime of the donation, and (2)
the fair market value of the security at the
timewhen it ceased to be a non-qualifying
security or thefair market value of the
consideration received by the private
foundation that disposed of the non-
qualifying security
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— For adonor who has made a gift of non-
qualifying security and hasrealized again
from the gift, the donor may claim a reserve
under subsection 40(1.01) during the 5 year
period until the gift isdeemed to have been
made

» Giftsof private company sharesby a donor who
controlsthe company and gifts of debts (such as
apromissory noteissued to the donor by the
donor’scompany) in respect of adonor’s
cor poration are non-qualifying securities and
will be subject to therules

» Another restriction on private foundations
involves rules concer ning loan backs and non-
qualified investments

76

« Two situationstrigger theloan back provisions:
Within 5 years of adonor making aregular
gift to a private foundation:

— Theprivate foundation acquiresa NQS from
or of the donor

— Theprivatefoundation allowsthe donor (or
anon-arm’slength person to the donor) who
isnot at arm’slength to thefoundation, to
usethefoundation’s property within certain
time frames (subsection 118(16) and (17) of
thelTA)

» A donor would need to be careful not to
inadvertently violate the loan back provisions

v

« Private foundations holding non-qualified
investmentswill be Sub#' ect to a penalty tax if the
interest payableto the foundation does not meet a
minimum rate of return

— A non-qualified investment can include a debt,
ashare, or aright toacquireashare

— Inthe case of adebt, it must be owingto the
private foundations by:

= A person who isa member, shareholder,
trustee, settler, officer, official, or director
of thefoundation; or

= A person who either alone, or asa member
of agroup of personswho do not deal with
each other at arm’slength, has contributed
mor e than 50% of the capital to the
foundation; or
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= A person who does not deal at arm’slength
with any person described above

— Inthe case of a corporation, a debt will bea
non-qualified investment of the corporation if
controlled by the private foundation, by any
person or group of persons described above, by
thefoundation and any other private
foundation with which it doesnot deal at arm’s
length, or by any combination of the above

— Will include a sharein the capital stock of a
corporation referred to above, held by the
foundation, or held by persons not dealing at
arm’slength with the foundation; but shares
listed on a prescribed stock exchange either
within or outside Canada will not be included
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— eg.amortgagethat a private foundation
acquired from a director. The mortgagee
must complete Form T2140, Part V Tax
Return - Tax on Non-Qualified Investments
of a Registered Charity, every fiscal year.
Thetax payable can bereduced by the
amount of interest paid during the tax year.
Accordingly, if the mortgagee decided to
voluntarily pay interest to the foundation, it
would reduce the amount of tax payable

— See CRA Registered Charities Newsletter
No. 27 (Fall 2006)
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4. Factorsto Consider when Establishing a Private
Foundation

* Isthereany charity that the donor would feel
comfortable donating to that would meet the
donor’s philanthropic desires and achieve the
donor’stax and estate planning?

+ What would bethe charitable objects of the
private foundation and what types of charitable
causes would the foundation support?

* What should bethelegal form of the private
foundation?

* Under what jurisdiction should the foundation
be incorporated?

81
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« How should thefoundation be structured?
Who would be on the board and how would
the donor exercise control on the foundation?
Doesthe donor have other trusted family
memberswho can sit on the board?

« Will thefoundation receive funds from the
donor, family membersor other individuals?

< Will thefoundation hold endowed funds or
grant endowed gifts?

« Will thefoundation be a passive funder or will
thefoundation carry on active charitable
programs?

82

F. STATUSOF LEGISLATION

1. October 2007, Bill C-10 - Proposed Amendments
to the Income Tax Act Affecting Charities

« On October 29, 2007, Bill C-10 wasintroduced
to addressa lengthy list of proposed
amendmentstothe | TA

» Bill C-10 amends and consolidates earlier
proposed amendmentsreleased on December 20,
2002, December 5, 2003, February 27, 2004, July
18, 2005 and November 18, 2006

» Bill C-10isexpected to die on the order paper
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« Some of the more significant changes proposed
by Bill C-10 involve theintroduction of

— Split-receipting rules

— Provisionswhich curtail abusive donation
tax shelter schemes

— New definitionsfor charitable
organizations and public foundations

= Thenew definition replacesthe
“contribution test” with a“control test”

= Charitiesthat do not meet thistest will
be designated as private foundations
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2. 2007 Federal Budget Passed as Bill C-28

* TheMarch 19, 2007 Budget (“ 2007 Budget”)
introduced a number of important measures
for charities

* The?2007 waslegislated in Bill C-28, which
received Royal Assent on December 14, 2007,
subject to amendmentsin the February 26,
2008 Budget

» Extension of Capital Gains Exemption to
Private Foundations

* ExcessBusinessHoldings Rules

85

3. 2008 Federal Budget

* TheFebruary 26, 2008 Federal Budget
proposes a number of measureswhich will
impact registered charities

» Bill C-50, an act to implement certain
provisions of the 2008 Budget, received Royal
Assent on June 18, 2008, and includes some
but not all of the 2008 Budget’s provisions
dealing with charities
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Included in Bill C-50

* Provisionsto extend the capital gainstax
exemption to donations of unlisted securitiesthat
are exchanged for publicly traded securities
before being gifted to aregistered charity on or
after February 26, 2008, within 30 days of the
exchange

Not included in Bill C-50

* The 2008 Budget’s measuresto amend the
excess business holding rulesthat were enacted
in December 2007, by

— Exempting certain unlisted sharesthat were
held on March 18, 2007 from the divestiture
reguirements, subject to certain exceptions
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— New ruleswith respect to sharesheld on
March 18, 2007 by “non arm’s-length” trusts
considered to be “relevant persons’ of a
private foundation

— Introducing concept of “substituted shares’

= Generally “substituted shares’ are shares
acquired by a person in the context of a
cor por ate reor ganization in exchange for
other shares

= “Substituted shares’ will betreated the
same asthe sharesfor which they were
exchanged for purposes of applying the
exemption from the excess business
holding rules

— Extending anti-avoidance provisionsto
address certain inappropriate uses of trusts
88

DISCLAIMER

This handout is provided as an infor mation service by Carters
Professional Corporation. Itiscurrent only asof the date of the
handout and does not reflect subsequent changesin law. This handout
isdistributed with the under standing that it does not constitute legal
advice or establish any solicitor/client relationship by way of the
information contained herein. The contents areintended for general
information purposes only and under no cir cumstances can berelied
upon for legal decision-making. Readers are advised to consult with a
qualified lawyer and obtain a written opinion concer ning the specifics
of their particular situation.
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