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OVERVIEW OF PRESENTATION

¢ What IsaPro-active Legal Audit?

« What Arethe Stages of a Pro-active Legal
Audit?

* What Isthe Scope of a Pro-active Legal
Audit?

¢ Additional Resources Available

A. WHAT ISA PRO-ACTIVE LEGAL AUDIT?
What Does a Pro-active Legal Audit Involve?

« “Being pro-activeisalwaysbetter than being
reactive!”

* A pro-activelegal audit isalawyer-led review
of acharity’skey documents and operationsin
order to ensurecompliancewith thelaw and
help reducetherisk of liability for the charity
and itsdirectorsand officers

* A pro-activelegal audit isan essential process
that assiststhe Board in fulfillingitsfiduciary
obligation to evaluate the charity’s compliance
with its gover nance and oper ational documents,
aswell asthelaw in general
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* A pro-activelegal audit alsofacilitatesthe
development of policies and proceduresthat
will assist the charity in managing risks
effectively in thefuture

« However, a pro-activelegal audit cannot

identify all compliance deficiencies, nor all legal
risksthat a charity may encounter

* A pro-activelegal audit generally involvesthe
lawyer reviewing the following:

— Corporate documents, structure and
compliance (i.e. letters patent and by-laws)

— Inventory of property (i.e. land and buildings,
leases and intellectual property)

— Fundraising and financial matters(i.e.
fundraising documentation, financial
statements and investment policies)

— Charitableissues (i.e. maintaining charitable
status, Canada Revenue Agency (“CRA™)
and Income Tax Act (“ITA”) compliance
requirements)

— Operational and risk management issues (i.e.
duediligence policies, risk management
procedur esand insurance)

5

What Arethe Reasonsfor a Pro-active Legal Audit?

* Charities, aswell as not-for -profits collectively
make up an essential part of Canadian society
and itseconomy

e Charitiesand not-for-profits constitute the
“Third Sector” of the economic engine of
Canada

* Charitiesarefacing fundamental changesand
challengesin delivering their servicestothe
public, in part because of a morelitigious society
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* Infacing these challenges charitiesmust now
become familiar with avast array of legal
requirementsin numerousareasof law

e Inorder for charitiesto avoid exposureto legal
liability, it is essential that they exercise due
diligencein ensuring that they arein compliance
with thelegal obligationsthat areimposed upon
them

¢ Why do charities often experience difficultiesin
complying with legal requirements?

— Complicated corporate and charitable
requirements at both the federal and
provincial level

— Increasingly complicated tax issues

— Expanding fundraising requirements

- Duedili(?ence_needed in the management of
giftsand charitablerecepting

— Inherent risksin operations, such assexual
abuse of children

— Determining appropriateinvestment policies
involving charal;gablefunds

— Incomplete cor poraterecords

— Interrelationships between multiple corporate
structures

— Privacy issuesinvolving donors, employeesand
volunteers

— Compliance requirements under anti-terrorism
legidation

— Freguently inadequate contractual documents

8

* Possible consequences from legal non-compliance
and deficienciesin organizational structureand

operations:

— Revocation of charitable status
— Undertaking ultravires activities
— Allegations of breach of trust

— Inquiries by the public under the Charities
Accounting Act (Ontario)

— Legal actions by donorsand/or the Public
Guardian and Trustee (Ontario) (“PGT")

— Court supervised audit of accounts
— Confusion in cor por ate oper ations
— Lossof corporatestatus

9
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What Arethe Benefits of Conducting a Pro-active
Legal Audit?

e It allowsthe charity toidentify areas of
potential concern and possible legal risk ahead
of time, ther eby reducing the chance of legal
actions

« Itidentifiesmandatory compliance matters, as
well asrecommended best practice standards

* Itassiststhecharity in prioritizing Iegﬂaj issues
to beaddressed by the charity, aswell as

setting out realistic timelinesfor thework to
bedone

¢ Itisan educational processthat explainstothe
charity the nature of thelegal work that is
required in order to addressissuesof concern

* It assiststhecharity by explaining the
documentsand practices of the charity that
need to beamended in order toreflect changes
inthelaw

¢ It demonstrates due diligence by the charity’s
board and senior management and thereby
reducestheir exposureto liability

* Thelawyer conducting the pro-activelegal audit
will provide the following benefits to the charity:

— Explain the process of the legal audit to the
charity

— Warn the charity of applicablerisksand the
consequences of intended cour ses of action

— Advisethecharity if therearebetter
alternatives availableto itscurrent practices
and proceduresin order to minimizethose
risks

— Produce awritten report of the audit, which
will be an important historical reference
document for futuredirectorsand senior
management
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B. WHAT ARE THE STAGES OF A PRO-
ACTIVE LEGAL AUDIT?

Preliminary Matters
* Selecting thelawyer
— Experiencein conducting a legal audit?
— Breadth of knowledgein order toidentify legal
issues?
— Ability to follow through and remedy
deficienciesidentified?
¢ Retaining thelawyer
— What isthe scope of thelegal audit?
— Istheaudit to be completed in stages?
— Arethere specific exclusionsto the audit?

13

— Will theaudit be done by onelawyer or several
lawyerswith experiencein different areas of
thelaw?

— If possible, limit the number of contact persons
from the charity dealing with the lawyer

« Equippingthelawyer by providing thefollowing:

— Anoverview history of the charity and its
relationship to other organizations

— A full description of all programsand
activities, together with full details on staff and
volunteer requirements

— Corporaterecords, i.e. letters patent
supplementary letter s patent, bylaws, minute
booksand variousregisters

14

— Extra-provincial and fundraising registrations
— Businessnameregistrations

— Trade-marks, official marks, copyrightsand
domain names

— Deeds, leasesand mor tgages

— Details of investments, aswell asinvestment
management agr eements

— Fundraising documentation, such asa gift

acceptance palicy, fundraising brochures,
sample charitable receipts

— Financial statementsfor thelast threeyears,
along with audit reports and management
letters, if applicable

— T3010's (annual returns) for thelast three
years, and disbur sement quota work sheets
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— Operational policies
— Risk management documentation
— Employee and volunteer documentation

— Significant agreementsthat thecharity isa
party to, i.e. funding agreements, trademark
or copyright licenses, agency and/or contracts
for service agreements, and bilateral and
multilateral inter national agreements

— Copiesof all insurance policiesand reports
from theinsurance broker

— Detailsof current compliancewith CRA
requirementsfor aregistered charity, such as
disbursement quota, political activities,
related business activities, etc.

16

Undertaking the Audit

* Thelawyer will generally need to undertakethe
following stepsin conducting a pro-active legal
audit

— Review the documents provided by the
charity

— Conduct publicrecord searches
= Corporateprofileand micro-fiche
= Businessnameregistration search
= CRA onlineand private record search
= Extra-provincial registration search
= Trademark and domain name sear ch
— Review the charity’s website

17

— Interview senior management and/or board
representatives as necessary and, where
possible, arrange an onsite visit at the charity

¢ Thelawyer should provideaverbal interim
update of theaudit in order to discussand
clarify issueswith the charity

Reporting On the Audit

* Thewritten report may bein either a
preliminary or final form

e Preliminary form anticipatesthat further
information and input from the charity may be
forthcoming

¢ Thereport needsto explain therelevant law to
their charity in order for the charity to avoid
problemsin thefuture

18
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e Thereport needsto explain the consequences of
identified deficiencies and the alter natives that
areavailable

e Thereport should provide a prioritization of
action itemsto be undertaken, and where
possible, atime frame of when the action items
should be completed

¢ Thereport should explain that the board of a
charity hasafiduciary obligation to protect the
charitable property and maintain the charitable
statusof thecharity

¢ Assuch, thereport should explain that the onus
to respond to thereport and take action as
necessary lieswith the board of the charity, not
thelawyer

19

e Adraft of thereport should be sent to the
charity for review by its main contact person
beforethereport issigned and issued for
distribution

e Theaudit report must then bedistributed to all
board member sand senior management

* However, because thereport may contain
commentary on areas where the charity and the
board may be exposed to liability, it isessential
that thereport bekept strictly private and
confidential and that it not be copied to anyone
else without the consent of the board

* Otherwise, the solicitor/client privilege for the
report may belost

20

¢ Intheevent that thereport identifies significant
areasof liability, then thereport may need to
recommend that board member sand senior
management obtain independent legal advice

e Whilethereisnooneformat for an audit report,
a pro-active legal report will generally include
the following:

— Scopeand limitationsof legal audit

— Confidentiality

— Executive Summary

— Background facts

— Substantive commentary on theissues
— Prioritization and next stepsforward

21
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Follow-up Matters

M eeting with the boar d and senior management
to discusstheresults of the audit and being able
to ask questions of thelawyer

The board needsto agree upon atimetable to
implement any corrective steps that need to be
taken

Need to distinguish between time sensitive
matter sinvolving deficienciesin basic
compliance matter sand mattersthat areof a
less pressing natur e concer ning best practice
recommendations

The charity should consider forming alegal risk
management committeeto over seethe
implementation of therecommendations

22

TerranceS. Carter, B.A.,,LL.B.©

Depending upon the severity of any non-
complianceissuesidentified, it may be advisable
to proceed with a no-name disclosure

— Tothe CRA for mattersunder thel TA to
avoid either sanctions (i.e. penaltiesor
suspensions) or even lossof charitable status
in theevent of a CRA audit

— Tothe PGT in Ontario or Attorney
General’s Officein other provincesfor
serious matter sinvolving charitable
property, such as unintended breach of trust
involving restricted gifts, before a complaint
ismade

It isimportant that all futureboard members
be given a copy of the legal audit as soon as
they comeon totheboard. The same practice
should also be undertaken wherethereare
additionsto senior management

Thegreatest risk of doing a pro-activelegal
audit isthat the audit results and
recommendations will not be acted on. Thisis
theresponsibility of the board and senior
management of the charity, not the lawyer

Therefore, if theboard isnot prepared to
implement recommendations that the legal
audit may result in, then thereisno point in
doing alegal audit in thefirst place

24
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C. WHAT ISTHE SCOPE OF A PRO-ACTIVE
LEGAL AUDIT?

General Comments

» Thescopeof apro-active legal audit will vary
from charity to charity depending upon the
nature of the operations of a charity

» For abroad survey of the types of topicsthat
can beincluded in a pro-activelegal audit,
reference can be madeto” Legal Risk
Management Checklist for Charities’ available

at http:/mvww.car ter s.ca/publ/checklst/charity.pdf

e What followsisabrief samplin? of only afew of
theissues and questions that will often be
CO\(/jefred in apro-active legal risk management
audit

25

Organizational and Structural |ssues
1. The Need to Identify and Compar e the Different
Typesof Legal Formsfor a Charity
Unincor porated associations
Trusts
Not-for-Profit Corporations
Charitable corporations
2. Organizational and L egal Documentation
* Review of key documentsfor an unincor porated
association
— Aretheobjectsclearly stated in the
constitution and arethey not-for -profit in
natureor arethey charitablein nature?
— Do congtitutional documents correctly reflect
how the charity isactually structured and
operated?

26

¢ Review of key documentsfor an incor porated
charity

— Review of letters patent for issuessuch as

= Areitsobjectsexclusively charitablein
nature?

= Aretheactivities of the charity authorized
by its cor por ate obj ects?

— Review of supplementary letters patent
(SLP)
» Hasthere been a change of corporate
objectsor names?

— Doesthe charity have historical records of all
the by-laws of the charity?

27
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— Need to review the current corporate by -law
for basicterms, such as

= Do provisions conflict with letter s patent
concer ning objects or dissolution?

= Do the provisionsreflect the actual
organization and operational structure of
the charity?

— Have necessary corporate filings and
registrations been kept up to date?

= OntarioCorporations
= Federal Corporations

= Doesthe charity operate and/or fundraise
in any other provinces?

28

3. Utilizing Multiple Cor porations

¢ Should the charity consider using multiple
corporationsfor itshigh risk activitiesin order
toreduceliability exposure and protect assets?

4. National/International Relationships

« Arerédationshipswith national organizations
and/or subsidiary chapters adequately
documented to protect therights of both
parties?

* Arerelationships between national and
international structuresadequately documented
with specific reference to controlling
trademarksin Canada?

29

¢ Hasthe ownership of the trade-marks and/or
copyrights been determined and protected in
Canada?

Board Governance and Liability | ssues
1. Board Management | ssues

* |Isthecharity abletoidentify whoisin charge
of theorganization?

* Arethereclearly defined lines of authority
between the boar d and the executive staff?

* Hasarisk management committee of the
board been established?

30
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2. Reducing Board Liability

Do any directors of a charity receive direct or
indirect remuneration?

* Hastheorganization adequately indemnified
itsdirectorsand officers?

¢ Should the charity consider reducing the size
of theboard?

* |Isthecharity effectively making use of
committees?

Property Issues
1. Real Property Issues
e Deededland
e Leasedland

2. Intéllectual Property |ssues

e Trade-marks

e Copyrights

* Domain names

Fundraising and Financial |ssues

1. General Fundraising Issues

* Arefundraising and/or administrative costs
kept within the 80/20 disbur sement quota?

* Havefundraising programmes been reviewed
by legal counsel?

» Isthecharity complying with applicable
provincial statutory provisions pertaining to
fundraising?

2. Donor Restricted Trust Fund Issues

Aretheredonor restricted trust funds being
held by the charitable organization?

Arerestricted funds used only in accordance
with applicablerestrictions?

3. Investment Issues

What investment power s apply to investment
of surplusfundsof thecharity?

Doesthe charity need and/or have an
investment policy?

www.carters.@ 11 www.charitylaw.@m
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1.

Charitable Status

Maintaining Charitable Registration
Doesthe charity submit itsannual charity

information return (form T3010) on atimely
basis?

Isthe charity and itsdirectors aware of the
recent key amendment to thelncome Tax Actin
May 2005 concer ning the disbur sement quota?
Isthe charity and itsdirectorsaware of thekey
amendments proposed to thel ncome Tax Act
from December 2002 to October 2007 on split
receipting, anti -tax shelters and definition of
private foundations?

Isthe charity aware of the new rulesthat apply
to Private Foundationsthat were proposed in
the March 2007 Budget?

34

Isthe charity involved in political activities?
Isthecharity involved in business activities?

Areagency, joint venturerelationshipsor
contractual transfer arrangementswith non-
qualified donees properly documented?

. Anti-Terrorism and Money Laundering

Doesthe charity carry on operationsthat
may requireit to bein compliance with anti -
terrorism/money launderinglegislation?

Has the charity undertaken appropriate due
diligence proceduresin complying with anti -
terrorism/money launderinglegislation?

35

2.

Operational and Risk Management | ssues
1.

Operational Policies

Hasthe charity developed and implemented
oper ational policies?

Employment and Volunteer |ssues

Hasthe charity developed appropriate policies
and practicesfor hiring, disciplining and
terminating employees and volunteer s?

Third Party Use of Facilities

Has the charity been made awar e of potential
liability exposurein permitting third partiesto
useitsproperty?

Hasthe charity developed and implemented a
third party facility use agreement with
appropriate releases and indemnification?

36
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4. InsuranceConsiderations

¢ Hasthecharity provided full written
disclosureon aregular basisof all riskstoits
insurer to avoid denial of cover age?

¢ Doesthecharity requireregular reportsfrom
itsinsurance broker on existing coverage,
exclusions from coverage and
recommendationsto enhance cover age?

¢ Istherearegular review of the adequacy and
extent of general liability coverage and
property insurance?

37

D. ADDITIONAL RESOURCESAVAILABLE

Note: For more detailsgenerally seearticlesand
newsletter s at www.charitylaw.ca
¢ Note: Several articlesand power pointsthat deal
specifically with issuesthat wer e addr essed
today include, but arenot limited, to the
following:
— “Pro-Active Legal Audits: What They Are
and How to Benefit from One”
http://www.car ter s.ca/pub/seminar /chur ch/2007/tsc0925b.pdf

— “Legal Risk Management Checklist for
Charities’ http://www.carters.ca/pub/checklst/charity.pdf

— “The Legal Duties of Directors of Charities
and Not-for-Profits’
http://www.car ter s.ca/publ/article/char ity/setof 3/A-duties pdf

38

— “DueDiligencein Avoiding Risksfor
Directorsof Charities and Not-for -Pr ofits’
available at thefollowing inter net address:
http://www.car ter s.ca/publ/article/char ity/setof 3/C-diligence.pdf

— “Looking a Gift Horsein the Mouth: Legal
Liabilitiesin Fundraising” available at the
following internet addr ess:
http://www.car ter s.ca/pub/article/char ity/2004/tsc0416.pdf

— “Donor-Restricted Charitable Gifts: A
Practical Overview Revisited | 1" available at
thefollowing internet address:
http://www.car ter s.ca/news/2003/Philanth/vol 18nol.pdf
http://www.car ter s.ca/news/2003/Philanth/vol 18no2.pdf

— “Essentials of Operational Risk
Management” availableat thefollowing
internet address:
http://www.car ter s.ca/pub/checklst/opriskman.pdf

39
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DISCLAIMER

Thishandout is provided as an information service by Carters Pr ofessional
Corporation. Itiscurrent only asof the date of the handout and does not
reflect subsequent changesin the law. This handout is distributed with the
under standing that it does not constitute legal advice or establisha
solicitor/client relationship by way of any information contained herein.
The contents areintended for general information purposesonly and under
no circumstances 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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