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1. INTRODUCTION

» Therecent recession hasresulted in some
charitiesfacing significant lossesin their
investment portfolios, eg., 43% recently
reported lossin the endowment fund of St.
Francis Xavier University

» Thishasled the boards of many churchesand
charities to become concer ned about how best
toinvest charitable fundsin a volatile market
and what their personal exposureto liability
might be

» Both of these concerns can be addressed by

board member s of churchesand charities:

— Understanding their statutory investment
dutiesunder the Trustee Act; and

— Ensuringthat thereisappropriate
documentation in place to comply with the
statutory reguirements under the Trustee
Act
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This presentation reviewswhat islegally
reguired under the Trustee Act for investment
decision making and how to practically comply
with the applicable statutory requirements

For moredetails, see Charity Law Bulletin #8
entitled New | nvestment and Delegation Powers
for Charitiesin Ontario, at

http://www.carter s.ca/pub/bulletin/charity/2001/chylb08-01.pdf
Also see a Bulletin entitled “ Investments by
Directorsand Trustees of Charities’ at the

website of the Public Guardian and Trustee
http://www.attor neygeneral.j us.gov.on.ca/english/family/pgt/charbu
llet/bullet7.asp
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. GENERAL APPLICATION OF THE TRUSTEE

ACT TO CHARITIES

Subsection 1(2) of the Charities Accounting Act
providesthat charitable corporations are deemed
to betrustees of their charitable property

Assuch, directorsof charitable corporationsin
their capacity asfiduciaries of charitable property
become, in essence, quasi trusteesfor purposes of
investment decision making under the Trustee Act

Aswell, property that is subject to a special
purposetrust is specifically trust property subject
tothe Trustee Act

The Trustees Act will not apply where

— Theletterspatent of a charity statesthat the
Trustee Act does not apply

— A special purposetrust in awill or in a gift
agreement establishes a different investment
powersfrom that contained in the Trustee
Act, or

— Thereisadifferent investment power set out
in special legislation creating the charity

www.carters.@
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3. PROBLEMSWITH FORMER TRUSTEE ACT

Theformer Trustee Act (pre July 1, 1999) listed
specific categories of legal investments, which
categorieswere very limited

— Debt issued by banks, gover nments, trust
companies

- Eqbuitiesi$ued by Canadian companies but
subject to a dividend test

e Investmentsin mutual fundswere not per mitted

« Delegation of investment decision making was also
not per mitted

* Investment only permitted in the stated legal list

— But therewas no guar antee against negligence
claims

— Standard of careand prudence was still required
7

4. NEW PRUDENT INVESTOR STANDARD

Effective July 1, 1999 — the prudent investor
standard replaced the legal list of authorized
investments
— “Atrustee may invest trust property in any
form of property in which a prudent investor
might invest”
* Nolonger any restrictionson thetype of
investments
e Standard of carerequired
— “Thecare, skill, diligence and judgment that
a prudent investor would exercisein making
investments’
e Investing in mutual fundsis permitted
— But no definition of mutual funds
e Investing in pooled fundsis per mitted
— But no definition of pooled funds

8

5. NEW STATUTORY STANDARDS MANDATED

* Seven mandatory criteria must now be
considered in making investment decisions

— General economic conditions

— Thepossible effect of inflation or deflation

— Theexpected tax consequences of
investment decisionsor strategies

— Therolethat each investment or cour se of
action playswithin the overall trust
portfolio

— The expected total return from income and
the appreciation of capital

9
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— Needsfor liquidity, regularity of income and
preservation or appreciation of capital

— An asset’s special relationship or special
value, if any, to the purposes of thetrust or
to one or more of the beneficiaries

¢ Mandatory diversification now required in
making investment decisions

— Duty to diversify to the extent appropriateto

= Therequirementsof thetrust; and

= General economic and investment market
conditions

10

* Neither of these mandatory listsisa complete
codein itself, asthey are minimum thresholds
only

* Other investment criteriathat arerelevant in
the circumstances must also be considered

« Can obtain advice and rely on advicein
meeting mandatory requirements

— Directors may obtain advice with respect to
the investment of trust property and will
not beliablefor losseswheretrusteerelied
on advice, provided it is prudent torely on

such advice in the circumstances
11

6. PREVIOUS“CATCH 22" SITUATIONWITH
REGARDSTO DELEGATION

«  Amendmentsto the Trustee Act enacted on July
1, 1999 did not providethe authority to delegate
investment decision making to qualified
investment managers

e Thiscreated a“catch 22" situation for many
charities

* Charities had to satisfy the “ prudent investor”
standard in investment decision making but
were not able to delegate the necessary day-to-
day decision making to qualified investment
professionals

12
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7. DELEGATION NOW PERMITTED

¢ TheTrustee Act wasfurther amended as of
June 29, 2001, asa result of an initiative
taken by the Ontario Bar Association in
order to authorize the practice of delegation
of investment decision making

e Theamendment permitstheboard of
directorsof a charity to delegate investment
decision making to the same extent that a
prudent investor could

13

» Thismeansthat the board of directorsof a
charity can delegate investment decision
making to a qualified investment manager

* However, the mandatory statutory
reguirementsto be able to delegate must be
carefully reviewed and complied with, as
delegation isonly permitted if the statutory
reguirements are met

* Thisisin addition to the existing right to, in
effect, delegate investment decision making
through mutual funds

14

8. THEREQUIREMENTSIN ORDER TO
DELEGATE INVESTMENT DECISION
MAKING

A. Investment Plan

e Cannot delegate without an investment plan in
place

* Investment plan isoptional if no delegation but
isrecommended in any event

e Theinvestment plan must set out a strategy for
the investment of thetrust property, comprising
reasonable assessments of risk and return, that
a prudent investor would adopt under
comparable circumstances

15
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e Theinvestment plan must bein writing and must
take into account the seven (7) mandatory
investment criteria and the mandatory
reguirementswith regardsto diversification

* Need to be careful that description of board
dutiesin an investment plan does not increase
liability for directors

Will likely need to have specific investment plans
for different funds

* Assuch, specific investment plans may be added
as schedulesto a general investment policy to
reflect all applicable terms of references of the
Trustee Act

16

B. Best Interest of the Beneficiaries

¢ Thetrustee must be satisfied that the
investment plan isintended to ensurethat the
investment decision making will be exercised in
the best interest of the beneficiaries of thetrust

e i.e. Theinvestment plan must bein the best
interest of the applicable charitable purposes of
the charity and those who will be benefited by it
asopposeto the requests of the donor or any
other party

17

C. Agency Agreement (I nvestment M anagement
Agreement)

* Thetrustee must have a written agreement
(commonly referred to asan investment
management agreement) in the form of an agency
agreement between the trustee and the agent (i.e.
an investment manager)

» Theagency agreement must include

— Theauthority to delegate investment decision
making

— A requirement that the agent comply with a
specificinvestment plan in placefrom timeto
time; and

— A requirement that the agent report to the
trustee at regularly stated intervals

8

1
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* An agency agreement should also

— Include a definition of conflicts of interest
for the agent and board members

— Avoid the obligation to advise agent of
change of circumstances

— Becarefully reviewed to restrict
indemnification of agent by the charity

— Bereviewed by legal counsel before being
signed, where appropriate

19

D. Prudent Selection of Agent

* TheTrustee Act requiresthat theboard of a
charity hasa duty to exercise prudencein
selecting an agent, in establishing the terms of
the agent’sauthority and in monitoring the
agent’s performance to ensure compliance with
applicableterms

e TheAttorney General may makeregulations
concerning who is qualified to act as an agent
but no regulations have been madeto date

* Pending adoption of regulations, it is essential to
select agentswho have appropriate professional
credentialsasinvestment managers

20

E. Prudencein Monitoring Agents

* TheTrustee Act requiresthat theboard of a
charity hasa duty to exercise prudencein
monitoring the agent’s performance to ensure
compliance with the terms of the agency
agreement, including:

— Reviewing the agent’sreport

— Regular review of agency agreement and
how it isbeing put into effect

— Regular review of theinvestment plan and
itsrevision or replacement if necessary

— Assessing whether theinvestment plan is
being complied with

21
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— Considering whether directions should be
provided to the agent or whether the agent’s
appointment should be revoked

— Providing, when necessary, directionsto the
agent or revoking the appointment of the
agent

* Theabove mandatory list isnot a complete code
of what isrequired for due diligence and may
therefore need to be supplemented as necessary

* Asaresult, the board of a charity needsto be
pro-active in monitoring the agent

22

9. DUTIESAND LIABILITIESOF AN AGENT
(INVESTMENT MANAGER)

* An agent (investment manager) has a statutory
duty to exerciseatrustee’ sfunctionsrelating to
the investment of property

— With the standard of care expected of a
person carrying on the business of investing
the money of others

— In accordance with the agency agreement

— In accordance with the specific investment
plan and the general investment policy to
which it isattached, if applicable

23

* An agent may not further delegate the
investment decision making authority given
toit by aboard of a charity to another person
or agent

« An agent should carefully review existing
agency documentation (i.e. investment
management agr eements) to ensurethat they
comply with the mandatory requirements
authorizing delegation under the Trustee Act

24
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If acharity suffersaloss because of the agent’s
breach of duty, then legal action may be
commenced against the agent by

— Thetrustees, i.e. the charity through its board
of directors

— A beneficiary, which would include the
charity itself, and those who benefit from the
work of the charity if the board does not bring
action within areasonable period of time

Assuch, membersof a charity and/or other
individuals who receive a benefit from the
charity could themselvesinitiate proceedings
against the agent for breach of the agent’sduty if
the directorsof a charity do not do so

25
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10. LIABILITY OF TRUSTEES

Relief from technical breaches of trust under
the Trustee Act isnot availablefor losses
resulting from investment of trust property

However, the Trustee Act does provide that a
trustee will not beliable for losses from the
investment of trust property if the conduct
that lead to the loss conformed to an
investment plan that a prudent investor
would adopt under comparable
circumstances

26

Failureto comply with mandatory
reguirementsfor delegation will preclude
liability protection under the Trustee Act and
will expose trusteesto liability for breach of
trust for unauthorized delegation of investment
decision making

Insurersfor the charity should be consulted to
determineif directors and officers insurance
coverstrustees liability from investment losses

However, the presence or lack of insurance does
not affect the possibility that there could still be
afinding of breach of trust

27
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« Damages could include not only losses but
income that might have been earned if an
investment was too conservative.

e Other areasof exposureto liability for trustees
relating to investments

— Thelncome Tax Act in relation to non-
qualified investments and excess business
holding rulesfor private foundations

28
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— Special purpose funds, like endowment funds,
building funds or scholar ship funds must be
invested separately from the general funds of
acharity

— Co-mingling of special purpose fundsfor
investment purposes must comply with the
stringent accounting requirements pur suant
to the new regulations under the Charities
Accounting Act see Charity Law Bulletin No.
4 at
http://www.carter s.ca/pub/bulletin/charity/2001/chylb04-01.pdf

29

11.ESTABLISHMENT OF AN INVESTMENT
COMMITTEE

* Theestablishment of an investment committee
isnot a statutory requirement, but isa
prudent step to takeif thefull board does not
have thetime or expertiseto oversee
investments

* Theappointment of an investment committee
must be donein accordance with the terms of
the general operating by-law for the charity

30
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* Thecomposition of an investment committee
should be made up of members of the board, but
could also include non-board members, provided
that the general operating by-law authorizesthe
establishment of an investment committee and
appropriateinvestment expertiseis sought for
the committee

* Non-board members should generally constitute
aminority of the composition of the committee

» Thetermsof referencefor theinvestment
committee needsto be clearly delineated,
possibly aspart of the general investment policy

* Theinvestment committee needsto report back
totheboard on aregular basis

31

12. REDUCING THE RISK OF EXPOSURE TO
LIABILITY FOR INVESTMENTS

» Determinewhat investment powersapply to
the charity and in which jurisdiction

» Consider taking the appropriate cor porate
stepsto have the charity come under the
investment power regime of the Trustee Act,
particularly wherethe charity iswanting to
delegate investment decision making to an
investment manager

32

» Takeproactive stepsto comply with statutory
requirements of the Trustee Act

— Establish and implement a general
investment policy

— Establish specific investment plans for
separ ate funds, where appropriate

— Whereinvestment decision makingis
delegated, then establish and implement an
agency agreement with the investment
manager

33
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» All the documents should be reviewed on a
regular basis, preferably each year, by the
board of the charity

» Determineif other investment power s apply
to special purpose funds and then comply
with the applicableterms

» Obtain assistance from an investment
committee of the charity, with the committee
reporting back totheboard of directors

34
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* Wheretheboard conductsinvestment decision
making themselves, consider retaining the
services of a qualified investment advisor

« Alternatively, consider retaining the services of
an investment manager, provided that an
appropriate agency agreement isentered into

* Whereaboard member disagreeswith an
investment decision made by the board
collectively, the board member should record his
or her opposition and obtain independent legal
advice to determine the appropriateness of
resigning asadirector

35

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 thelaw. This handout isdistributed with the
under standing that it does not constitute legal advice or establish a
solicitor/client relationship by way of any infor mation contained herein.
The contents areintended for general infor mation 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 awritten opinion
concer ning the specifics of their particular situation.
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