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OVERVIEW

* What Isan Endowment?

* What Arethe Advantages of an Endowment?

* What Arethe Trust Considerations I nvolving
an Endowment?

e What Arethe Tax Considerations Involving an
Endowment?

* What Arethe Options When the 3.5% DQ
Cannot Be Met?

e What to Consider in Structuring a Donor
Endowment Agreement

e What to Consider in Structuring a Board
Endowment Fund
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* How Should Endowments Be Managed Once
Received?

* Preventive Stepsto Avoid the Need for Court
Direction

» Strategiesto Protect Endowments
Note: For background information,

(1) “Donor Restricted Charitable Gifts Revisited: A
Practical Overview I1” at
http://www.carters.ca/pub/article/charity/2006/tsc0421.pdf
(2) Charity Law Bulletin #161 entitled “ Managing
Endowments During Difficult Financial Times’
available at

http://www.carter s.ca/pub/bulletin/char ity/2009/chylb161.pdf
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1. WHAT ISAN ENDOWMENT?

e Initssimplest form, an endowment isa
restricted long term gift to a charity to be
invested and used for theits charitable purpose

* Someendowmentsaredirected to be held in
perpetuity, while others are directed to be held
for afixed number of years (normally 10 years
or more)

* Anendowment iseither directed to be used for
aparticular purpose, such as a scholarship, or
otherwise used for the general charitable
pur poses of the charity

« Endowments can be subject to aright of
encroachment on capital if the donor has built
that right into the endowment agreement
(subject to tax consider ations discussed below)

« Theincome (e.g. theinterest, dividends or
realized capital gains) can either be expended
in total each year or can bereinvested in part

* Thedisbursement of income and capital from
the endowment by the charity can beleft to the
discretion of the charity or can be subject to
donor advice, e.g. adonor advised fund

* An endowment can be created by:

— Aninter vivos 10 year gift under the Income
Tax Act (“ITA"); or

— A testamentary gift in theform of a bequest or
inheritance

* Both 10 year giftsand testamentary giftsaretypes
of enduring property under the ITA towhich the
80% DQ does not apply (explained below)

* An endowment can be created by a donor
establishing an endowment agreement (donor
endowment agreement) or by the board creating
an endowment fund (board endowment fund)

6
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2. WHAT ARE THE ADVANTAGES OF AN
ENDOWMENT?

* An endowment permitsthe creation of a
capital fund on alongterm or perpetual basis
in order to fund either specific projectsor the
general operations of a charity

* An endowment providesfor long term stability
by creating a balance against possible
fluctuationsin theresults of yearly fundraising

* An endowment allows donorsto createa fund
in the name of thedonor or their familiesin
order to have along term impact on charitable
programs

7

* An endowment facilitatesthe donor acquiring
naming rightsfor a particular project or have
naming rights placed on a building for a specific
period of time

* An endowment permitsthe creation of both
lar ge segregated endowed fundsthat are
initiated by the donor, aswell as smaller
contributionsto existing board endowment
fundsthat are established by the charity

» |f an endowment isoperated through a parallel
foundation, then the endowment can be
protected from creditors of the operating
charity (discussed further below)

8

3. WHAT ARE THE TRUST CONSIDERATIONS
INVOLVING AN ENDOWMENT?

* An endowment in essenceis an explicit or implicit
charitabletrust for arestricted purpose

— Arrestriction to hold moniesor property for a
specific period of time (or in per petuity)

— Aswadl aspossibly arestriction to hold monies
or property for a specific application (i.e., a
scholar ship)

* Failureto comply with the terms of an endowment
asa charitabletrust will result in the board of
directorsbeing found in breach of trust and
exposed to personal liability

9

www.carters.@ www.charitylaw.@




CA];QERSCB, TerranceS. Carter, B.A,,LL.B.O

e Thedonor cannot vary the terms of the charitable
trust after the endowment has been created,
although the donor can retain input through a
donor advised provision in the endowment
agreement

* Thecharity hasno authority to vary the terms of
a charitabletrust on itsown unless:

— Thedocument creating the endowment
permitsthe charity to modify the terms of the
charitabletrust; or

— Thecharity appliesfor avariation of the trust
from the court, possibly using section 13.1 of
the Charities Accounting Act for a smplified
procedure

10

4. WHAT ARE THE TAX CONSIDERATIONS
INVOLVING AN ENDOWMENT?

» Disbursement Quota (“DQ")

— Charitable organizations and foundations
(both public and private) must spend each
year on itsown charitable activities or grants
to qualified donees, the sum of:

= 80% of previousyears receipted
donations and transfersreceived from
other registered charities, plus

= 3.5% of investment assetsin excess of
$25,000

11

e Enduring Property
— Enduring property (as explained below) is
excluded from the DQ in the year that such
property isreceived and included in the year
the funds are spent
— Enduring property includes
= Aninter vivos gift by adonor to a charity
that issubject toatrust or direction that
the property given or the property
substituted for the gift isto be held by the
charity or another charity for at least 10
years
= Bequestsor inheritances
= Life insurano?zproceeds

™
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* RRSP/RRIF funds

= |nter-charity 5year giftsto charitable
organizations

= Transfersof 10 year giftsand bequestsor
inheritances from another charity

— Therefore 10 year giftsand bequests or
inheritances, asforms of enduring property,
will be exempt from the 80% DQ

What arerequirementsfor an endowment to bea

10 year gift?

— Inorder for an inter vivos endowment to
constitute a 10 year gift, the gift creating the
endowment must meet the statutory

reguirements prescribed in the I TA for 10 year

gifts

13
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— A 10year gift must be subject toatrust or a
direction that the property (or property
substituted for the gift) be held for at least
10years

— Thedocument required to evidence a 10
year gift must
= beexecuted by the donor for each gift
that ismade

= clearly identify the donee charity,
including its official name and
registration number

14

= indicate the amount of the gift
= set out thedatethegift ismade
= set out the name and address of the donor

= set out the serial number of the official
receipt issued to thedonor for the gift

— Theinformation must be attached to
charity’sduplicate copy of receipt

— Each 10 year gift must be separately tracked

15
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5. WHAT ARE THE OPTIONSWHEN THE 3.5%
DQ CANNOT BE MET?

A. Avoid the Restriction of a 10 Year Gift
* Check to seeif the 10 year timerestriction of a
10 year gift hasexpired
— Thisreflectsthe importance of separately
tracking each 10 year gift
— Read the terms of the endowment agreement
to see when the 10 year timerestriction
expires
— If the 10 years (or whatever timerestriction
imposed by the donor) has expired, then the
capital of the 10 year gift can be expended

16

* Seeif the endowment consists of other types of

enduring property

— Other typesof enduring property that do not
have a 10 year restriction but still avoid the
80% DQ on enduring property include:
= Bequestsor inheritance
= Lifeinsurance proceeds
= RRSPs
* RRIFs
= |nter-charity 5year gifts

— If theendowment isenduring property but is
not a 10 year gift, then it isnot subject toa
10 year minimum hold period and the
capital can be expended

17

B. Carry DQ Surplus Forward or Back

e Carryany DQ surplusforward or back in the
event of a current year DQ shortfall

— A DQ surpluscan becarried forward 5 years
or back 1 year

— If thereisacurrent DQ shortfall, then if
thereisa DQ surplus accumulated from the
previous5 year, usethe earlier DQ surplusto
offset DQ shortfall in the current year

— If it isanticipated that therewill bea DQ
surplusin the following year, the anticipated
DQ surplus next year can be brought back to
offset the current year’s DQ surplus

18
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C. Encroach on the Capital of a 10 Year Gift to
Meet the 3.5% DQ

« |f theendowment agreement so providesin
writing, the charity can encroach on the capital
of a 10 year gift up to the 3.5% DQ of a charity
even if it hasa DQ surplus

e Thecharity will need to add 80% of the
encroachment of capital onto the DQ of the
charity, meaning that the charity will end up
with alarger DQ deficit

19

» However, the charity can avoid or reduce an
80% DQ inclusion when encroaching on
capital, provided that the charity hastracked
and applied its“ capital gains pool” and such
encroachment on capital does not exceed either
the 3.5% DQ for thecharity or the amount
tracked in its capital gains pool

» The capital gainspool isa notional account
used totrack realized capital gainsfrom all
forms of enduring property, not just 10 year
gifts, i.e. bequests or inheritances, RRSP,
RRIF, lifeinsurance proceeds and inter -
charity 5year gifts

20

* Itisthereforeadvisablefor acharity to keep
track of itscapital gains pool account in
completing its annual T3010B

* If the endowment agreement permitsa charity
to encroach upon a 10 year gift beyond the
3.5% DQ, then the gift in question would not
qualify asa 10 year gift, which would mean
that 80% of thetotal gift would need to be
added onto the 80% DQ at the time of the gift

21

www.carters.@ www.charitylaw.@




CA];QERSCB, TerranceS. Carter, B.A,,LL.B.O

D. Seek Relief From CRA
« If thereisstill aDQ deficit after the charity has
exhausted all of the above options, the charity
may seek relief from DQ requirementsin the
current year under sub-section 149.1(5) of the
ITA
— A charity can only seek relief at the end of the
current taxation year after the current year
T3010 has been filed
— Thecharity must use all disbursement excesses
from previousyears beforerelief will be
granted
— Thecharity must demonstratethat it is
incapable of making up any part of the
disbursement shgzrtfall in thefollowing tax year

— Thecharity must be unable to meet the DQ
dueto unforeseen circumstancesthat are
beyond the charity’s control

— Accordingly, all of the charity’sinformation
returns must befiled before any requestsare
considered, and relief will not begranted in
advance or anticipation of a shortfall

— CRA will look to seeif the charity may have
unrestricted fundsthat it can draw on to meet
itsDQ

— Need to complete form T2094

— See CRA Policy Commentary CPC-029 for
mor e detail at

http://www.cra-ar c.gc.ca/tx/chrts/pley/cpc/cpc-029-eng.html
23

6. WHAT TO CONSIDER IN STRUCTURING
A DONOR ENDOWMENT AGREEMENT

* Isthereto beaminimum amount required to
establish a donor endowment agreement?

e Isthefund created by a donor endowment
agreement to consist of moniesor giftsin kind,
e.g. shares?

— eg. Ifitisagift of shares, then the charity
needsto ensurethat thereisa proper
evaluation of the shares donein advance of
the gift

— Giftsof publicly traded shareswill be
exempt from capital gainstax but not gifts of
private shares

24
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Do the proposed anti-tax shelter provisions
apply pertaining to the valuation of the gift?

— eg. Possiblereduction of FMV of thegift in
kind (subject to exemptions) to the ACB of
the gift if it was acquired within 3 yearsor
within 10 yearsif it wasreasonableto
concludethat the donor had an intent to
make a gift

— eg. Will the proposed expanded definition
of “advantage” under the split receipting
ruleslimit the eligible amount of the gift for
receipting purposes?

25
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Isthe capital of thefund to be held in perpetuity
or alternatively for a period of at least 10 yearsin
order to establish the basisfor a 10 year gift?

During thefirst 10 years, isthe charity to have the

ability to encroach on capital in order to meet the

charity’s3.5% DQ?

If thefund isto be held for at least 10 years, but

not in perpetuity:

— When can the capital be expended after 10
years?

— What isthe capital to be used for at that time?
e.g. Arethereany restrictions concer ning usage|
of the capital that isto apply?

26

For afund that isto be held in perpetuity,
isthe charity to be able to encroach on the
capital after 10 yearsand if so, under what
circumstances?

— eg. Meetingtheyearly 3.5% DQ
shortfall, and/or
— eg. Intheevent of extenuating

circumstances encounter ed by the
charity in the discretion of the board

27
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« Arefurther contributions of capital to the
fund permitted, and if so, arethere any
limitations to beimposed on the further
contributions?

— eg. Aretherelimitations on who can make
further contributions?

— eg. Aretheretimeor quantum limitations
on further contributions?

— It will be necessary to track further
contributions as new 10 giftsfor income tax
pur poses

28

* What isthe purpose of thefund, e.g. 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?

» Istheapplication of theincome/capital to be
structured asa “donor advised fund” and if so,
isit clear that the board of the charity must
ultimately exerciseitsdiscretion over the
expenditure of the income and/or capital as
opposed to that of the donor?

29

« Istheinvestment policy of the charity to be
incor porated by referenceinto the endowment
agreement or isthe donor allowed to impose
specific investment ter ms of reference on the gift?

— Doesthe prudent investor standard from the
Trustees Act apply?

— Doesthe charity have an investment policy?

— Doesthe charity have an agency agreement to
delegate investment decision making to an
investment manager ?

— Isthedonor abletoimposerestrictionson the
type of investment and what happensif the
restrictionsno longer are prudent in the
circumstances?

30
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» Isthecharity ableto charge areasonable
administrative charge against income of the
endowment fund and/or capital?

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

» 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
circumstances there can be an encroachment on
capitalized income and capital ?

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 includeacy prés
type of clauseto permit the charity to change the
purpose of the gift in the event that the original
pur pose becomes impossible or impractical?

» Doesthe endowment agreement include
provisionsto protect the endowment 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?

» Doesthe endowment agreement address due
diligence concerns under anti-terrorism
legislation?

— eg. Hasthe charity conducted appropriate
duediligence enquiries of the donor?

— eg. Hasthecharity retained a discretion not
to apply the endowed fund to therestricted
purposein the event of anti-terrorism
concerns?

33
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* 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?

— Dothenamingrights constitute an
“advantage” under the I TA?

» Doesthecharity wish toreservetheright to
refuse or even return a gift and if so under what
circumstances?

— eg. Criminal conviction?
— eg. Immoral conduct?
— eg. Concernsabout terrorist activities?

34

» If agift istobereturned, what arethe tax
implicationsto both the charity and the donor?

— A gift over to another charity would be a better
option than simply returning the gift to the
donor

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

« Hasthecharity ensured that thereisno evidence
of undueinfluenceinvolved in the donor making
the endowment?

* Hastheboard of acharity authorized the signing
of the endowment agreement and who has signing
authority on behalf of the charity?

35

7. WHAT TO CONSIDER IN STRUCTURING
A BOARD ENDOWMENT FUND

*  When creating the terms of a board endowment
fund, the board of the charity should adopt a
board resolution to authorize the same

* Thereshould be aboard resolution to authorize
each separate board endowment fund

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

36
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» Examplesof board endowed funds could
include:

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

— A specific project fund

— A scholarship fund

37

» Havethetermsof the board endowment fund
been adequately communicated to the donor in
writing or isit available on the charity’s
website?

* Thereshould be someform of an endowment
fund contribution agreement in order that the
donor can evidencein writing that the gift meets
therequirements of a 10 year gift under the
Income Tax Act?

38

8. HOW SHOULD ENDOWMENTSBE
MANAGED ONCE RECEIVED?

« Identify the nature of the endowed gift to
determineif it isactually an enforceable donor
restricted gift or a*“precatory trust” that isnot
enforceable

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

* Need totrack every 10 year gift separately, as
well asall the contributionsto a 10 year gift

39
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» Effective ongoing management of endowed gift

includes

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

— 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

40
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9. PREVENTATIVE STEPSTO AVOID THE
NEED FOR COURT DIRECTION

» Public fundraising appeals should state that any
surplus fundsresulting from a campaign for
endowed fundswill be used for the general
charitable pur poses of the charity

» Ensurethat an endowed gift includesa cy prés
clause that will allow the charity to vary the
purpose of the gift if the original purpose
becomesimpossible or impractical

» Recommended that documentation creating
endowed gift includethewords“in trust” in
accor dance with recent case law

41

10.STRATEGIESTO PROTECT ENDOWMENTS

* Increased exposureto claimsarising from the

Christian Brothers decisions

— Background of Christian Brother decisions

— Endowed giftswill now beat risk to
creditors of the charity

— Claimsagainst operating charitiesthat hold
large endowed funds may increase

— Theability of donorsto create enfor ceable
restricted gifts may bein question if not
properly structured

— Donorsmay become morereluctant to give
large giftsdirectly to an operating charity if
preventative steps are not taken

42
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e Considerationsin developing a strategy in
response

— Possibly establish and/or utilize an arms-
length parallel foundation to receive
endowed gifts

— Possibly utilize a community foundation or
trust company to receive endowed gifts

— Possibly structure a gift asa determinable
gift with a gift over to another charity in the
event of an actual or pending insolvency or
bankruptcy of the charity

43
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