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In the previous article "The Tax Treatment of Charities" the
basic rules relating to the taxation of charities which apply to
1977 and subsequent taxation years were reviewed. In this article
we have assumed that the reader is familiar with the basic rules
and have focused on a number of potential problem areas in the
legislation.

In their zeal for reform of real and imagined inequities in the charity area the
lawmakers have introduced one more sleeping dragon into the tax laws. On an
initial perusal, the new rules relating to the taxation of charities might app~ar

to be straightforward, but a closer review would indicate a fundamental change
in the underlying concept of the treatment of charities and a myriad of problems
lurking beneath the deep.

It is understood that the draftsmen of the legislation included many of the
provisions to enable Revenue Canada to police those charities abusing the
system and did not intend to upset the activities of the legitimate charities.
Unfortunately, once the provisions were enacted into law they apply to every
charity and no charity can assume the rules will not be applied to them.
Therefore, although many of the problems raised in this article appear to be
academic they do have practical significance and this will become apparent as
charities attempt to apply the new rules to their operations.

History

Prior to 1977, most not-for-profit organizations were exempt from tax as
charitable organizations, non-profit corporations, charitable trusts, or non-profit
organizations under paragraphs 149(1 )(f), (g), (h) or (I) of the Income Tax Act
(the "Act") respectively. Not-for-profit organizations, including charities, were
not required to register with the Department in order to be exempt from tax.
Only those charities which wished to issue tax receipts to donors were required
to register and such registered charities were known as "registered Canadian
charitable organizations".

The Department did not actively regulate those organizations that were not
registered and did not appear to be overly concerned with the whole not-for
profit area. In most cases there was no particular fiscal advantage to the
Government in monitoring such organizations and unless there was obvious
abuse, the Department left them alone. In fact, because many trustees and

*Clarkson, Gordon & Co., Toronto
"*The Ontario Bar, Toronto

14



directors did not believe that there were any reporting requirements, the Depart
ment frequently had no knowledge of the organization's existence.l

If a charity was a "registered Canadian charitable organization" as defined in
former paragraph llO(8)(c) and its registration was subsequently revoked in
the manner described in section 168, the charity could no longer issue receipts
described in paragraph 110(1)(a). There was no penalty tax and revocation
did not necessarily mean that the organization was no longer tax exempt.

Current approach

The recent amendments reflect the apparent intent of the lawmakers to regulate
charities to a greater degree. There are a number of significant changes. For
example, under the new rules charities must be registered to be exempt from
tax, non-profit organizations must be able to satisfy the Minister that they
are not charities in order to claim exemption under paragraph 149(1)(1), and
there is a "super" penalty tax imposed where the registration of a charity is
revoked.

Every charity must be registered to be tax-exempt

Under the new rules only a "registered" charity is exempt from tax under
Part I of the Act. 2 This change means that a charity must have registered
status in order to issue receipts described in paragraph 110(1)(a) and to be
exempt from tax. An organization that was a "registered Canadian charitable
organization" under the old system on December 31, 1976 will be deemed to
be a "registered charity" for the purposes of the new system.;) Therefore, these
charities do not have to register. A charity that was not registered under the old
system and new charities will have to register. This procedure is outlined in
Appendix A.

To Register or Not to Register

There are a number of significant advantages in registering a charity with the
Department. Its income is exempt from tax, tax receipts can be issued for
donations and the charity appears, in the eyes of the public, to have the
Department's "stamp of approval". However, there is a cost. The charity's
affairs are open to public scrutiny and the charity must meet reporting require
ments, minimum disbursement requirements and other restrictions. There is
a loss of full control of the assets and a potential "super" penalty tax.

The charity should carefully consider the advantages and disadvantages to
determine if it should register. The charity must not only determine if it could
qualify for registration today, but also if it can meet the requirements in the

1. It might be noted that the Act did require a return of the income of all corporations
with or without share capital (paragraph 150(1)(a» and all trusts (paragraph 150(l)(c»
except those trusts that were "registered Canadian charitable organizations" (Regu
lation 204).

2. Paragraph 149(l)(f). In addition subsection 227(14) reads "Parts II to IX are not
applicable to any corporation that was, at any time or for any period that is relevant
for the purposes of any of those Parts, a corporation exempt from tax under
section 149".

3. Subsection 60(3), Chap. 4, 1976-77.

15



future (e.g. terms of will, trust agreement, wind-up). Normally major consider
ations arc the need to issue tax receipts and whether income should be exempt
from tax. It may be that the charity would have no income in which case it may
not be necessary to register. For example, a charitable trust may have no income
subject to tax after the allocation to charitable beneficiaries or such a small
income that no tax would, in fact, be exigible. By virtue of subsections 104(6)
and 104( 12), income of a trust which is allocated to a beneficiary or which is
included in computing the income of a beneficiary may be deducted in com
puting the income of the trust. 4

Sub-Units
In some cases the main body of a charity may be registered while its sub-units
may not. The definition of "registered charity" in paragraph llO(8)(c) allows
branches, sections, etc. of the main body that do not receive donations on their
own behalf to operate under the main body's registration. However, if the
sub-units usc the main body's registration number, any receipts issued by them
must be in the name of the main body and the main body will be required to
report all financial activities of the sub-units in its returns. Futher, the sub-units
will be required to be under the control of the main body. If the sub-units act
autonomously, they must be registered separately.

Where the sub-units are presently registered it should be possible, depending
on the particular circumstances, to rearrange their affairs so that they operate
as one registered charity. This would require the sub-units to request revocation
of their registrations and to transfer all of their assets to the parent charity (or
viee versa). In that event only one registered charity would remain. One problem
in consolidating the sub-units in this manner is that the parent will become
responsible for all the actions of the sub-units. In a small sub-unit staffed by
volunteers, this may not be desirable as its books and records may be less than
adequate and control over the issue of tax receipts may be weak. This could
result in revocation of its registration and the imposition of the penalty tax.
In such circumstances the parent may prefer not to assume responsibility for
the sub-unit and endanger its own registration. Assuming the sub-unit remains
separate and if revocation did occur and it became necessary for the sub-unit
to transfer its assets to another charity, it should be possible to transfer the
assets of the sub-unit to the parent at that time.

It might be noted that frequently too many divisions or sections of one charity
register separately. The result is often the creation of additional reporting
requirements and problems which otherwise would not exist. For example,
where there is one registered charity the results can be averaged in the year.
If one sub-unit spends more than is required and another spends less, averaging
will be beneficial. If the two sub-units are separately registered, such averaging
is not permitted.

4. It is our belief that paragraph 149.1(12)(c) has no relevance in computing the income
of a charitable trust under Division B of Part I of the Act. The inclusion of the words
"For the purposes of this section" clearly limits its application to section 149.1.
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The Paragraph 149(1)(1) Problem

The definition of a non-profit organization in paragraph 149(1)(1) was amended
by adding the requirement that the organization "in the opinion of the Minister,
was not a charity within the meaning assigned by subsection 149.1 (1)". If an
organization can persuade the Minister that it is not a charity within the meaning
assigned by subsection 149.1(1) and otherwise comes within the definition of a
non-profit organization set forth in paragraph 149(1)(1), its income will be
exempt from tax. The objects of organizations referred to in paragraph 149(1)(1)
are usually not charitable, but it may happen that the objects of such an
organization are very similar to the objects of a charitable organization.

If an organization should have some of the characteristics of a charitable
organization or foundation but should consider itself not charitable and claim
exemption from income tax under paragraph 149(1)(1) and if the Minister should
at some time determine that the organization was a charity, it appears that the
Minister could assess the organization on the basis that it was a charity which
was not registered and was therefore subject to tax on its income. If no assess
ment had been issued in respect of a particular taxation year, it appears that
the four year limitation would not apply and the Minister could assess the
organization at any time on the basis that it was a charity which was not
registered.

If there appears to be any possibility that a non-profit organization may be a
charity, we would suggest that the organization write to the Department at the
address given in Appendix A for confirmation that the organization is not a
charity. It would probably bc necessary to provide the Department with com
plete information to allow a proper determination. This would include infor
mation such as a description of its activities, objects, articles, by-laws, trust
documents, financial statements, etc. The disadvantage in drawing the organi
zation to the Department's attention is that this information may be sent by the
Department to the organization's local District Office for scrutiny. If the
information is forwarded to the District Office it will review the information
to determine if the organization should be tax-exempt as a non-profit organi
zation within the meaning of paragraph 149(1)(1) and if its investment income
will be subject to tax under subsection 149(5).5

Reference to the Minister

Throughout the provisions in the Act relating to charities the Minister is given
considerable discretionary power. Notwithstanding the reference to the
"Minister" throughout the provisions, Regulation 900 permits the Director,
Registration Division of the Department of National Revenue, Taxation to
exercise the powers and perform the duties of the Minister under section 149.1,
subsections 168(1) and (2) paragraphs 110(8)(c) and 149(1)(1). The Chief,
Charitable and Non-Profit Organizations Section of the Department of National
Revenue, Taxation may exercise the powers and perform the duties of the
Minister under subsections 149.1(7), (8), (13), (15) and (20), 168(1) and

5. See IT-83, Property Income, Non-Profit Organizations.
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paragraphs llO(8)(c) and 149( 1)(1). For a complete listing sec Regulations
900(7) and 900(8).

It would appear that an opinion from either the Director or the Chid would
be sufficient if an organization wished to clarify its status with respect to
paragraph 149(1)( I). The address is given in Appendix A.

Categories of Charities

Under the new rules a charity will be categorized as a charitable organization,
a public charitable foundation or a private charitable foundation. There is no
public-private distinction for the charitable organization. Normally, the
requirements of the charitable organization will be the least restrictive and the
requirements of the private charitable foundation the most restrictive and it is
normally most advantageous to be a charitable organization or, if it is necessary
to be a foundation, a public foundation. This may not always be the case,
however, and particular circumstances will have to be considered. For example,
a public charitable foundation can exclude" IO-year gifts" from receipted income
and income, a private foundation does not have a receipted income test as
such, and a charitable organization does not have a 90% of current year's
income test.

It may be possible to arrange the affairs of a charity so that it moves from one
category to another. In this regard consider the 50% of income test in paragraph
149.l(6)(b), the associated designation provision (subsection 149.1(7) and
paragraph 149.1 (6)(c)) and the designation of a private foundation as public
(subsection 149.1(13)).

50o/lJ oj Income Test
It would appear from reading the revised T2052 that the Department will
consider a charity to be a charitable organization unless it expends in excess
of 50% of its income by way of gifts to qualified donees (excluding approved
associated charities). This seems to tie into paragraph 149.1 (6)(b) in that a
charitable organization shall be considered to be devoting its resources to
charitable activities carried on by it to the extent that in any taxation year, it
disburses not more than 50% of its income for that year to qualified donees. A
question arises as to whether it is desirable to categorize a charity annually on
such an arbitrary basis, particularly as it appears to be possible for a charity to
choose the category into which it falls by manipulating the use of its income.
For example, if a charity wishes to ensure it will be categorized as a charitable
organization for tax purposes, it could reduce its giving to qualified donees,
subject to meeting the test that it was devoting all of its resources to charitable
activities carried on by the organization itself.

It may happen that the charity does not know if the donees are qualified donees
or not. 6 Further, many charities will not know what 50% of the income for

6. Note that the charity could consider "contracting out" its charitable activities. See
page 35.
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the year will be at the time of the gift and as a result may inadvertently
exceed 50%.

It appears to us that the possibility of a charity changing its category for tax
purposes from year to year depending upon its use of its income and how much
is given to qualified donees is not workable and we would not be surprised if
the Department eventually goes back to a more traditional distinction. Perhaps
the charity should anticipate this change in policy and look to the traditional
meanings of foundation and charitable organization, decide which applies to
it and then act accordingly.

Association

Where two or more registered charities have substantially the same charitable
aim or activity it may be possible, by applying to the Minister in prescribed form
(Form T3011), to have the charities deemed to be associated. 7 This can be
significant as paragraph 149.1 (6)(c) provides that a charitable organization
shall be considered to be devoting its resources to charitable activities carried
on by it to the extent that it disburses income to a registered charity that the
Minister has designated in writing as a charity associated with it. That is, up
to 100% of its income could be transferred to an associated charity and the
50% of income test would not take those amounts into account. This facilitates
the transfer of funds between such related charities.

Association should be seriously considered whenever registered charities have
the same aim or activity. For example, a private school and its foundation, a
national charity and its provincial bodies, a diocese and its individual parishes.
In the case of a private school and its foundation, if the foundation is not
associated with the school and it gives more than 50% of its income to the
school it will be considered a foundation. However, if it is associated with the
school it appears it could give lOO% of its income to the school and be con
sidered a charitable organization. As mentioned above, the circumstances in
each specific case must be reviewed to determine the best category. In our
example, the foundation would have to weigh the advantage of not having to.
meet a 90% of current income test with the disadvantage of not being able to
exclude "1O-year gifts" in computing the disbursement requirements. 8

It should be possible to have the associated designation back-dated as sub
section I49.1 (7) refers to a "date specified".

An interesting question arises where two or more charities are associated and
one wishes to terminate its associated designation as to whether it has any right
to do so. It appears from the provision that only the Minister may revoke the
designation and that the charity would have no right to terminate.

Designation oj Private Foundation as PuMic

The requirements of private foundations differ significantly from those of public
foundations and certain private foundations may find it less restrictive if they
could operate under the public foundation requirements.

7. Subsection 149.1(7). See also Information Circular 77-6.
8. See page 24.
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In the discussion paper, The Tax Treatment of Charities, tabled with the June
23, 1975 budget the following comments were made:

"The Minister of Revenue Canada would have the discretion to
designate a charity which is, under these rules, a private founda
tion, to be a public foundation if he is satisfied that in any
specific situation the facts warrant such a designation. Thus the
Minister might decide that a foundation which received all its
initial funding from one person should be treated as a public
foundation when additional funds are received from other
sources who are at arm's length from the initial donor."

This particular proposal is reflected in subsection 149.1 (13) of the Act which
provides that on application made to him by a private foundation, the Minister
may, on such terms and conditions as he considers appropriate, designate the
foundation to be a public foundation, and on and after the date specified in
such a designation, the foundation to which it relates shall, until such time, if
any, as the Minister revokes the designation, be deemed to be a public
foundation.

There is no prescribed form for requesting this designation and application is
made by letter.

The intent in subsection 149.1 (13) appears to be to provide a means to correct
a situation where a foundation accidentally becomes a private foundation in a
technical sense. For example, a foundation may find that it is unable to meet
one or both of the requirements in paragraph 149.1 (1 )(g) even though its
overall characteristics are such that it should be public. The wording in sub
section 149.1 (13) allows the Department to review each case separately and
to decide on the facts in the specific situation if the charity should be public.
If the decision is to refuse the designation as a public foundation, the foundation
does not have a formal right to appeal.

Although no guidelines have been issued on subsection 149.1 (13) at the time
of writing, it is unlikely that public designation would be given where a foun
dation is clearly a private foundation as, for example, a foundation established
and controlled by one individual. It might be given where, for example, a
hospital sets up its own research foundation or a small public foundation
receives a large contribution from one person which exceeds 75% of capital
contributed to date.

Income of a Charity

(;eneral Background

The determination of the income of a charity raises a number of conceptual
problems. This is due in part to the fact that charities do not have a profit
purpose. Their objective is to provide the best possible service given the
resources of the charity.

A charity incurs many of the same expenses as a profit-making entity but unlike
the profit making entity a charity also expends amounts on charitable activities
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or gifts to qualified donees. Certain expenses may be deducted in computing
the "net income" of the charity and this "net income" is the amount available
to fund the cost of the charitable activities and of providing the services. The
amount remaining after deducting the charitable activity and service costs
would reflect how much was available but was not used in the provision of
services. The prime objective is to provide a service. The size of the net income
of the charity is not as important as the actual use of that income. For example,
consider the following charities:

Charity A B C

Income $100 $1,000 $100
Administrative expenses 10 100 50

._- --- --
Net income 90 900 50
Expended on charitable activities 85 500 50

-- --- --
Remaining $ 5 $ 400 $ 0

The result in B might be quite commendable if B were a profit making entity.
That is, it has the highest income and net income and it has managed to retain
a significant amount of this income. It has a "good profit". If B is a charity,
however, it is obvious B did not do very well. It had $900 available for services
but it only used $500. It failed to meet its prime objective of providing the best
possible service given its resources. C, on the other hand, spent everything it
received. Its income was $100 and its expenditures were $100. However C's
administrative expenses were 50% of income and it seems fairly clear that C
did not do everything possible to maximize the resources available for services.
A, then, seems to have done the best job and the fact that $5 remained is not
important. It is impossible for any charity to always break even. The fact that
it does not have a profit motive does not mean it should not have a profit. Every
charity needs a minimum capital base and there is nothing objectionable in
reserving small portions of the net income to add to the base.

The amendments to the Act try to encourage the A situation and prevent B
and C situations. For example, one part of the disbursement requirements of a
charitable foundation requires the foundation to expend at least 90% of income
for the year. This is 90% of net income. In our example, this would be 90%
of $90, 90% of $900 and 90% of $50. A and C met this test. B did not and
the requirement in the Act forces B to increase its expenditures on charitable
activities. We think most people would agree this is reasonable and justified.
What provisions are there in the Act to force C to reduce its administrative
expenses? There is a general provision in section 67 which provides:

"In computing income, no deduction shall be made in respect
of an outlay or expense in respect of which any amount is
otherwise deductible under this Act, except to the extent that
the outlay or expense was reasonable in the circumstances".

This provision could be used to prevent a charity from deducting excessive
amounts on account of salaries, rent, etc. In addition, there is a requirement
that 80% of receipted donations of the previous year be expended on charitable
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activities or gifts to qualified donees. If we assume that all of the income of A,
Band C in the previous year consisted of receipted donations of $100, $1,000
and $100 respectively, the requirement in the current year would be 80% of
$100,80% of $1,000 and 80% of $100. C did not meet this test. This test was
designed to limit fund raising and administration costs, but few charities receive
100% of income in the form of receipted donations so in practice the test is not
that onerous. For example:

Charity

Receipted donations previous year
Other income

(e.g. fees for services, investment income,
unreceipted gifts)

A and B would have to expend on charitable activities at least $80
(80% x $100). A would be left with $20 for other expenses such as adminis
tration and fund-raising. B would be left with $120. If B were a public chari
table foundation it would also have to consider the 90% of current income test
but if B were a charitable organization its only specific disbursement requirement
would be $80.
A question arises where a charity wishes to accumulate the income which it is
not required to spend as to whether, when it accumulates such income, it is
devoting all its resources to charitable activities as required. This question does
not app~ar to have been considered by a court. It is suggested, however, that,
so long as the accumulations are not excessive there would be no problem.
Many provisions of the Act contemplate that some assets of the charity will be
retained. Therefore, it seems reasonable that charities be permitted to
accumulate monies remaining after required disbursements have been made in
any particular p~riod so long as they use the accumulated amounts for charitable
purposes at some time. If abuses develop, a court might find there was a breach
of obligation and require distribution of the excess assets.

Another question that may arise is whether the gross income of the charity is
what it should be. This problem will mainly arise in private foundations. For
example, a private foundation set up by the major shareholder of a private
family corporation might be used to finance the corporation by low interest
loans. The Act tries to prevent this by introducing a requirement that an amount
equal to at least 5% of the fair market value of certain capital properties of a
private foundation be expended for charitable purposes. As a result, the mini
mum return allowed on these types of investment would be 5%. It should be
noted that the test is based on fair market value. An investment receiving, for
example, a 2% return may not have a fair market value equal to the principal
amount. If the principal amount were paid by the charity, it might be considered
to have conferred a benefit on a member, shareholder, trustee, settlor, etc. and
by definition the foundation might no longer be a charitable foundation.
This type of abuse is less likely to occur in the case of charitable organizations
and public foundations as most transactions by such organizations would be
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Gross income
Administrative expenses
Net income
Expended on services
Remaining

at arm's length. Further, the directors and trustees of such organizations are
more likely to be accountable to the public for their actions which should deter
them from engaging in transactions from which they would derive personal
benefit.

As mentioned above, there are specific provisions in the Act to ensure minimum
disbursements and prevent various abuses, and we believe most people
welcome these provisions. However, numerous problems will arise in trying to
fit a charity's receipts, disbursements and activities into the following format
which seems to be necessary if the rules are to be applied as they now read.

Charity A

$100
10
90
85

----5

Gross Income

The first problem is to determine what is to be included in gross income. The
general rule seems to be that income will be calculated under the general
provisions of the Act in the same manner as any taxable entity. In addition,
for the purposes of section 149.1 there are a number of special rules which must
be considered in determining the gross income of a charity.

The general provisions of the Act would bring into income most business and
property income. For example, fees for services, investment income including
interest and dividends, rent, income from any businesses etc. would generally
all be included in income. As noted the special rules in section 149.1 then
apply only for the purposes of section 149.1.

It might be noted at this time that a dividend received from a taxable Canadian
corporation by a trust that is a registered charity need not be grossed-up9 as
no off-setting credit is available to the registered charity.

Capital gains and losses

Subsection 149.1(11) specifically excludes capital gains and losses in "com
puting the part, if any, of the aggregate of any amounts that is not less than a
percentage specified in any subsection of this section of any income for a
period". One has to read this very carefully. Capital gains and losses arc
excluded only where not less than a percentage of income is specified. For
example, subsection 149.1(11) applies to paragraph 149.l(3)(b) and para
graph 149. 1(4)(b) but does not appear to apply to paragraph l49.1(6)(b). This
seems to be a drafting error. For the purposes of determining whether not less
than 90% of income has been expended, income would not include capital
gains and losses. However, in determining if not more than 50% of income has

9. Paragraph 82(1)(b).
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been disbursed to qualified donees, it would appear that one-half of net capital
gains realized would be included in income.

Donations and gifts

Subsection 149.1(12) requires that all gifts received by the charity in the year,
including gifts from any other charity, be included in income. However, there
are certain exceptions and these should be carefully noted as, if the gift does
not have to be included in income, it will not have to be disbursed as part of
the 90% of income test. This can be useful where it is necessary to accumulate
capital. These exceptions] 0 are:

1. Any gift received subject to a trust or direction to the effect
that the property given, or property substituted therefor, is
to be held by the charity for a period of not less than 10
years.

2. Any gift or portion of a gift in respect of which it is estab
lished that the donor is not a charity and
(a) has not been allowed a deduction under paragraph

llO(I)(a) in computing his taxable income, or

(b) was not taxable under section 2 for the taxation year in
which the gift was made.

3. Any gift or portion of a gift in respect of which it is estab
lished that the donor is a charity and that the gift was not
made out of the income of the donor.

hIO-year gifts"

The first exception requires that there be a trust or direction to the effect that
the property given be held for a period of not less than 10 years. Where a
charity receives such gifts it should ensure that there is evidence to this effect.
The donor should be asked to stipulate this in writing, if he has not already
done so, and such document should be retained by the charity. 11

It is important to note that "10-year gifts" are excluded from the income of a
charity for the purposes of section 149.]1:! and that they are also excluded
from the receipted donation portion of the disbursement test for a public
charitable foundation. 13 However, "1 O-year gifts" are not excluded in the
receipted donation test where the charity is a charitable organization. 14 Further
more, the averaging provision in subsection 149.1 (5) refers to "the relevant
percentages of those amounts for which it issued receipts described in paragraph
llO(1)(a) ..." No distinction is made between the charitable organization and
public charitable foundation. It is therefore not clear in the case of the public
charitable foundation that "lO-year gifts" would be excluded in determining
these amounts for the purposes of averaging.

10. Paragraph 149.1(12)(b).
11. A sample direction is included in Appendix D at page 55.
12. Subparagraph 149. 1(l2)(b)(i).
13. Subparagraph 149. 1(3)(b)(i).
14. Paragraph 149.1 (2)(b).
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Donor has not been allowed a deduction under paragraph 110(1 )(a)

Many charities automatically issue receipts described in paragraph 110(1)(a)
for all donations received but this may not always be necessary or desirable.
Where the donor does not intend to use the full amount of the donation as a
deduction under paragraph 1l0(1)(a), it may be more advantageous to the
charity if a tax receipt is not issued for the full amount. For example, where an
amount is received by a charity from an estate, the estate may only be entitled
to claim a deduction for a small portion of the total payment. Normally, unless
there is evidence to the contrary, the Department will assume that, where
the charity has issued a tax receipt for the full amount, the donor has been
allowed a deduction for the full amount under paragraph 11O(1)(a). In addition,
the receipted donation tests refer to "amounts for which it issued receipts
described in paragraph 11O(1)(a)", 15 so that the mere issue of the receipt
causes the amount for which it was issued to be included for the purpose of
these tests.

Income does not include any gift or portion of a gift in respect of which it is
established that the donor is not a charity and "has not been allowed a deduc
tion under paragraph 1l0(1)(a) in computing his taxable income".lG This
may be difficult to prove if a tax receipt has been issued. In order to reduce
the amount that has to be distributed pursuant to the income test or receipted
donation test, the charity might consider issuing a tax receipt only where it is
requested by the donor. Where a tax receipt is not necessary, a letter or other
receipt (non-tax receipt) could be used in acknowledgement.

Amounts received from a trust

It is important to realize that the above-noted exceptions apply only where the
property is received as a gift. Property received from an estate or trust may not
be received as a gift and in such a case the exceptions will not apply. For
example, a charity may receive property from an estate or trust under one or
more of the following circumstances:

1. As a charitable donation made by the trust and deducted
by the trust from its income under paragraph 110(1)(a) in
computing its taxable income.

In this case, the amount would clearly be a gift and would be included in
income under paragraph 149.1(12)(b) as a gift but would be subject to the
exceptions in that paragraph.

2. As an amount allocated to a charitable beneficiary and
deducted in computing income by the trust under subsec
tions 104(6) and 104(12).

There would appear to be two provisions in the Act which might bring such
amount into the income of the charity. These are subsections 104(13) (or sub
section 105(1» and 149.1(12). Subsection 149.1(12) would only apply if the

15. Paragraph 149.1(2)(b) and subparagraph 149.1(3)(b)(i).
16. Clause 149.1(12)(b)(ii)(A).
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amount is considered a "gift". If subsection 149.1(12) does apply, the excep
tions in subparagraphs 149.1 (12)(b)(i) and (ii) would apply. If the amount is
not a "gift" subsection 104(13) or subsection 105(1) would seem to apply and
the exceptions in subparagraphs 149.1(12)(b)(i) and (ii) would not apply. The
bctter view appears to bc that an amount payable under the terms of a trust
to a charitable beneficiary is not a voluntary payment by the trust. It is therefore
not a "gift" and the provisions of paragraph 149.1(12)(b) do not apply.

3. As a distribution or payment of capital by the trust.

A bequest under the terms of a will which is payable on the death of the testator
is generally considered to be a gift. As a result, where a bequest is made under a
will to a charity the amount received by the charity will be a "gift" in its hands
which must be included in computing its income pursuant to subsection
]49.1(12). In this case the exceptions in subparagraphs 149.1(12) (b) (i) and
(ii) would apply and the charity should ensure that it does not issue a receipt
described in paragraph 11 0(1) (a) for that amount.

On the other hand, a distribution or payment of capital by an on-going trust to
a charitable beneficiary would not normally be a "gift" to the charity but rather
the distribution of a capital interest in the trust. Because it would be a capital
receipt it would not be included in income.

A llocations of Income by a Trust

It should be noted that subsection 149.1(12) clearly applies only for the pur
poses of section 149.1. Paragraph 149.1(12)(c) has no relevance in computing
the income of a charitable trust under Division B of Part I of the Act. There
fore, if a charitable foundation is a trust subsections 104(6) and (12) are applic
able in computing income under Division B although they are not applicable
in computing income for the purposes of section 149.1.

Government grants

Many charities receive federal or provincial grants and although most of these
charities are charitable organizations an organization can technically be a
foundation (e.g. a charity which gives more than 50% of its income to other
registered charities not associated with it). In such a situation the question
arises as to whether "income" would include government grants.

Normally grants are received as income or to reduce specific expenses of the
charity and are added to income or deducted from the expenses following the
Department's policy set forth in Interpretation Bulletin IT-273. The specific
expenses of a charity are usually "charitable activity outlays". 1 7 Applying the
reasoning in IT-273, if the grant is to augment income, it would be included
in income (unusual for a charity) and if the grant is to reduce specific expenses,
it would be deducted from the charitable activity outlays.

There is an argument that the grant should be excluded from income. Pursuant
to subparagraph 149.1 (l2)(b)(ii), a gift can be excluded from income if the

17. See discussion under the heading "Charitable Uses" on page 34.
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donor is not a charity and has not been allowed a deduction under paragraph
110(1)(a) or is not taxable under section 2. If a particular government grant
is a "gift" it appears that it can be excluded from income because the govern
ment is not a charity. However, in many cases it will be difficult to determine
if the grant is in fact a "gift".

Even if the grant could be excluded from income, it is unlikely that abuses
would develop and, if they did, they would be short-lived. Most government
grants are related to specific needs and require financial information supporting
the application. Therefore, a charity might not distribute the grant in one
year, but the next year it is unlikely that it would receive another grant if funds
had been retained in the previous year. Other grants may have to be returned
if the funds were not used for the specific purpose for which they were given
or if any excess remained.

In addition, grants normally only go to active charities (i.e. charitable organi
zations) and not foundations. Thus, the 90% of income test is not relevant.
If a charity was a foundation, received a grant, and did not use it in its
disbursement requirements, it would be in the same position as a charitable
organization. To receive the grant, it must have had characteristics similar to
those of a charitable organization.

A problem might arise with respect to subsection 149.1(6) in that giving in
excess of 50% of income to other qualified donees will result in the charity
being considered a foundation. If income does not include government grants,
50% of income could be a smaller amount than expected.

Consideration must also be given to "income" as used in the reserve systems
(subsections 149.1(18) and (19». Removing the grant from income could
reduce the allowable reserve (maximum is previous year's income). However,
the 90% calculation would be based on income also without including the
current year's grant and therefore that should not be a problem.

As discussed below under the heading "Carryforward" a charitable foundation
may carry forward an amount expended in excess of its total income for the
year. If subparagraph 149.1(12)(b)(ii) does exclude government grants from
the income of charity, a situation may arise where a charitable foundation
receives a large grant which it disburses in the year creating a "disbursement
excess".1 8 In order for this disbursement excess to be eligible for the carry
forward provisions described in subsection 149.1(20), prior approval would
have to be obtained from the Minister. It seems unlikely that the Minister would
approve a carryforward in this type of situation as the exclusion of the grant
from income is purely technical and the excess is artificial.

Recipted Income vs. Income

The distinction between receipted income and income is important. Receipted
income refers to the aggregate of amounts for which the charity issued
receipts described in paragraph 110(1)(a). This is a gross amount. The dis-

18. Subsection 149.1(21).
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bursement test of a charitable organization is based solely on this amount.
The disbursement test of a public charitable foundation may be based on this
amount if it is greater than the amount determined using current year's income.
A public charitable foundation can exclude "1O-year gifts" from receipted
income 1!J as well as from income.

$200
100

300
20

$280

Year 2

$100
100

200
20

$180

Year 1

Administration expenses

It should also be noted that the receipted income total is relevant for the sub
sequent year's disbursement test:

Example:

Receipted donations
Other income

In Year 2, receipted income is $200 and income is $280. The disbursement
requirement in Year 2 for a charitable organization would be 80% of the
previous year's receipted income or 80% of $100 ($80). The disbursement
requirement of a public charitable foundation would be the greater of 90%
of the current year's income or 90% of $280 ($252) and 80% of the previous
year's receipted income or $80. As mentioned above, a public charitable founda
tion can exclude" 1O-year gifts" from receipted income and also from income.
The receipted income test reflects an attempt to keep fund-raising and adminis
tration costs reasonable. For example, if a charity has only receipted income,
say $100, those costs would be limited to no more than 20% of the receipted
income total or $20. The test is effective where the income of the charity is
largely receipted income but it is of limited importance where the charity's
income includes substantial amounts from other sources.

The receipted income amount is not a part of the private charitable founda
tion's distribution requirements (discussed below) as the potential abuses in this
area are of a different nature and a receipted income test is not really required.
The 80% rule is to be phased in. There are transitional rules available and the
relevant percentages referred to in paragraph 149.1(2)(b), subparagraph
149.1(3)(b)(i) and subsection 149.1(5) are: 20

1. 50% where the immediately preceding taxation year is 1976

2. 60% where the immediately preceding taxation year is 1977

3. 70% where the immediately preceding taxation year is 1978,
and

4. 80% where the immediately preceding taxation year is a
year after 1978.

A charitable organization could transfer income from receipted donations to
an associated charitable organization and fulfill the distribution requirements

19. Subparagraph 149.1(3)(b)(i).
20. Paragraph 149.1(l)(k).
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of subsection 149.1(2). The associated organization would then have no distri
bution requirement for the gift because no receipt was issued by the associated
charitable organization. The only limiting factor in this case would be the fact
that a charitable organization must devote all of its resources to charitable
activities. However, subsection 149.1(6) defines "devoting its resources to
charitable activities" to include disbursements to an associated charity. Thus,
it would appear two or more associated charities could continually transfer
funds back and forth fulfilling both their disbursement requirements and the
requirement that all resources be devoted to charitable activities. It is unlikely
that the Department would allow this kind of situation to continue and pre
sumably the Department would revoke the designation of associated registered
charities as provided by subsection 149.1(7).

Problems with the Receipted Income Test
Gifts in Kind
A situation could arise where a charity receives a gift in kind which it cannot
use directly in its charitable activities. It would appear that if the charity issued
a receipt described in paragraph 11O(l)(a) in respect of the gift it would have
to bring an amount equal to the amount in respect of which it issued the
receipt into its disbursement requirements. This may necessitate the sale of the
gift in kind or the transfer of such gift to another charity which could use it
directly.

This could cause a number of problems. For example, if a receipt were issued
for the fair market value of the property at the time it was received, and if the
fair market value of the property decreased before it was disposed of by the
charity, the charity might not realize a sufficient amount to enable it to meet
its disbursement requirement.

Donations Subject to a Trust

Another hardship could arise where a charitable organization receives dona
tions subject to a trust or direction that the property received be retained
beyond the following year end. A charitable organization is required to include
all donations received in its receipted donations test regardless of whether
they have conditions attached. This may cause a serious conflict in what the
charity is authorized to do under the terms of the trust instrument and what
it is required to do to meet its disbursement requirement under the Income
Tax Act. If it breaches the trust it could be subject to an action for breach of
trust. If, on the other hand, it does not meet its disbursement requirement the
Minister could revoke its registration and subject the charity to the penalty
tax. It appears to us that the obvious solution to this type of problem would
be for the Minister to permit the accumulation of the property pursuant to
subsection 149.1 (8).

Determination of Net Income

Income
The basic concept underlying many of the prOVIsIOns in section 149.1 is
"income" and although section 9 of the Act describes a taxpayer's income for

29



a taxation year from a business or property as his profit therefrom for the year,
it is difficult to fit a charity's income into this concept. The income of a charity
normally is not "from a business or property" and charities by definition
do not have a profit motive. Therefore, trying to tie tests into "profit" does not
appear to be conceptually sound. The following examples illustrate some of the
problems that arise with this concept. In all of these examples we are assuming
that the entity is a charity under the common law.

Example 1
A foundation receives $1,000 of investment income and incurs a $100 account
ing fee. It has no other income or expenses and the $900 remaining is gifted
to qualified donees. It would appear that the following format is reasonable:

Income
Expenses

Net income
Charitable Uses 21

Remaining

$1,000
100

$ 900
900

---
$ -

Example 2
An active charity, a school, has $100,000 of capital. Assume the school operates
one year and expends the $100,000 on school operations. It seems fairly clear
that the $100,000 expenditure is a charitable use.

Example 3
An active charity, a private school, receives tuition fees of $100,000 (100
students x $1,000) and expenses are $100,000. The following appear to be the
possibilities:

(1) (2) (3)

Income $100,000 $100,000 $
Expenses Nil 100,000

Net income 100,000 Nil Nil
Charitable uses 100,000 100,000

(100,000)

Remaining $ Nil $ Nil $ Nil

In (1), we can say $100,000 in resources are available for charitable uses and
all of these resources are expended on charitable uses. In (2), we can consider
that $100,000 in fees represent income and $100,000 in expenses are incurred
to earn it. In this case, net income is nil and there are no charitable uses. Or
perhaps, we can say in (3) that there are charitable uses but the cost of these is
nil. All three approaches seem to have some validity.

21. Charitable uses include gifts to qualified donees and expenditures on direct charitable
activities.
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Example 4
Extend this to a private school with 90 students paying $100,000 in tuition in
total and 10 needy students allowed in free. Expenses are $100,000.

(1) (2) (3)

Income $100,000 $100,000 $
Expenses 90,000

Net income 100,000 10,000
Charitable uses 100,000 10,000 100,000

(100,000)

Remaining $ Nil $ Nil $ Nil
.'1"" •••. ,''' •• ''',.'''''.''11

Here (2) seems reasonable in that 10% of the school expenses relate to the
needy students. However, it also seems reasonable to consider the full $100,000
of expenses to be charitable uses.

Unfortunately this is not simply an academic question because "income" is
used in many of the charity tests. In addition form T3010 requires this type
of information. For example, what is the category of a private school that has
$100,000 in tuition fees, $99,999 in school expenses and donates $1 to United
Way? The answer would seem to depend upon your concept of income.

(1) (2)

Income $100,000 $100,000
Expenses 99,999

Net Income 100,000 1
Charitable Uses 100,000 1

Remaining $ Nil $ Nil

It appears that in Case (2) the school disbursed more than 50% of its income
to other qualified donees and would be a foundation by virtue of the operation
of paragraph 149.1(6)(b). This does not appear to be a reasonable result.

It is the authors' opinion that the only workable approach is (1) even though
there may be some validity in the other approaches.

General Expenses
It is not always entirely clear whether certain expenditures made by a charity
should be deducted in computing its net income available to be used for its
charitable activities or if they should be considered to be part of the charitable
activities. For example, a church collects $100,000 from its members and
expends $100,000. On closer examination it appears that 10% of the minister's
time is spent on fund-raising. We now have a number of alternatives including
the following:
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(1) (2)

Income $100,000 $100,000
Expenses 10,000

Net income 100,000 90,000
Charitable uses 100,000 90,000

$ Nil $ Nil

Assuming 10% of all expenses are incurred for fund-raising, one approach
would be to consider these expenses as "administration" or "other" expenses
(e.g. on Form T301O). The difficulty with this approach is that in an active
charity it is frequently arbitrary whether the costs are classified as charitable
activity or administration. Even simple expenses such as telephone expenses
and executive salaries present problems. On the surface these may appear to be
administrative but they are also part of the direct charitable activity costs.
Rarely 'are the telephones and executives used solely in fund-raising or
"administration". If it really is necessary to segregate administration expenses
some type of allocation process should be used. The costs could be allocated on
some reasonable basis such as time spent on "administration" (whatever that
is in a charity) and time spent on direct charitable activities.

A better approach would be to consider all expenses, including incidental
expenditures, of most active charities as charitable activity expenditures.

A problem may arise where, for example, 90% of the expenses are incurred
for fund-raising and only 10% for charitable uses. In this situation the organi
zation is probably not a "charity" by definition and it would seem that a
mechanism outside the Income Tax Act and apart from the application of a
strict income test by the Department should be available to prevent this kind
of abuse.

In a passive charity, such as a foundation, most expenses would be administra
tive and could logically be shown as such. For example, a foundation might
have one million dollars in investments and the net income earned on these
investments might be distributed to various qualified donees. It has no other
activities. In this case most of the costs would be incurred in earning income
from property and it would appear that most of these expenses would be
deducted in determining net income available for distribution to qualified
donees.

In reviewing completed T30 I0 forms it is apparent to us that it will be
impossible to validly compare the performance record of charities based on
the forms. For example, the form requires the charity to disclose administration
and other expenses. Some charities interpret administration expenses to include
only their fund-raising costs. Others include accounting, office salaries and all
other administration expenses shown on the financial statements. Unless all
charities include the same types of expenses under the same categories on the
form, valid comparison is impossible. As this is one of the main purposes of
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the form, the Department should issue general instructions indicating what
categories of expenses are to be included in the various sub-totals on the form.

Depreciation and Similar Expenses

Another problem in using the net income approach is that all of the normal
provisions in the Act with respect to the computation of income apply. In sec
tion 18 of the Act it is stated that in computing the income of a taxpayer from
a business or property no deduction shall be made in respect of ... "an outlay
or expense except to the extent that it was made or incurred by the taxpayer for
the purpose of gaining or producing income from the business or property"22
and "an outlay, loss or replacement of capital, a payment on account of capital
or an allowance in respect of depreciation, obsolescence or depletion except
as expressly permitted by this Part". 2<I

One could argue that these provisions do not apply because, in most cases, a
charity is not computing income from a business or property. This might indicate
that depreciation is an allowable expense and need not be added back in com
puting income. However, if these provisions do apply, it would appear possible
to argue that if part of the depreciation expense has to be added back, capital
cost allowance could be claimed. For example, a foundation that receives
investment income and passes the net income after expenses on to qualified
donees might have office equipment. Depreciation on the office equipment might
be added baek and capital cost allowance claimed.

The same problem exists where the depreciation arises from an expenditure
that was a charitable use expenditure. For example, a foundation buys and
operates a bus to transport crippled children to school. It would appear that
form T301 0 and the disbursement requirements of the Act would require that
the full amount be considered a charitable activity expenditure in the year of
purchase. The disbursement requirements of the Act refer to an amount
"expended" which implies that it must be "paid out". Depreciation and capital
cost allowance are not amounts "expended" and therefore it appears they cannot
be claimed in the year as part of the disbursement amounts. In this example, it
would only be reasonable for the Department to permit charities to use account
ing depreciation or the full write-off. The Department could request consistency
but it should not be necessary to add back depreciation unless the full amount
has been written off "for tax purposes" at the time of purchase. Over time the
particular treatment will not be significant because in the case of charities it
is not a question of determining income for tax purposes on a yearly basis as
in the case of profit-oriented entities but rather the use of available resources.
The charity should be judged on a review of its operations as a whole over a
period of time.

Personal Benefit

The definitions of a charitable foundation and a charitable organization in
paragraphs 149.1(l)(a) and 149.1(l)(b) respectively require that no part of

22. Paragraph 18(l)(a).
23. Paragraph 18(l)(b).
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the income be payable to, or be available for, the personal benefit of any
proprietor, member, shareholder, trustee or settlor. Income in this concept
is not gross income but net income. The expenses deducted in determining net
income could include expenses such as a salary or payment to a member for
legitimate services rendered to the organization so long as they were reason
able. 24 Similarly, a payment could be made in carrying out a direct charitable
activity for services rendered or costs incurred. However, no part of the income,
in particular the "profit" or surplus remaining after legitimate expenses and
costs of charitable activities, can be payable to or otherwise available for per
sonal benefit.

This restriction is also a standard requisite in the letters patent, constitution or
trust document of the charity. For example, the Department in Information
Circular 77-14 states that a constitution must include a clause stating that the
charity shall be carried on without purpose of gain for its members and any
profits or other accretions to the charity shall be used in promoting its objects,
and a trust document must include an article in which assurance is given by the
trustees that all the monies received will be expended only for the purposes
outlined in the trust document.

Charitable Uses

Once net income, or in certain cases receipted income, is determined, the
charity must expend in the year a minimum amount on charitable activities
carried on by it and by way of gifts made by it to qualified donees. "Expend"
generally means "payout" and a cash basis seems to be implied. This would
normally preclude a charity accruing charitable grants or charitable activities
as liabilities. Frequently, there is no legal commitment to pay the grant in which
case the amount would also not be included in the financial statements. Often
these commitments are disclosed by a note to the financial statement. However,
where there is an obligation to pay an amount it would seem that the Depart
ment should not be overly concerned if the charity did accrue a liability, was
consistent from year to year, and did, in fact, pay the amount out during the
following year.

Obviously, a charity should not be allowed to accrue amounts where there is
no real liability and no intent to pay the amount as this would defeat the
disbursement tests.

Amounts expended on direct charitable activities may be difficult to identify
and the same problems discussed above with respect to administration expenses
arise. It may be necessary to allocate expenses and costs, where this is the case,
on some reasonable basis. Many costs, however, are clearly direct charitable
activity costs and there should be no problem in identification.

By definition, a charitable organization must devote all of its resources to
charitable activities carried on by the organization itself. This would appear
to preclude a charitable organization making gifts to other charities or qualified

24. For example, see Tax Ruling TR-58, published May 9, 1977.
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donees. However, subsection 149.1 (6) expands the meaning of devoting
resources to charitable activity by including:

1. the carrying on of a related business

2. disbursements of not more than 50% of the income for the year to
qualified donees, and

3. disbursements of income to a registered charity that the Minister
has designated as a charity associated with it.

This extended meaning allows a charitable organization to make gifts, within
certain limits, to other qualified donees. It would appear that if the charitable
organization disburses more than 50% of its income to qualified donees other
than associated registered charities it would no longer be a "charitable organiza
tion" by definition. Presumably, it would be considered a charitable foundation
in this circumstance. The charitable organization and the charitable foundation
have different disbursement requirements and other requirements. As a result,
a charitable organization must watch this 50% cut-off to ensure that it does
not accidentally become a charitable foundation where the organization is
making gifts to other qualified donees. Where funds are transferred between
charities that have substantially the same aim or objective, consideration should
be given to seeking associated status (see above).

"Qualified donee" is defined in paragraph 149.1 (1 )(h) to include a donee
described in any of subparagraphs 110(1)(a)(i) to (vii) or paragraph 110(l)(b).
Both the charitable organization and the charitable foundation will frequently
not know if the donee is qualified and it may be necessary to clarify this with
the donee before the gift is made.

Non-Qualified Donees

Occasionally, a charity wishes to benefit a non-qualified donee and a question
will arise as to whether the gift will be an acceptable charitable use. This prob
lem frequently arises where the donee is a local group that is not a registered
charity or otherwise qualified. In this type of situation it may be possible for
the donor charity to consider the gift a "contracting out" of a charitable
activity. When a charitable activity is contracted out, the donee group, in effect,
uses funds received from the donor charity to carry out a charitable activity
on behalf of the donor. The donor charity would direct the use of the funds and
receive an accounting of their disposition. A charity must be able to carry on
direct charitable activities itself if it is to "contract" them out. If the constitu
tion precludes this, the Department would probably not recognize such disbur
sements as part of the disbursement requirements. This concept of "contracting
out" is not specifically provided for by the legislation but it seems to be a
reasonable solution where gifts are made to non-qualified donees.

This would only apply if the gift was for a purpose which was charitable under
the common law. This would be reasonable as flowing funds through a regis
tered charity should not make a gift eligible which would otherwise not be
eligible under paragraphs 1l0(1)(a) or (b) if given directly by a taxpayer to a
non-qualified donee for a non-charitable purpose.

35



Gifts to non-qualified donees can also arise where a registered charity makes
gifts overseas, for example, to a charity in another country. It may be more
efficient and politically acceptable for the foreign charity rather than the Cana
dian charity to carry on the direct charitable activity itself. The same factors
discussed above would apply but in addition it is understood that the Depart
ment requires the Canadian source be publicized as much as possible in the
foreign country. Where gifts are made to another charity not resident in Can
ada and there is no control or direction over the use of the funds there may
be some difficulty in persuading the Department to recognize the gifts as part
of the disbursement requirement.

Special Provisions

Special relieving provisions are available in determining compliance with the
disbursement requirements and a charity may find these provisions helpful.
However, aU these provisions contain a number of restrictions which can cause
some difficulty.

Averaging:

Subsection 149.1(5) allows averaging in meeting the receipted income require
ments of paragraph 149.1 (2)(b) and subparagraph (3)(b)(i). This averaging
cannot be used in meeting the 90% of income test. The provision allows the
charitable organization or public charitable foundation to average the amounts
it has disbursed over a period which includes the current year and up to the
four preceding years in determining compliance with the receipted income test.

For example,

Year

10
11
12
13

Receipted
Income

$10,000
10,000
10,000
10,000

$40,000

Actual
Expenditures

$ 9,000
9,000
9,000
6,000

$33,000

Required
Expenditures 2"

(80% of receipted
income in preceding
year)

$ 8,000 (assumed)
8,000
8,000
8,000

$32,000

In Year 13 the charity did not expend 80% of the preceding year's receipted
income. The charity might then check a cumulative test based on the current
year and up to the four preceding years. In this example we have used the
current year and 3 preceding years. Actual expenditures are $33,000 and
$32,000 are required. The charity meets the test on a cumulative basis.

25. The required expenditures are determined using the relevant percentages of the
immediately preceding year's receipted income. For relevant percentages and transi
tional provision see paragraph 149.1(1)(k).
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Required
Expenditures

$ 8,000 (assumed)
8,000
8,000
8,000
8,000

$40,000

Actual
Expenditures

10 $10,000 $ 8,000
11 10,000 8,000
12 10,000 8,000
13 10,000 8,000
14 1.000 800

$41,000 $32,800

Year

However, consider the following situation:

Receipted
Income

The charity has expended 80% of receipted income each year on a current basis.
However, because the test is based on 80% of the preceding year's receipted
income the required expenditure in Year 14 is $8,000. In this situation averag
ing does not work as actual expenditures are $32,800 and required expenditures
are $40,000. The charity did not meet its disbursement requirement.
Similarly, the following situation could arise:

Receipted Donations
Expenses

Net Income

1976

$100
10

$90

1977

$10
1

$ 9

In 1976 the charity spends 100% of its income on its own charitable activities.
In 1977, it is required to expend 50% of the preceding year's donations (50%
of $100 or $50). The charity does not have these funds as it used them in 1976.
Subsection 149.1 (5) would not apply because the reference is to taxation
years subsequent to 1976. That is, it cannot average 1976 and 1977 because
1976 is not a taxation year subsequent to 1976.

It should be noted that the Minister has discretion whether or not to revoke
the registration of a charity and each situation, it is hoped, would be reviewed
on a case by case basis to determine if registration should be revoked.

It should also be noted that subsection 149.1 (5) refers to "the relevant per
centages of those amounts for which it issued receipts described in paragraph
11O(l)(a) ..." It is not clear in the case of a charitable foundation that "10-year
gifts" would be excluded in determining these amounts.

Carryforward

A charitable organization or charitable foundation may carryforward certain
excess expenditures in determining compliance with paragraphs 149.1(2)(b),
(4)(b) or subparagraph (3)(b)(ii). For example, a charitable organization has
receipted income in Year 1 of $10,000 and in Year 2 it expends $15,000. Its
disbursement requirement in Year 2 is 80% of $10,000 or $8,000. The charity
can carryforward part of this excess and count it as an expenditure in any of
the following three years in determining compliance under paragraph
149. 1(2)(b). However, there are a number of restrictions which should be noted.
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I. Prior approval in writing is required before the excess disbursement
is made. 2G

2. The disbursement must be for a particular purpose specified in the
approval. :2 7

3. The Department may impose certain conditions. 28

4. The disbursement excess is defined in subsection 149.1 (21) and
only this amount is eligible to be carried forward. In the case of a
charitable organization this is the amount expended in excess of
the total receipted income of the immediately preceding taxation
year. 2fJ In the example given this is $5,000 rather than $7,000, the
difference between the required disbursement and the actual dis
bursement. In the case of a charitable foundation, the amount that
can be carried forward is the amount expended in excess of total
income rather than 90% of income. Income is computed without
regard to the reserve system described below. 3o

It might also be noted that the carryforward applies only for deter
mining compliance under subparagraph 149.1 (3)(b)(ii) or para
graph 4(b) in the case of a charitable foundation. For example, it
could not be used with respect to subparagraph 149. 1(3)(b)(i).

Reserve Systems

In computing the income of a charitable foundation for the purposes of sub
paragraphs 149.1 (1)(e)(ii) or (3)(b)(ii) an amount, not exceeding its prior
year's income, may be deducted,31 and any amount so deducted in one year
must be added back to income the following year. 3 2 The following example
illustrates the use of this reserve.

10,000

50,000

20,000

$30,000

1979

$50,000
10,000

40,000

Nil

40,000

10,000

$30,000

Nil

Nil

40,000

$40,000

ILLUSTRATION OF CALCULATION OF RESERVE

1977 1978

$50,000 $50,000
10,000 10,000

40,000 40,000

Income
Administration expenses

Net income
S.149.1(18)(b)
adjustment (reserve deducted in prior year)

---
Balance
S. 149.1(18)(a) adjustment (reserve
claimed in current year - see below)

Income for the purposes of
the 90% test

(7)

(1)
(2)

(3)
(4)

(5)
(6)

Calculation of adjustment (i.e. reserve)
(A) Actual disbursements $36,000 $27,000 $27,000

26. Subsection 149.1(20).
27. Subsection 149.1(20).
28. Subsection 149.1 (20).
29. Paragraph 149.1(2l)(c).
30. Paragraph 149.1(2l)(b).
31. Paragraph 149.1(18)(a).
32. Paragraph 149.1(18)(b).
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(B) Maximum income permitted
100 x (A)
90

(C) income plus prior year reserve
(line (5»

(D) Reserve required (line (C)
minus line (B»

(E) Maximum reserve (line (3)
of prior year)

(F) Reserve claimed (lesser of
line (D) and line (E»

$40,000 $30,000 $30,000

$40,000 $40,000 $50,000

Nil $10,000 $20,000

$40,000 $40,000

Nil $10,000 $20,000

Another reserve is provided in subsection 149.1(19) and it applies in the first
taxation year after incorporation or creation of a charitable foundation. The
charitable foundation can treat the whole or any part of the amounts spent in
the second year as having been spent in the first year in dete rmining com
pliance with the requirements of subparagraph 149.1 (3)(b)(ii) or paragraph
149.1 (4)(b) . In effect, this in combination with subsection 149.1(18) allows a
charitable foundation to carryforward a reserve equal to the previous year's
income.

Both reserves (i.e. subsections 149.1(18) and (19» are applicable only for
charitable foundations. It might be noted, however, that the receipted income
test of a charitable organization 3 3 or a public charitable foundation 3 4 is based
on the preceding year's receipted income so in effect a one year carryforward is
also available here.

Some care must be used in taking full advantage of the reserves in subsections
149.1 (18) and (19) because the maximum reserve permitted is the preceding
year's income. For example, a "short year" could result in low income in a year
which would reduce the reserve available for the following year. Similarly,
where there is considerable variation in income from one year to the next, the
maximum reserve may not be sufficient in a high income year following a low
income year.

Permission to A ccumulate Funds

A charity must expend a minimum amount each year which in many cases
limits the funds that can be retained for special purposes. Normally, only a small
amount could be saved each year given the disbursement requirements. How
ever, subsection 149.1(8) provides special relief in that a charity may apply to
the Minister for permission to accumulate property and, if permission is
granted, such property and income earned in respect of that property will be
deemed to have been expended on charitable activities carried on by it in the
year in which it was accumulated.

33. Paragraph 149.1(2)(b).
34. Subparagraph 149.l(3)(b)(i).
35. Subsection 149.1(9).
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Should the property and income not be used as agreed upon, it would be
deemed to be income of the charity for the taxation year in which it became
apparent that the terms and conditions would not be met.:J r; An interesting
question arises where permission has been obtained to accumulate property
received as a gift in kind. If it is later determined that the property cannot be
used by the charity subsection 149.1(9) deems "the property to be income".
It is not clear what value would be brought into income where the value has
changed - the value of the property at the date it was received by the charity
or the value thereof at the date it was brought into income.

One problem with this provision is that the Department must approve the
accumulation. This requires a "particular purpose" satisfactory to the Depart
ment. A charity may wish to accumulate funds to meet potential emergencies in
the future or for general purposes. It is unlikely that the Department would
approve general requests and we suspect that charities will not receive blanket
approvals with respect to the accumulation of capital or general funds. Hope
fully, the Department will review each situation on a case by case basis and not
be overly restrictive. It is expected that certain conditions will attach to the
approval and that there will be additional reporting requirements with respect
to the accumulating funds. We would also expect timing restrictions to be
imposed.

No form is prescribed for applying for permission to accumulate, but the
Department's approval must be in writing. We suggest a letter be sent to the
Department at the address given in Appendix A containing full details on the
specific project including estimated costs, the time span needed to accumulate,
total expected to be raised by donations, etc. Other background information
might be helpful.

Private Charitable Foundations
The income of a private foundation is calculated in the same manner as a
public foundation. However, the disbursement requirement is quite different in
that the receipted income total is not used. Private foundations do not normally
incur significant fund-raising costs and the potential abuses in this type of
charity arise from the non-arm's length nature of the foundation which permits
a donor to retain a measure of control over monies given away.
A private foundation must expend an amount at least equal to the total of:

(A) the greater of
(i) 5% of the fair market value of certain capital prop

erties ("non-qualified" property) calculated as of the
commencement of the taxation year

and
(ii) 90% of the income derived from these properties
and

(B) 90% of the amount by which the total income of the
foundation exceeds the income derived from the properties
described in (A).

This test ensures that the private foundation payout an amount computed by
using a reasonable return on assets.
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Example:

Qualified property
Non-qualified property

Amount
$ L,OOO
$1,000

Return
10%
3%

Income
$100

30

$130

The minimum disbursement requirement is:
(A) the greater of:

(i) 5% x $1,000 = $50
(ii) 90% x $30 = $27
and

(B) 90% ($130 - $30)

$ 50

90

$140

In this example the foundation must expend on charitable uses more than its
actual income. The result is that the foundation would have to sell some of
its non-qualified property, payout capital or increase its return on non
qualified property.

The purpose of the test is straightforward in that it ensures a minimum return
on investments. For example, without this test a foundation could be set up
by A and if A was the sole owner of a private company, it could be used by
him as a source of cheap financing for the private company. This was a fairly
common type of abuse in the past but now there must be at least a 5% return.
A number of problems can arise because of this test even with arm's length
investments. Non-qualified property includes all capital properties except capital
properties used directly in charitable activity or administration, property
accumulated with the consent of the Minister pursuant to subsection 149.1(8)
and qualified investments. Qualified investments are defined in paragraph
149.1(l)(i), a copy of which appears in Appendix B. It should be noted that in
paragraph l49.1(1)(i) reference is made to a share in the capital stock of a
public corporation, or a bond, debenture, note or similar obligation of a cor
poration the shares of which are listed on a prescribed stock exchange in
Canada. Shares of private corporations and foreign corporations are not
qualified investments. It may be that the foundation would have to sell its
foreign investments at a loss if they are not returning at least 5% .

A situation may arise where a private foundation owns shares of a private com
pany which in turn holds shares of a public company. The shares of the private
company would not be qualified investments and the private foundation would
have to ensure that it receives at least a 5% return.

The most common non-qualified capital properties held by private foundations
are land, private company shares or debt and foreign investments (e.g. U.S.
companies). A problem will frequently arise in trying to determine the fair
market value of these properties. The 5% of fair market value is calculated as
of the commencement of the taxation year. For example, a foundation might
estimate fair market value to be $100 and distribute 5% of this amount. If it
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is subsequently determined that the fair market value is $110 the foundation
may not have met its disbursement quota. It may be advisable where there is
doubt as to the fair market value of a non-qualified investment to use a higher
payout percentage (i.e. 7-10%) to provide a safety factor. Given the severe
penalty that could be imposed and the inflexibility of the 5% requirement, a
foundation may not know that it did not meet the 5% payout requirement until
the Minister gives notice to revoke. Appeal procedures are very limited.

It should be noted that the amount is calculated at the commencement of the
taxation year. There is no relief where the foundation has a "short" year.

Careful consideration must be given to all non-arms' length transactions with
a private foundation to ensure that there is no basis for the Department to argue
that a benefit has been conferred on any proprietor, member, shareholder, or
settlor thereof. For example, a 3% $1,000 note of a private corporation may
not have a fair market value of $1,000 and if the private foundation paid $1,000
for it a benefit may have been conferred. In such cases it may be necessary
to discount the note. The 5 % return is based on the fair market value of the
note and not necessarily the face amount. It is not clear what the result would
be if the note was a demand note because generally such notes are not dis
counted.

Where a foundation owns non-qualified investments that do not return 5% it
may be possible to sell qualified investments and re-invest the proceeds in non
qualified investments (e.g. foreign investments) paying in excess of 5%. This
would allow averaging in the non-qualified investments which, because of the
wording in the disbursement quota, could not be done where there is an excess
in the return on qualified investments but a short-fall in the non-qualified.

The amount based on 5 % of fair market value is calculated as of the commence
ment of the taxation year. We assume that this means the first day of the taxa
tion year. Non-qualified porperty held on that day would be taken into account
even if sold shortly thereafter and the funds re-invested in qualified property.
The property may not have earned any income and may have been disposed of
in the year although it would still form part of the base amount. As a result a
foundation will have to carefully consider the timing when non-qualified prop
erty is received or disposed of.

It had been suggested that the 5 % figure be allowed to fluctuate from year to
year to take account of changes in the market yield. However, in countries that
do use a fluctuating percentage, there are indications that a fixed rate, as long
as it is reasonable, would be more desirable. 3 6

Transitional rules are available in the calculations of the amount to be dis
bursed. For 1977 taxation years commencing in 1976, zero per cent is used,
for 1977 and 1978 taxation years commencing in 1977, 3% and in respect
of all other 1978 taxation years, 4 % .

36. See comments by J. H. Myers in the Canadian Tax Foundation 1975 Conference
Report, P. 390.
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Carrying on a Business

The registration of a charitable organization or public foundation may be
revoked if the charity carries on a business that is not a related business of that
charity.:17 A private foundation may not carryon any business. BS

Restrictions on the carrying on of a business by a charity can easily be justified.
If funds could be accumulated tax-free and used to finance its business, the
tax-exempt charity would have an unfair advantage in competing with non
exempt business. In addition to the unfair competition it is possible to envisage
situations where charities devote so much time to business activities that the
charitable activities suffer. Further, potential tax revenue is lost when a busi
ness is operated by a tax-exempt charity.

The problem facing the lawmakers was that many charities do have a legitimate
reason for carrying on a business and it was necessary to allow this type of
activity. The government recognized this problem and in the discussion paper,
The Tax Treatment of Charities, tabled with the June 23, 1975 budget, noted:

"The government recognizes that many registered charities do
have good reasons for carrying on a business. An art gallery may
have a gift store. A hospital may have a cafeteria for visitors.
Certain groups sell used clothes and other items. In recent years
the law has been administered to allow such enterprises if the
business is directly related to the charitable activity of the organ
ization.

It is proposed to amend the Income Tax Act to allow both
charitable organizations and public foundations to carryon a
business related to the primary charitable activity. This provi
sion would make clear that the test would not be the fact that
the income earned by the business is used for charitable pur
poses, but rather that the business is a usual and necessary con
comitant of the charitable activity."

The new legislation does this by allowing the carrying on of a "related" busi
ness by a charitable organization and public foundation. As mentioned above
a private foundation cannot carryon any business. It is interesting to note that
a charitable organization will be considered to be devoting its resources to
charitable activities carried on by it to the extent that, among other things,
it carries on a related business. B() This precludes the argument that the
charitable organization is not devoting all of its resources to charitable activi
ties carried on by the organization itself as required by paragraph 149.1(1)(b)
if it carries on a related business.

Although the restrictions on business activities are justified, a number of prob
lems in interpretation will arise. In particular, the meaning of "related busi
ness" should be clarified and guidelines on the Department's interpretation of

37. Paragraph 149.1(2)(a) and 149. 1(3)(a).
38. Paragraph 149. 1(4)(a).
39. Paragraph 149.l(6)(a).
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"carries on business" with respect to a charity should be issued. It has been
rumoured that an Interpretation Bulletin on the subject is being considered but
nothing has been released as of the date of this article.

"Related business" in relation to a charity is defined in paragraph 149.1(1)(j)
to include a business that is unrelated to the objects of the charity if substan
tially all of the people employed by the charity in the carrying on of that
business are not remunerated for such employment. This eliminates the prob
lem which might otherwise arise in many charity fund-raising projects. If
substantially all of the people employed in such projects are volunteers, as is
often the case, there should be no problem. A problem still remains where the
people employed are remunerated.

Charities and their advisors will have to carefully monitor developments in
this area. Much of the current uncertainty could be removed if the Department
clarified its position. The concern is that a narrow interpretation of related
business will evolve and many charities will encounter problems. Will related
business include a gift shop in an art gallery? Will a hospital be able to operate
a cafeteria for visitors? Will a university be allowed to continue with student
residences? The discussion paper recognized these types of businesses and
implied that they would be considered to be related. It appears to us that the
businesses described above should as a general rule be permitted as long as
they are reasonable in scope given the size and main purpose of the charity.
The same is true where a university sells computer time, a charity sells Christ
mas cards, a private school rents ice-time in its arena, a church rents its hall,
a foundation rents part of its office space, a symphony orchestra sells recordings,
and a charity sells land or investments.

In certain other countries that have a similar concept the unrelated business
is taxed. In Canada the potential penalty for carrying on an unrelated business
is revocation of registration. Regardless of the size of its profits or the use of
the profits the penalty would be applicable. If the Minister exercises his dis
cretion and revokes the registration, the charity could not avoid the penalty tax
by arguing that all the profits were used for charitable purposes or that there
were no profits. The charity could not offer to pay tax on the unrelated busi
ness profits.

Revocation is a step that may be taken by the Minister in his discretion. Where
unrelated business is the problem it is possible that the Minister would first
request the charity to cease carrying on the business activity. However, there
is always the possibility that revocation proceedings would be instituted by the
Minister without consulting the charity as soon as it was determined that an
unrelated business had been carried on.

While there is little jurisprudence on the meaning of "related business" or
"carries on a business" in a charity context, given the comments in the discus
sion paper quoted above, it would appear that if the business is operated for
the convenience of the charity's members, employees or visitors a problem
should not exist (e.g. a hospital cafeteria or a university bookstore). A univer
sity bookstore should be able to sell and provide material for university courses
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at a reasonable price for its students. However, many university bookstores sell
items such as jackets, paperbacks and magazines. Do these items "taint" the
business? It is not clear at the present time.

It would also appear that business that is part of a rehabilitation program or
training program should be related. For example, a sheltered workshop. The
definition of "related business" in the Act would include business where most
of the work is done by volunteers and substantially all of the employees are not
remunerated. Perhaps one could extend this to certain situations where the
products being sold are received as gifts (e.g. a bake sale).

On the other hand, certain activities are clearly objectionable. Business that is
clearly in direct competition with non-exempt business and that has an unfair
advantage because of its tax-free status should be restricted where possible.
This is particularly true where the business is carried on using facilities sup
ported by government grants or donations. For example, a church should not
be permitted to operate an active travel business and a school should not
operate a garage.

Restrictions should also be imposed where the business becomes the principal
activity of the charity. This may be applicable even where the business is
related.

A business that is carried on throughout the year might cause a problem
whereas the same activity carried on a few times a year might not. For example,
a university might rent out its student residences and facilities in the summer
for business conferences or a charity might hold an annual car wash day.

It seems to us that the words "carry on" imply more than an isolated adventure
in the nature of trade. For example, the sale of a parcel of land for a profit
by a charity should not in itself be a problem unless the charity is actively
involved in land trading. One would also expect a broad concept of "business"
to be applied in relation to a charity. That is, it should include more than
"active" business. The distinction between property income and business
income should also not be of major concern as it might be in other tax situations.
It is just as objectionable for a charity to be renting apartments or office space
in competition with non-exempt taxpayers as it is for a charity to carry on a
more active business. On the other hand, investment income in a charity should
not in itself be a problem.

In each case the decision as to whether or not the business is related would
appear to depend on the particular fact situation.

The distinction between income from a business and income from property
has frequently presented problems in other tax situations. Similarly the mean
ing of "active" business is not entirely clear and many disputes arise, again in
non-charity situations. It is hoped that the same types of problems do not
arise with "related" business in relation to a charity. It is expected that the
Department will review each situation on a case by case basis and hopefully
considerable discretion will be used. Departmental guidelines in the area are
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needed to give the charities and their advisors an idea of the approach to be
taken by the Department.

Revocation
Revocation of the registration of a charity does not automatically follow a
breach of the rules and requirements of the Act but is a step that may be
initiated by the Minister at his discretion.

For example, subsections 149.1(2), (3) and (4) all provide that "The Minister
may, in the manner described in section 168, revoke the registration of ...".
Section 168 provides that "The Minister may, by registered mail, give
notice ...". Because revocation is not automatic but discretionary, one would
expect that each case where the rules were breached would be reviewed sepa
rately and judged on its merits. Un fortunately, however, because of the number
registered charities we anticipate that the registration of many charities will be
routinely revoked without a meaningful case by case review for very innocent
misdeeds such as failing to file the required returns.

Revocation Procedure

The revocation procedure is set in motion by the Minister giving notice to the
charity by registered mail that he proposes to revoke its registration. After the
expiration of 30 days from the date of mailing of the notice (or extended time
period if appealed pursuant to subsection 172(3)), the Minister may publish
a copy of the notice in the Canada Gazette. Upon such publication the registra
tion of the organization is revoked. 4o

Penalty Tax
Subsection 149.1(16) provides a mandatory penalty tax where the registration
of a charity is revoked in the manner described in section 168. There is no
discretion as to whether the penalty tax will apply - it automatically applies
if the registration of a charity is revoked. The tax is equal to the amount by
which the fair market value of all of the assets of the charity on the day on which
the revocation is effective exceeds an amount equal to the fair market value on
that day of assets of the charity transferred by it after that day and within
one year from that day to a registered charity or to a qualified donee, amounts
paid in respect of bona fide debts outstanding on that day and reasonable
of expenses incurred within the one-year period referred to above.

The penalty is so severe that one might wonder if it is really a "tax". The con
fiscation of all the assets remaining in the charity appears to be more than a tax.
As the activities of many charities are within the legislative jurisdiction of the
provinces it is questionable whether the imposition of such a confiscatory
penalty will withstand scrutiny on constitutional grounds.

It is interesting to speculate what would happen if a university had its registra
tion revoked and most of the funding of the university had come from a prov-

40. Section 168.
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ince. One wonders if the province would stand idly by and allow the Depart
ment to take over the assets.

Because there is a one-year period in which to pay the tax, it is possible that the
fair market value of the charity's assets will decline before the tax is paid. For
example, the fair market value of the assets on the day on which the revocation
is effective may be $1,000. The charity may sell the assets within the year for
$800, the then fair market value, and transfer the $800 to a qualified donee.
It is not clear whether the decline in value would be a "reasonable expense"
as allowed by paragraph 149.1(16)(d) or whether a $200 tax would be pay
able. The latter seems the more likely result. If the charity transferred the
assets directly to the qualified donee the decline in value would not be a prob
lem because paragraph 149.l(16)(b) refers to "the fair market value on that
day" (i.e. the day on which revocation is effective).

A potential loop-hole will be closed if a proposal introduced by the 1977
federal budget becomes law. Paragraph 149.1(16)(a) presently refers to the
"day on which revocation is effective". Because there is a minimum period of
time (see subsection 168(2)) from the day the Minister begins revocation pro
ceedings to thc day revocation is effective, a charity could have reduced its
assets once it became apparent that the Minister intended to revoke its registra
tion and before revocation was effective. This has been corrected by the budget
proposal changing the relevant date to the date notice of revocation is mailed
by the Minister.

It is not clear what would happen if the charity reduced its assets (e.g. by
transferring them out of the country) before notice is mailed. Such a transfer
would not appear to be objectionable under the general law applying to char
ities, but it might offend the spirit of the tax legislation.

It is possible to envisage a situation where, through a technical error, the
registration of a charity is revoked and the imposition of the penalty becomes
mandatory in circumstances which are clearly unfair. 41 For example, if a large,
well-known and respected charity should have its registration revoked through
an oversight in filing returns it would clearly be against public policy to require
the charity to terminate its endeavours. As mentioned above, when the registra
tion of a charity has been revoked, the charity must transfer its assets to another
registered charity or qualified donee within the stipulated time in order to avoid
the imposition of the penalty tax. It appears that, under the wording of the
legislation, the only way for a charity whose registration was revoked to, in
effect, continue its operation and retain its tax exempt status, would be for
it to wind-up and distribute all of its assets to a new legal entity which was a
registered charity. We understand that the lawmakers are reluctant to amend
the legislation to include an alleviating provision for fear it would take the
"teeth" out of the Act. However, the Department is aware that some practical
policy must be developed to alleviate the imposition of the penalty tax in such

41. Subsection 149.1(16) reads "the charity shall ... pay" and there is no room for
discretion here. The penalty appears to be mandatory even where the charity requests
revocation.
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situations where expensive and time consuming reorganizations might otherwise
be required. One suggestion is that the charity be permitted to correct its mis
deeds and re-register, at which time it will be deemed to have transferred all
of its assets to a registered charity.

Appeal
One would think that where there is such a severe penalty there would be
adequate appeal procedures and this is particularly true where so much depends
upon the discretion of the Minister. Unfortunately this is not the case. There
is no right of appeal to the imposition of the penalty tax.

Paragraph 172(3)(a) provides an appeal procedure where the Minister refuses
to register an applicant for registration as a registered charity or gives notice
under subsection 168(1) to such an organization that he proposes to revoke its
registration. Pursuant to this paragraph the organization may, notwithstanding
section 24 of the Federal Court Act, appeal from such decision or from the
giving of such notice to the Federal Court of Appeal.

Subsection 172(4) provides that the Minister shall be deemed to have refused
to register a charity where the Minister has not notified the applicant of his
disposition of the application within 180 days after filing. In such a case, an
appeal from such refusal to the Federal Court of Appeal may be instituted
under Section 180 by filing a notice of appeal in the Court. It should be noted
that section 180 requires that the notice of appeal be filed within 30 days
from the time the decision of the Minister to refuse the application for registra
tion was served by registered mail or from the mailing of notices, or within
such further time as the Court of Appeal or a judge thereof may fix or allow.

Paragraph 168(2)(b) provides that, where the Minister gives notice under
subsection 168(1) to a registered charity that he proposes to revoke its registra
tion, the Minister may, afer the expiration of 30 days from the date of mailing
of the notice, or after the expiration of such extended period from the date
of mailing of the notice as the Federal Court of Appeal or a judge thereof may
allow, publish a copy of the notice in the Canada Gazette, and upon such
publication of the copy of the notice, the registration of the organization is
revoked.

The 30 day limitation period does not appear to be adequate, particularly where
there is a volunteer board, and can be expected to cause hardship. It is hoped
that extensions will be liberally granted.

Reporting Requirements
Forms T2052 and T3010
Every registered charity must file two copies of public information return form
T3010 and one copy of information return form T2052 within 3 months from
the end of each taxation year of the charity. 42

42. Subsection 149.1(14).
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The T2052 return has the same format as prior to the amendments although
the questions have been revised to reflect the new legislation. The return is
relatively straightforward and there should be little difficulty in completing the
form.

The T3010 is new for 1977 and subsequent taxation years and it presents a
number of problems. Unfortunately, it is this form that is available for public
viewing at the local District Taxation Office and its deficiences may cause dis
tortion of the information reported. For example, as discussed above on page 32,
there are different views as to what constitutes a charitable activity expenditure
as opposed to an administration or other expenditure. Many charities will
inadvertently fill in amounts that do not truly reflect the full amount of direct
charitable expenditure which will result in unfair comparisons among charities
due to inconsistent interpretation.

The T3010 is designed to give the public an opportunity to rate and compare
charities. Thc charity should therefore ensure that the information provided
fairly presents the charity's activities. It is suggested that the charity carefully
reconsider any amounts that would appear at first glance to fall into the cate
gories "other remuneration paid" or "administration" to determine if they
should be shown as part of the charitable activity expenditure. If expenses are
to be allocated, a schedule explaining the basis of allocation should be attached
to the form.

It may be necessary to attach a schedule reconciling revenue per the financial
statements and revenue per the form T3010. In many cases these two amounts
will differ. Similarly, a reconciliation may be required where total expenditures
arc different.

Responsibility for Filing

Each registered charity must file its own returns. Each charity should therefore
ensure that the necessary returns are filed on time.

Consolidated Returns Not Permitted

There is no provision to allow a consolidated return where one registered
charity has a number of separately registered sub-units. For example, there
may be an incorporated body for a province with a number of chapters through
out the province. If these chapters are separately registered, each chapter must
file a T2052 and a T3010. Some care is required in this type of situation
because frequently only one set of financial statements is prepared combining
all the chapters and it may be necessary to split out individual statements.

Financial Statements

The "required financial statements" must be submitted with the annual returns.
Presumably, "required financial statements" include a statement of assets and
liabilities and a statement of receipts and disbursements. There is no require
ment that these statements be audited. The by-laws or constitution of the
charity may require an annual audit or there may be other legal requirements
for an audit. The financial statements required by the Department, however,
do not have to be audited.
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Because most charities do, in fact, receive audited statements, charities may
wait for the audited statements before filing. Frequently, however, the audited
statements are not available until after the 3 month period. In that case,
unaudited statements could be filed initially and the audited financial statements
could be remitted to the tax department subsequently. It is unlikely that
penalties would be imposed where there are differences in the original state
ments and the audited statements unless, perhaps, there was gross negligence.
It would simplify matters if the time period in which the annual return must be
filed were extended to 6 months.

Return of the Income of a Corporation or Trust

In addition to filing forms T2052 and T301O, every corporation must file a
return of the income of the charity within 6 months from the end of the Far. I::

If a charity is constituted as a corporation, with or without share capital, it
should file form T2 for the return of the income. At the present time, there is
no exemption from filing for a corporation that is a registered charity. It is not
clear what the Department does with these returns as registered charities are
exempt from tax under paragraph 149(1)(0 and the information in the income
return is essentially the same as in the other returns. Until there is a specific
exemption for a registered charity that is a corporation, however, the return
should be filed.

A return of the income (form T3) is also required for a trust within 90 days
from the end of the year. 44 In the case of a trust that is a charity, however,
a T3 return is not required if the trust is a registered charity. 4G

Failure to File Required Returns

Where a person other than a registered charity fails to file an annual return
on time, the penalty imposed is nominal. However, where a registered charity
fails to file the required returns the penalty is severe as the registration of the
charity may be revoked. 4G As mentioned above, while the Minister has the
discretion to proceed with revocation or not,4 7 we would not be surprised if
revocation becomes, as a matter of administrative practice, the automatic
result of an infringement of the rules. Where the registration is actually revoked
the imposition of the penalty tax is mandatory. 48

The penalty provided on the revocation of the registration of a charity is much
more severe than the penalties provided in other parts of the Income Tax Act.
In the charity area there is the same penalty for all "crimes" whether they be
minor such as failing to file a return on time or major such as using the charity
in a tax avoidance scheme.

43. Paragraph 150(1)(a).
44. Paragraph 150(l)(c).
45. Regulation 204.
46. Paragraph 168(1)(c).
47. "the Minister may" in section 168 and subsections 149.1(2), (3) and (4).
48. "the charity shall" in subsection 149.1(16).
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Taxation Year
The public information return and the information return must be filed within
3 months from the end of each taxation year of the charity. The "taxation year"
of a registered charity means a fiscal period. 4 9 Regulation 216 no longer
refers to "registered Canadian charitable organization" and it is assumed that
the definition of "fiscal period" in subsection 248(1) applies. This means that
no change in a usual and accepted fiscal period may be made without the
concurrence of the Minister. In addition, no fiscal period may exceed in the
case of a corporation 53 weeks and in the case of any other taxpayer 12 months.
It might be noted that "taxation year" is also defined in subsection 249(1) and
inthe case of a corporation is a fiscal period and in the case of an individual a
calendar year. The taxation year of an inter vivos trust would be a calendar
year. Paragraph 104(23)(a) permits a testamentary trust to have a taxation
year other than a calendar year.

Change in Fiscal Period

Where a charity wishes to change its year-end, it must notify the Department
and have the Department's approval. 50 It is suggested that both the Regis
tration Section in Ottawa and the charity's District Office be contacted in
writing. The reasons for the change should be explained. 51

A number of technical problems can arise where a charity has a "short year".
The effects on the transitional provisions, the reserve in subsections 149.1(18)
and 149.1(19) and other requirements should be considered. For example, if
the charity is a private foundation it must meet its disbursement quota for the
year. Part of the disbursement quota as defined in paragraph 149.1(1)(e) is
based on 5% of the fair market value of certain properties at the commence
ment of the taxation year and the 5% will apply regardless of the length of
the taxation year.

Commencement of Fiscal Period

It may happen in the first year of a charity that the date of incorporation, the
date of commencement of activities and the date of registration do not coincide.
A charity with a December 31 year-end may be incorporated January 1,
commence activities February 1 and apply for registration at that time. The
application for registration may not be approved until some time later and the
Department in this example might notify the charity that it is registered effective
May 1. A question arises as to the effect on its tax-exempt status, that is, is it
exempt throughout the period or only from May I?

We suggest that the first step is to ignore the effective date of registration and
determine which of the other two dates is the appropriate beginning of the
fiscal period. This determination is not entirely clear and will depend on the
particular circumstances. Some care is required to ensure that the fiscal period

49. Paragraph 149.1(1)(1).
50. Subsection 248(1).
51. See IT-179.
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docs not exceed the limits in subsection 248(1) discussed above. After an
appropriate date is determined the charity should write to the Registrations
Division and request retroactive registration to such date just determined.

It is our understanding that the Department will approve retroactive registration
if requested and if the circumstances arc reasonable. If retroactive registration
is obtained, the charity should be exempt throughout the period. If the charity
is not registered retroactively, there may be confusion as to when the fiscal
period begins and difficulties may arise.

It may be easier to specify the date on the original application and this should
be done where the commencement date has been determined prior to the
submission of the application.

Conclusion

The provisions of the Income Tax Act governing charities were amended to
increase the regulation of charities by Revenue Canada in order to curb some
abuses which were evident in the charity area. In introducing the new rules to
stop the practices of a few charities, the lawmakers have imposed extremely
onerous requirements on the many charities that abide by the spirit of the law.
We understand that some have suggested that compliance with the new rules
be largely ignored by charities until a demand is made by Revenue Canada, but
this does not appear to be an acceptable answer where the penalty for an
infringement of the rules is the revocation of the charity's registration, the
termination of the charity's activities and the imposition of a 100% penalty
tax on property retained by the charity. Surely a means of monitoring those
few charities which take advantage of their position can be devised without .
burying all charities in a maze of rules too complex for many of them to
work with.
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Appendix A
Registration

All charities must now be registered and the following outlines the steps to be
taken:

1. Determine the status of the organization - is it a charity? In parti
cular, is it a charitable organization or charitable foundation as
defined in subsection 149.1 (1), resident in Canada and either created
or established in Canada?

2. File one copy of an Application for Registration (Form T2050)
with the Department. The form, which can be obtained at the
District Taxation Office, should be sent to the:

Deputy Minister of National Revenue for Taxation
Cumberland Place
400 Cumberland Street
Ottawa, Ontario
KIAOX5
Attention: Charitable and Non-Profit Organizations Section

A full description of the activities to be carried on and structure of
the organization should be included together with the other docu
ments and information required for the application.

3. If the registration is accepted, a Notification of Registration (Form
T2051), will be sent to the charity.
This form should be retained since it will indicate the effective date
of registration and official registration number.

The registration procedure is quite simple and is fully described in Information
Circular 77-14. This Circular contains useful information on the requisites of
the constitution or trust documents. There is an appeal procedure available
where the Minister refuses to register an applicant for registration.

Appendix B
Qualified Investment

"Qualified investment" for a private foundation means:

(a) an investment that would be described in any of subparagraphs
204(e)(i), (ii), (iv), (v) or (vii) if the reference in paragraph 204(e)
to a trust governed by a deferred profit sharing plan or a revoked
plan were read as a reference to a private foundation;

(b) a bond, debenture, note or similar obligation of a corporation the
shares of which are listed on a prescribed stock exchange in Canada;

(c) a mortgage or interest therein, secured by real property situated in
Canada, other than a mortgage in respect of which the mortgagor is:

(i) a director, trustee or employee of the foundation or a person
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with whom any such director, trustee or employee does not deal
at arm's length, or

(ii) a person or member of a group of persons who do not deal with
each other at arm's length who or that contributed or otherwise
paid to the foundation more than 75% of the capital contributed
to or otherwise paid in to it;

(d) an interest in a corporation described in paragraph 149(l)(i);

(e) a share in the capital stock of a limited-dividend housing company
within the meaning of that expression as defined by the National
Housing Act;

(f) a share in the capital stock of a mutual fund corporation;

(g) a unit of a mutual fund trust;

(h) a share in the capital stock of a public corporation;

(i) a warrant or right listed on a prescribed stock exchange in Canada
that gives the owner thereof the right to acquire, either immediately
or in the future, any property that is a qualified investment within
the meaning of any other subparagraph of this paragraph;

(j) a balance standing to the credit of the private foundation in the
records of a credit union within the meaning assigned by subsection
137(6); and

(k) such other investments as may be prescribed by any regulations of
the Governor in Council made on the recommendation of the
Minister of Finance.

AppendixC
Income Tax Regulations Part XXXV, 3501
Contents of Receipts

3501.(1) Every official receipt issued by a registered organization shall contain
a statement that it is an official receipt for income tax purposes, and shall show
clearly, in such a manner that it cannot readily be altered,

(a) the name and address in Canada of the organization as recorded
with the Minister;

(b) the registration number assigned by the Minister to the organization;

(c) the serial number of the receipt;

(d) the place or locality where the receipt was issued;

(e) the day on which, or the year during which, the donation was
received;

(f) the day on which the receipt was issued where that day differs from
the day referred to in paragraph (e);
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(g) the name and address of the donor including, in the case of an
individual, his first name or initial;

(h) the amount of the donation; and

(i) the signature, as provided in subsection (2) or (3), of a responsible
individual who has been authorized by the organization to acknowl
edge donations.

(2) Except as provided in subsection (3), every official receipt shall be signed
personally by an individual referred to in paragraph (i) of subsection (1).

(3) Where all official receipt forms of a registered organization are:

(a) distinctively imprinted with the name, address in Canada and
registration number of the organization,

(b) serially numbered by a printing press or numbering machine, and

(c) kept at the place referred to in subsection 230(2) of the Act until
completed as an official receipt,

the official receipts may bear a facsimile signature.

(4) An official receipt issued to replace an official receipt previously issued
shall show clearly that it replaces the orginal receipt, and, in addition
to its own serial number, shall show the serial number of the receipt origi
nally issued.

(5) A spoiled official receipt form shall be marked "cancelled" and such form,
together with the duplicate thereof, shall be retained by the registered
organization as part of its records.

(6) Every official receipt form on which:

(a) the day on which the donation was received,

(b) the year during which the donation was received, or

(c) the amount of the donation

was incorrectly or illegibly entered shall be regarded as spoiled.

AppendixD

TO; (Charity) Date:

The undersigned hereby gives you $ to be invested and held
as a capital sum for not less than 10 years, the income therefrom and, after
the expiration of 10 years, all or any part of the capital to be applied for your
general or any other charitable purposes.

Narne of donor
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