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INTRODUCTION
e Can charitiescarry on business?

e |ITA saysthat charities can losetheir
registration if they carry on an unrelated
business

* By implication, thelaw allows charitiesto
carry on arelated business—with the
exception of private foundations

* Private foundations cannot operate any
businesses (related or unrelated)

WHY ISIT IMPORTANT TO UNDERSTAND
THE RELATED BUSINESSACTIVITY RULES?

¢ Related business activities can provide an
income stream for charities, but must be
conducted within rules under the Income Tax
Act and CRA’s policies

¢ Affectscalculation of disbursement quota
¢ Affectscompletion of T3010 annual return

¢ Violation may lead to penaltiesor revocation
of charitable status

CONSEQUENCES OF OPERATING AN

UNRELATED BUSINESS

* Penalty of 5% of the grossincome from the
unrelated business

e Penalty of 100% of the grossincome from the
unrelated business and suspension of
receipting privilegesif repeat infraction within
Syears

* Revocation of charitable status
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TWO KINDS OF RELATED BUSINESSES

¢ Businessesthat arerun substantially by
volunteers

¢ Businessesthat arelinked to acharity’s
purpose and subordinate to that purpose

¢« CRA’sPolicy Statement “What isa Related
Business?” CPS-019, March 31, 2003

THRESHOLD QUESTION: WHAT ISA
“BUSINESS’?

* A related business must bea “business’

¢ A “business’ involvescommercial activity
(derivesrevenuesfrom providing goods or
services) undertaken with theintention to earn
profit

¢ Factors

— Intended course of action —i.e. whether the
rationalefor operating a given activity isto
generate a profit

— Potential to earn a profit —i.e. whether the
activity isstructured so that it is capable of
earning a profit

— Existence of profit in the past

— Expertise and experience of the person or
organization that undertakesthe activity —
i.e. the person or organization has been
selected because of commercial knowledge,
skill, or experience

* Someincome-earning activities are not
considered to be businesses:

— Soliciting donations
— Selling donated goods
— Charitable activitiesthat charge fees

= Thefeestructureisdesigned to defray
the costs of the program rather than to
generate a profit

= The program does not offer services
comparableto those otherwise available
in the marketplace
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= Thefeesareset according to a charitable

o WHAT IS*CARRYING ON” A BUSINESS?
objective as opposed to a market

objective —eg. charging fees according e “Carryingon” abusinessimpliesthat the
to users means, or waiving admission commer cial activity isa continuousor regular
chargesto an art exhibit operation

= eg. low-income housing rents, university WHAT ISNOT “CARRYING ON" A BUSINESS?
tuition fees, museum admission + Occasional business activities that are not

= e.g. micro-enterprise programs, training operated regularly or continuously
businesses, social businesses (see CRA’s * Most fundraising activities (although they are
Guide RC4143(E), “ Community often consider ed business activities)
Economic Development Programs,” — A fundraising event hasclear start and end
December 23, 1999 points, but carrying on a businessimplies

continuous operations
9 10

RELATED BUSINESS

A. SUBSTANTIALLY RUN BY VOLUNTEERS

¢ Earning income from passive investments i i
¢ A businessthat has“ substantially” all those

— Derived primarily from themere “employed” in the business serving as unpaid
owner ship of an asset - not dependent on volunteers, regardless of whether the business
activetrading (buying or selling of a isrelated to the charity’ s objects

product) or exploitation of an asset (e.g.

manufacturersor resource companies) * “Substantially all” means 90%

¢ Thepeople“employed’” meansthe peoplethe
charity “uses’ to operatethe business - include
employees and contract workers

* Based on head count

11 12

— Risk to thecharity isgenerally limited to
the purchase price of the asset
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B. LINKED TO A CHARITY'S PURPOSE AND

SUBORDINATE TO THAT PURPOSE

* Whenisabusiness“linked” toa charity’s
purpose?

— Must fit within 1 of 4 forms of linkage

1) Usual and necessary concomitant of
charitable programs

= Supplementsthe charity’scharitable
programs, either becausethey are
necessary for the effective operation of the
program or they improvethe quality of the
service delivered by the programs

= eg. hospital’s parking lots, art gallery’s
gift shop, university bookstores

13

2) Off-shoot of a charitable program

= A charity creating an asset in the
ordinary course of itsoperations, asa by-
product of its programs

= eg. achurch sdling recordings of its
choir

3) Use of excess capacity

= Using a charity’s staff/resour cesto gain
income during periodswhen they are not
being used to their full capacity within
the charitable program

= eg. universitiesrenting out residencesin
the summer months
14

4) Sale of itemsthat promote the charity or
its objects

= Sale of itemsthat advertise, promote, or
symbolize the charity and do not
compete dir ectly with products
produced and sold for for-profit entities

= eg. Girl Guides selling cookies

15

When isabusiness “subordinate” toa
dominant charitable purpose of the charity?

— If it remains subservient to a dominant
charitable purpose, as opposed to
becoming non-charitable purposein its
own right —four factorsto consider:

1) Thebusiness activity receivesa minor
portion of the charity’sattention and
r esour ces

2) Thebusinessisintegrated to thecharity's
operations, rather than acting as a self-
contained unit

16
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3) Theorganization's charitable goals
continue to dominate its decision-making

4) Theorganization continuesto operate for
an exclusively charitable purpose by not
per mitting any private benefit to enter
into itsoperations

17

OTHER CONSIDERATION IN OPERATING
RELATED BUSINESSES

» Dishursement quota

— Only monies spent directly on charitable
activitiesor on giftsto qualified donees can
be counted towar ds meeting the
disbur sement quota

— Expenditureon operating a related business
activity isNOT counted towards meeting
the disbur sement quota

— Must be careful that expenditure on related
business activities does not put charity into
non-compliance in meeting its disbur sement
quota

18

» Charitable Gifts Act (Ontario)

— Prohibits charities from owning morethan
10% of an “interest in a business’

— If acharity ownsmorethan 10% interest of
a business, it would haveto dispose all
interest in excess of 10% within 7 years-
possibleto obtain a court order to extend
the 7-year period

19

— If acharity owns morethan 50% interest of
a business, the financial statements of the
businessand other financial information will
need to befiled with the Ontario Public
Guardian and Trustee by March 31st of
each year and theamount of profitsto be
distributed be determined jointly with the
PGT and paid to the charity in the same
year on or before June 30th

— Doesnot apply to organizations of a
religious denomination

— Vague and broad statutory definition of
“interest in abusiness’ in the legislation

— Broad application by the courtsand PGT

20
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Charities Accounting Act (Ontario)

— Prohibitsa charity from holding real
property for over 3years, if the property
has not been used or occupied by the
charity, and isnot required for theuseor
occupation by the charity now or in the
immediate future

— The PGT may vest the property in itself,
and then sell the property and usethe sale
proceedsfor the charitable purposes of the
charity

21

— PGT administratively permits non-
charitable ancillary and incidental use of
land owned by a charity, aslong as such
spaceisgenerally lessthan 20% of thetotal
area

— Thisrestriction would limit the ability of
charitiesto lease out extensive surplusreal
property for an income stream for over
threeyears, or to develop surplus property
for commercial usein return for an income
stream

22

Trustee Act (Ontario)

— Requiresatrusteeto exercisethe care, sKill,
diligence and judgment that a prudent
investor would exercisein making
investments

— Charitiesmust ensur e that the business
interests they hold comply with the
standard imposed by the Trustee Act

23

ALTERNATIVESTO OPERATING AN
UNRELATED BUSINESS

e Useof intermediary entities

e eg. for-profit company, a non-profit
corporation, a businesstrust, or combinations
of these entities

e Theintermediary would be operated on a
parallel basiswith theregistered charity, with
profits earned by the intermediary from the
business operation being used for the benefit
of theregistered charity

e Each option has prosand cons

24
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. For-profit Company

CRA’srelated business policy suggeststhat if a
charity establishes a separ ate taxable
corporation, it can invest in the corporation on
the same basisthat it can invest in any other
for-profit business

Utilize afor-profit company to operatethe
businessor own revenue generating real
property

Charity to control or influence the company
However, in Ontario, the charity cannot own
morethan 10% of the shares of the company

25

e Thefor-profit company can donateits profits,
pay dividends, make other appropriate
payments (e.g. rent, licensefees) to the charity

e Thefor-profit company to pay tax on its profits
2. Non-profit Corporation

e Under some circumstances, may be ableto use
a non-profit organization (“NPO")

* However, theapplication of this option may be
limited, since NPOs are generally not permitted
to carry on businessesto earn profits

26

. Business Trust
A businesstrust may be used

Thetrust would operate the business activity,
the charity would become an income
beneficiary of thetrust and income earned by
the trust would be distributed to the charity as
an income beneficiary

Although trusts are subject to tax, incomethat
isdistributed by thetrust to the charity asa
beneficiary would not be subject to tax

. Combination
Mix-and-match of the above
Possibly complicated arrangements

27

LOOKING FORWARD?

e Social enterprise—arapid global development
in the past two decades

« Some governments have taken stepsin
enacting legislation to encour age the continued
development of social enterprise, e.g.

— In 2005, the United Kingdom passed new
legislation to allow the creation of a new
type of company for social enterprises
known asthe“ Community I nterest
Company”

28
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— In the United States, Vermont passed
legislation on April 30, 2008 that enablesthe
creation of a new type of legal entity called
the“Low-Profit Limited Liability
Company” or “L3C” —similar legidation
proposed in North Carolina

In Canada, therehasalso been arisein the

interest in developing social enterprise

Canadian regulatory regimefor registered

“DECISION-TREE” FOR INDENTIFYING AN
UNRELATED BUSINESS CRA POLICY CPS
019

PART |: Isaparticular activity a business carried on by
thecharity?

1) Istheactivity commercial in nature? —i.e.
doesthe charity derive revenue from the
provision of goods and services?

2) Doesthe charity intend to profit from the

charitiesisvery regrictivein termsof their activity?
ability to engage in business activities, let alone o L
social enterprise activities — If noto either (1) and (2), then it isnot a
. R business
Thereisa movement to propose legislation to
allow the creation of a hybrid entity that can — If yestoboth (1) and (2), then goto
be used to operate social enterprises question (3)
29 30
Part Il - Isthe business of a charity an unrelated business?

3)Istheactivity simply the sale of donated
goods?

— If yes, then it isnot a business
— If no, then go to question (4)

4)Istheactivity carried on in a systematic,
regular basis?

— If no, then it isnot a business

— If yes, then it isabusinessand goto Part 11
to determinewhether thebusinessisrelated
or unrelated

31

5) Are substantially all the people running the
business volunteers?

— If yes, then the charity is carrying on arelated
business

— If no, then go to question (6)

6) Arethebusiness activitieslinked to the
charity’s purpose?

— If no, then the charity is carrying on an
unrelated business

— If yes, then go on to question (7)

32
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DISCLAIMER

This handout is provided as an information service by Carters Professional
: e H Corporation. Itiscurrent only asof the date of the handout and does not
7) Ar e_the busi ne_$ activities subordinateto a reflect subsequent changesin the law. This handout isdistributed with the
dominant charitable pur pose'? under standing that it does not constitute legal advice or establish a
solicitor/client relationship by way of any information contained herein.

_ H H H The contents are intended for general information purposesonly and under
If no, then the_ Cha“ty Is Carrymg onan no circumstances can be relied upon for legal decision-making. Readers
unr elated business are advised to consult with a qualified lawyer and obtain a written opinion

concer ning the specifics of their particular situation.

— If yes, then the charity iscarryingon a
related business
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