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OVERVIEW

* Review of the Audit Process

» Key Statutory Obligations and Practical Tips during
Audits

* Audit Issues

* Maintaining NPO Status

* Recent CRA Interpretations

* NPO Risk Identification Project
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AUDIT/APPEALS PROCESS

1. Organization is identified for audit
— Random selection
Legislative criteria/concerns
— Follow-up on non-compliance or complaints
— Audit of related organization

2. Office Audit - File is screened by CRA (entails a
review of information on file with CRA and internet)
and, if necessary, referred for a field audit

www.carters.ca www.charitylaw.ca
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3. Field Audit

* Onlocation

* Single or a team

« Examination of books and records relating to bank
accounts, investments, expenses, contracts, annual
reports, board minutes, and any other documents
related to the organization’s activities

« Not only an examination of financial affairs, also an
examination to determine compliance with legal
obligations under the ITA and if operating for non-
profit purposes

www.carters.ca www.charitylaw.ca

4. Audit Report is prepared

* Generally, preliminary findings will be communicated
in advance to the organization

* The audit report is a key document for the
organization to obtain because it details the audit
findings and the legal basis of any assessment

* CRA’s auditors determine whether to encourage a
NPO's compliance by way of education or
sometimes through agreement
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5. Letter to organization advising of results

* Can take different forms

* Education — minor non-compliance

— An education letter specifically addressed to a
NPO explaining its obligations under the ITA

* Notice of Assessment

www.carters.ca www.charitylaw.ca
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6. Follow-up

* CRA may bring file forward for automatic review to
ensure compliance with the education letter or any
agreement

* May be by office or field audit
« If compliant, file likely closed
+ If non-compliant, maybe Notice of Assessment
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7. Notice of (Re)assessment

* CRA could issue a Notice of Assessment or
Reassessment in respect of income tax arising as a
result of the organization ceasing to be a NPO and for
interest and penalties
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8. Internal Appeal

* Aninternal appeals process is available in respect of
the Notice

* Notice of Objection goes to the Chief of Appeals of
the local tax services office within 90 days

» Notice of Objection should identify the decision
objected to, the reasons for the objection and all
relevant facts

« Following the review and with the delegated authority
of the Minister, appeals officers may maintain, vary
or disagree with the original decision

* Notice of Objection is required before an appeal may
be brought to the Courts

www.carters.ca www.charitylaw.ca
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9. Appeal to Tax Court of Canada

* An NPO may apply to the Tax Court of Canada to
appeal a decision of the CRA within 90 days of
notification of the decision being made

www.carters.ca www.charitylaw.ca

KEY STATUTORY OBLIGATIONS RELATED TO
AUDITS

» Books and records — ss. 230(1)
Every person carrying on business and every person who is
required, by or pursuant to this Act, to pay or collect taxes or
other amounts shall keep records and books of account
(including an annual inventory kept in prescribed manner) at
the person’s place of business or residence in Canada or at
such other place as may be designated by the Minister, in
such form and containing such information as will enable the
taxes payable under this Act or the taxes or other amounts
that should have been deducted, withheld or collected to be
determined.
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* Audit authority — ss. 231.1(1)

An authorized person may, at all reasonable times, for any
purpose related to the administration or enforcement of this Act,
(a) inspect, audit or examine the books and records of a

taxpayer and any document of the taxpayer or of any other
person that relates or may relate to the information that is or
should be in the books or records of the taxpayer ...

and for those purposes the authorized person may
(d) require ... any other person on the premises or place to
give the authorized person all reasonable assistance and to
answer all proper questions relating to the administration or
enforcement of this Act ...

www.carters.ca www.charitylaw.ca
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Requirements — ss.231.2(1)

Notwithstanding any other provision of this Act, the Minister
may, subject to subsection (2), for any purpose related to the
administration or enforcement of this Act ... by notice served
personally or by registered or certified mail, require that any
person provide, within such reasonable time as stipulated in the
notice,

(a) any information or additional information, including a

return of income or a supplementary return; or

(b) any document.
Search warrants — s.231.3

www.carters.ca www.charitylaw.ca
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PRACTICAL CONSIDERATIONS IN PREPARING
FOR AN AUDIT

General Approach
Perfection is not expected or required
But need to exercise due diligence

Therefore need to be prepared in advance of the
audit

www.charitylaw.ca
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. Knowledge

Attend seminars and other educational
opportunities

Registered Charities/Non-Profit Newsletters
«  www.charitylaw.ca

«  http://www.cra-arc.gc.ca/tax/

Imagine Canada, CSAE

www.charitylaw.ca

www.carters.@

www.charitylaw.@m



http://www.charitylaw.ca/
http://www.cra-arc.gc.ca/tax/
http://www.cra-arc.gc.ca/tax/
http://www.cra-arc.gc.ca/tax/

CARTERSca

« Advisors of non-profits need to know and understand
their obligations with respect to the likely audit issues
before being able to ensure compliance

« Ignorance will not be a defence

* Organizations should document uncertainty and steps
taken to seek clarification

www.carters.ca www.charitylaw.ca
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3. Books and Records

* Organizations will be required to produce the
following:
— Copies of tax returns, as filed with attachments
— Financial statements

— Books and records (general ledger, cash
receipt/disbursement journals, working papers)

— Listing of bank accounts with all statements,
cancelled cheques and deposit books

www.carters.ca www.charitylaw.ca

— Reconciliation and breakdown of all expenditures
reported

— All expense source documentation (contacts,
invoices, receipts, statements, cancelled cheques)
Note: instructions to auditors require that the
source documentation must be in the name of the
organization for the expense to be allowed,
particularly if meeting and accommodation, meals
or entertainment

— Details of the organization’s activities supported
by copies of brochures, pamphlets, publications,
membership and fundraising correspondence,
newsletters, etc.

www.carters.ca www.charitylaw.ca
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— Governing documents, i.e. Constitution, Letters
Patent and Supplementary Letters Patent, By-
Laws

— Official updated Minute Book

— Listing of Directors/Trustees, their positions,
occupations, relationship to others, details of any
remuneration or other compensation received
(including reimbursement of expenses)

— Payroll documentation (T4s)

— Agency/consulting agreements

www.carters.ca www.charitylaw.ca
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* Review checklists of required documentation and
retention/destruction periods:
— IC78-10R5, Books and Records
Retention/Destruction
— Income Tax Regulations, section 5800

www.carters.ca www.charitylaw.ca
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4. Audit Day

* The auditor is not your friend (or enemy)

* ITA 231.1 requires “all reasonable assistance”
« Disclose only required information

* Beresponsive

» Make auditor comfortable

« Consider requesting written questions

« Document/demonstrate efforts to comply

www.carters.ca www.charitylaw.ca
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AUDIT ISSUES FOR NPOs

« Operating on a for-profit basis
— Excessive surpluses
— Investment activities
— Carrying on a trade or business through an NPO
= Zero-based budgeting, incidental profits...
« Benefits to members

www.carters.ca www.charitylaw.ca
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OTHER CRA ISSUES

» Organizations must be aware that their responsibilities
with the CRA do not start and end with their tax
receipts and income tax filings

« For example, organizations have a responsibility to
maintain a payroll account and report taxable benefits
where applicable

» HST is also a responsibility of organizations — some
organizations, depending on the types of supplies they
make and their size (based on gross revenue), need to
register and report HST

www.carters.ca www.charitylaw.ca
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MAINTAINING NPO STATUS

* The terms “non-profit” and “not-for-profit” (‘NPOs”)
are used interchangeably and generally refer to
organizations whose profits are not passed on to their
members

* This section provides an update on recent CRA views
on the tax exempt status of NPOs, including
— Capacity of NPOs to earn profits
— Carrying on a trade or business through an NPO
— Tax consequences of losing NPO tax exemption

* Recent CRA views create much uncertainty for NPOs
and substantially limit their revenue-generating
capacity

www.carters.ca www.charitylaw.ca
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FOUR BASIC REQUIREMENTS FOR NPOs
* Toqualify as an NPO, organization must meet all 4
criteria under paragraph 149(1)(l) of the ITA
throughout any taxation year in order to maintain tax-
exempt status
1. Not be a charity
2. Be organized exclusively for social welfare, civic
improvement, pleasure, recreation or any other
purpose except profit
3. Be operated exclusively for social welfare, civic
improvement, pleasure, recreation or any other
purpose except profit
4. Not distribute or otherwise make available for the
personal benefit of a member any of its income

www.carters.ca www.charitylaw.ca
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» ltis a question of fact that can only be determined
after a review of the purposes and activities of the
NPO

* NPO status must generally be reviewed on a year by
year basis

» Document 2010-038058117 — It is possible for an
organization to qualify for exemption as an NPO for a
period shorter than its fiscal year

» Being incorporated as a not-for-profit under corporate
legislation does not mean that the organization is an
NPO for tax purposes

* See CRAIT-496R, Non-Profit Organizations
http://www.cra-arc.gc.ca/E/pub/tp/it496r/README.html

www.carters.ca www.charitylaw.ca
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1. Must not be a charity

« If CRA considers an organization to be a "charity” as
defined in subsection 149.1(1), then it cannot qualify
in that period as a tax-exempt NPO

* No explicit opinion from CRA is required and no ruling
would be issued because it is always a question of
fact (Document 2009-03299)

« Ifan NPO is denied charitable registration, this does
not automatically mean that it is not a charity

+ Document 2010-038058117 - an organization with
exclusively charitable purposes does not qualify as an
NPO, even if it is not a registered charity

www.carters.ca www.charitylaw.ca
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2. Must be organized for non-profit purposes

» NPOs must be organized exclusively for social
welfare, civic improvement, pleasure, recreation or
any other purpose except profit

+ Document 2010-038058117 - NPOs may be
established to further any purpose other than for a
profit purpose, no requirement that an NPO must have
a “benevolent” or “social” purpose

*  When determining the purpose for which an
association was organized, the instruments creating
the association will normally be reviewed, including
letters patent, articles of incorporation, memoranda of
agreement, by-laws, etc

* Rarely an issue

www.carters.ca www.charitylaw.ca
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3. Must be operated for non-profit purposes

* NPOs must in fact be operated exclusively for social
welfare, civic improvement, pleasure, recreation or
any other purpose except profit

* This s the criteria that is the subject of the most
uncertainty for NPOs

+ CRAs generally of the view that an NPO can engage
in commercial activities and earn an unintentional
profit, but if it would be unable to undertake its not-for-
profit activities but for its profitable activities, the
organization cannot be an NPO because it has a profit
purpose (Document 2009-033731)

www.carters.ca www.charitylaw.ca
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* Issues
— Carrying on a trade or business
— Accumulating excess income
— Earning investment income

— Carrying on a trade or business through a wholly
owned subsidiary

www.carters.ca www.charitylaw.ca
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+ Document 2010-038058117 — summary of CRA’s
view

— NPOs must operate “exclusively” for purposes
other than profit (incidental profits do not amount
to a profit purpose)

— May receive incidental profits through basic
fundraising (lotteries, bake sales, chocolate bar
sales, etc.) and soliciting gifts and grants

— Can earn profits, but the profits should be
incidental and arise from activities that are
undertaken to meet the organization's not-for-
profit objectives (“incidental profits”)

www.carters.ca www.charitylaw.ca
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— Earning profits to fund not-for-profit objectives is
not considered to be itself a not-for-profit objective
(i.e., no destination test)

— Should fund capital projects and establish
(reasonable) operating reserves from capital
contributed by members, from gifts and grants, or
from accumulated, incidental profits

— Capital contributions, gifts and grants, and
incidental profits should generally be accumulated
solely for use in the operations of the organization
(including funding capital projects or setting up
operating reserves) and should not be used to
establish long-term reserves designed primarily to
generate investment income

www.carters.ca www.charitylaw.ca
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— Maintaining reasonable operating reserves or
bank accounts required for ordinary operations
will generally be considered to be an activity
undertaken to meet the not-for-profit objectives
of an organization - incidental income arising
from these reserves or accounts will not affect
the status of an organization

— May engage in limited fundraising activities
involving games of chance (e.g., lotteries,
draws), or sales of donated or inexpensive
goods (e.g., bake sales or plant sales, chocolate
bar sales)

www.carters.ca www.charitylaw.ca
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— In determining whether an organization has any
profit purpose, the activities of the organization
must be reviewed both independently and in the
context of the organization as a whole

— CRA gave the following examples of acceptable
activities that result in incidental profit
= Operation of a canteen at a hockey arena
= Charging admission above direct cost for a

children's concert (where the not-for-profit
purpose of the organization was to organize
and promote youth participation in music)

www.carters.ca www.charitylaw.ca
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4. Must not distribute income to members

* An NPO must not distribute or otherwise make
available for the personal benefit of a member any of
its income unless the member is a RCAAA

* No part of the income of an NPO, whether current or
accumulated, can be paid to a member, nor may it
declare and pay dividends out of income

* An NPO may fail to comply with this requirement on a
winding-up, dissolution, or amalgamation resulting in
tax liability

« Certain types of payments will not, in and by
themselves, disqualify an NPO, such as reasonable
salaries, wages, fees or honorariums for services
rendered to the NPO

www.carters.ca www.charitylaw.ca
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CONSEQUENCES OF LOSING NPO STATUS

» Automatically becomes a taxable entity

» Adeemed year end for the corporation is created and
corporation deemed to have disposed of and
reacquired all of the corporation’s assets for fair
market value [paragraph 149(10) if the ITA]

« It also affects the corporation’s ability to carry forward
losses and other balances or reserves

* Members of an unincorporated NPO would become
responsible for any taxable income in the organization
(CRA Document 2010-036970)

+ Document 2010-035583 provides a recent discussion

www.carters.ca www.charitylaw.ca
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RECENT CRA ACTIONS

* CRA View 2011-0392841E5 addressed whether an
NPO can maintain its149(1)(l) status while trying to
recover its losses and continue to meet its objectives

*  NPOs may:

— Require higher member contributions to cover a
previous years losses would not be a for-profit
purpose
= Is for improving a loss position, not generating

investment income

— Have members provide loans to NPO without loan
repayments being considered income from the
NPO being payable to the members
= Question of fact whether member receiving

payment in capacity of a lender or member

www.carters.ca www.charitylaw.ca

38

= Generating income to cover interest on loan
will not indicate that NPO has a profit purpose
o An expense to be taken into account

= Principal portion of loan should be paid from
member contributions and incidental profits (or
gifts and grants from other sources)

= Generating material profits from a particular
activity in order to offset prior years’ losses
related to that activity would not be considered
a profit purpose

= Cannot use profits from one activity to cover
the expenses of another activity
o “destination of funds” test has been

rejected multiple times by the courts

www.carters.ca www.charitylaw.ca
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— Carry on a business for profit and may remain
non-taxable if its meets the requirements of
paragraph 149(1)(l)
= Leasing activities may be acceptable if they
are connected to the objectives of the NPO
o Question of fact
> Incidental profits from the activities could
be used to offset losses or expenses from
other activities or to repay loans
= Operation of a canteen at a hockey arena that
results in incidental profit would be acceptable
= Butan NPO'’s business activities cannot be
designed to be a driving force of the entity’s
existence and cannot be the NPO'’s principle
objective

www.carters.ca www.charitylaw.ca
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— Fundraise to help cover operating expenses or
deficit or purchase of equipment
= Usually NPOs that are organized for social
welfare, civic improvement, or pleasure or
recreation may do this
= Need to use volunteers

= Involve activities involving the sale of donated
goods or services or games of chance

= Need to ensure that the scope of the
fundraising is not so significant that it can be
considered to be a purpose of the NPO

www.carters.ca www.charitylaw.ca
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NPO RISK IDENTIFICATION PROJECT

« The NPO Risk Identification Project is in its final year
of a 3-year research project on tax compliance in the
non-profit sector

* NPOs have been under the microscope of CRA,
particularly with respect to the revenue they earn in
addition to membership fees

* CRA randomly selected NPOs to review from the
39,000 NPOs that file T2, T3 and/or T1044 returns
— Over the three years of the project, 1440 NPOs

will have been reviewed

www.carters.ca www.charitylaw.ca
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* The key question for an NPO that has generated a
surplus in a particular year is can it be considered to
have been operated exclusively for, and in
accordance with, its non-profit purposes
— This determination is usually made by CRA in

respect of a particular taxation year of an NPO on
the basis of a review of its yearly activities during
the course of an audit

www.carters.ca www.charitylaw.ca
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* For example:

— ABC Professional Association consists of 100
dues paying members and earns significant profits
from an annual conference and sale of trade-
related publications

— Assume that 50% of its revenue is from the annual
conference and sales (the remainder is from
membership dues), and that each of these
activities generates a profit of 10% over expenses
= ABC realizes a surplus each year of 5%

— In 2011, the organization was audited by CRA in
respect of the 2009 taxation year

www.carters.ca www.charitylaw.ca

= Although CRA agreed with ABC that its
purposes were non-profit, CRA indicated in an
“education letter” that the activities of the
conference and the sale of publications were
not
= Specifically, the sale of the trade-related
publications and conference fees for non-
members at higher price was for the purpose
of making a profit and aided in keeping these
costs low for ABC members
« Although facts above are hypothetical, many existing
NPOs, including professional associations and
related corporations, have received these “education
letters”

www.carters.ca www.charitylaw.ca

45

* Sample “education letter” excerpt:
“Based on our review, the organization’s profits are:
= notincidental

= not earned in the course of an activity that is
itself undertaken to meet the Organization’s
not-for-profit objectives
= neither incidental nor earned in the course of
an activity that is itself undertaken to meet not-
for-profit objectives
and indicate that the organization has a profit
purpose as well as not-for-profit purposes.”

www.carters.ca www.charitylaw.ca
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» These statements reflected a much more restrictive
position on the nature of revenue-generating activities
that could be undertaken by an NPO
— Number of CRA Income Tax Rulings Directorate

interpretations state otherwise

» CRA was of the view that NPOs:
— could not engage in revenue-generating activities;
— should set fees for goods and services provided
on a cost-recovery or zero-based budget basis

(precluding the possibility of the 10% profit
experienced by ABC) ;

www.carters.ca www.charitylaw.ca
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— could earn a profit, provided that it was

unanticipated and incidental to carrying out the
NPO'’s exclusively not-for- profit purposes; and
— could not intentionally earn a profit, even though
the profits are used to fund the other activities of
the organization, because it does not matter what
the profit is used for
+ Letters have caused great concern among NPO
sector and prompted many discussions with CRA
* Perrin Beatty, President and CEO of the Canadian
Chamber of Commerce wrote a letter on March 13,
2012 to the Minister of National Revenue expressing
the concerns of the NPO sector
— Stated CRA appeared to be unaware of impact of
letters on members of NPOs

www.carters.ca www.charitylaw.ca
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— Mr. Beatty stated:
= “Our concern is not with the examination, but
with the lack of communications about its
purpose and with the Agency’s practice of
issuing “education letters” to organizations
which have been audited under this process.
Although the Agency has often stated that “no
conclusions have been reached”, these letters
inform the organizations that they are in
breach of the Act, and urge them to make
adjustments in their activities to comply”
* As of April 23, 2012 CRA was directed by the Minister
to stop issuing the education letters
— Auditors also to be provided with new procedures
for the project

www.carters.ca www.charitylaw.ca
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* CRA now has an informative question and answer
section for NPOs to consult http://www.cra-
arc.gc.ca/tx/nnprft/ga-eng.htmi

« CRA states that education letters were meant to
“raise awareness of the rules governing the benefits
available” to NPOs under the ITA and that
reassessments are only occurring in the most
“egregious cases”

* CRA maintains its position that it is possible for an
NPO to generate a profit but

the profit must be incidental; and
arise from activities that support the organization's
not-for-profit objectives

www.charitylaw.ca
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SOME PRACTICAL ISSUES/COMMENTS

* Questions to ask:

Does the organization continue to meet the
definition of a non-profit organization under the
ITA?

Are the organization’s objects sufficient to ensure
that it is not a charity, e.g., by including in its
objects a disqualifying clause such as lobbying for
legislative change?

www.charitylaw.ca
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Does the organization earn a profit from a
particular activity? If so, is the earning of the profit
incidental or intentional, how much profit is earned
from each activity and what is the profit used for?
Does the organization maintain reserves in excess
of a reasonable level acceptable to CRA?

Be careful about how capital projects are funded,
CRA suggests this may only occur through
increased member fees

Does the organization carry out revenue activity
within a taxable entity? If so, governance issues
will need to be carefully considered

Is the organization filing all required income tax
forms?

www.charitylaw.ca
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CONCLUSION

* Recent CRA views create much uncertainty for NPOs
and substantially limit their revenue-generating
capacity

* While these views are open to challenge on the basis
that they contradict existing jurisprudence, NPOs
seeking to comply will have to look closely at their
revenue-generating activities and take proactive
measures to ensure that they are not caught offside
the CRA’s recent administrative positions

« Still remains to be seen though what the outcome of
the Risk Identification Project will be and whether
activities such as ABCs will continue to be off-side of
CRA requirements

www.carters.ca www.charitylaw.ca
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