Social enterprise business structure:

Some considerations for registered charities
Unrelated business

An unrelated business is easiest to define by examining what it is not, that is, a ‘related business’. The Canada Revenue Agency (CRA) defines ‘related businesses’ as two kinds: 1) businesses that are run substantially by volunteers; or 2) businesses that are linked to a charity’s purpose and subordinate to that purpose
. 

To expand on the second definition, ‘linkage’ cannot be claimed merely by the fact that the profits from a business are directed to a charity
. 

In the case of ‘unrelated business’, the charity must establish a separate, taxable corporation
, which must operate at absolute arms’ length from the charity
. 

‘Arms’ length’ means that the social enterprise must have its own Board of Directors, and cannot benefit in any way from the charity that owns it. This means absolute separation of staff, equipment, location, and sundry supplies. The social enterprise cannot be run as a ‘project’ of the charity, but must be established as a completely separate legal entity (i.e. a corporation), remitting corporate taxes on net income derived from social enterprise activity. 

Charitable receipting by unrelated business prohibited

An unrelated business cannot give a charitable receipt to donations given explicitly to the social enterprise because it does not have charitable status. If the social enterprise were a related business, the parent charity could grant a charitable receipt for the donation. 

That said, a charitable receipt is not required in order for a business to write off such a gift to the social enterprise. With a simple written letter from the recipient acknowledging receipt of the donation, the business can claim the donation as an advertising and promotions expense, particularly if news of the gift is somehow shared with the business’ constituency (thus demonstrating a benefit to the donor). In the case of donated space, care must be taken in the event that the space being donated (in this example) is not owned, as the business cannot derive benefit from the amortization of the owned space and also benefit from donating that space – the case is clearer if the space being donated is rented
. 

Benefits of running a related business
If the social enterprise were a related business (e.g. if the business operations were linked to charitable purpose), it could operate as a project within the charity, until such time that it demonstrates success and maturity, warranting the move to separately incorporate. In fact, most related social enterprise businesses operating in Canada remain as projects, but the benefits of incorporating at a time of maturity include legal protection of the parent organization from activities of the social enterprise, a heightened ability to attract outside investment (including public share offerings in the extreme case), and the possibility of taking on other business partners
. 

In the short term, as the charity builds the (related) business, management of the social enterprise could be integrated with the main organization, resources could be shared, and there would be no extra costs for incorporation and annual filings of corporate tax returns (T2’s). In addition, net profits of the project would not be taxable, enabling a greater net profit amount to flow towards supporting parent charity programs and administrative costs. This can only occur if the social enterprise is deemed a related business. 

A final note on unrelated business

A telephone call made to CRA on 12.04.06 to verify that an unrelated business cannot give charitable receipts via the parent charity yielded a different interpretation from CRA vis-à-vis unrelated business itself. The researcher was told in no uncertain terms that unrelated businesses are prohibited, a direct departure from the policy previously quoted. 

This confusion likely stems from the fact that unrelated business enablement forms part of CRA policy, not legislation. 

It is most strongly recommended that if a registered charity decides to pursue the social enterprise as an unrelated business, that a written ‘request for ruling’ be solicited from CRA on the matter. A legal professional should be utilized for this purpose.  

To summarize

There are clearly benefits and detriments to both scenarios (unrelated and related business). 

Related business benefits

· Able to issue official charitable tax receipts for monetary and in-kind donations benefiting the social enterprise

· Ease of governance

· Increased efficiencies in costs (through sharing resources)

· Increased positive community support (not as likely to be viewed as ‘competing’ with business)

· Net profit is not taxed, leaving a greater amount to direct to charitable programs
 

· Potential to access program funds for marginalized workers

· Simplicity / low cost of business formation

· Social enterprise purpose in line with charitable purpose (little risk of mission drift / competition of priorities)

Related business detriments

· Decreased ability to attract outside investment

· Lower productivity due to use of less-than-efficient workforce and probable offering of related supports for the working marginalized – higher than average employee turnover also anticipated

· No potential for expansion of ownership table

· No protection of charity from activities of business

Unrelated business benefits

· Businesses will still be able to benefit from monetary and in-kind donations to the social enterprise (even without ability to receive an official charitable receipt)

· Increased ability to attract outside investment through partners / shareholders

· Increased efficiencies in costs (through hiring skilled workers)

· Potential for expansion of ownership table to include the private sector

· Protection of charity from more risky business activities 

· Unequivocal protection of charity from threat of charity status revocation 
Unrelated business detriments

· Additional costs of incorporation and annual tax filings
· Care must be taken with CRA – request for ruling necessary
· Complexity in establishing separate governance structure (separate Board)

· Net profit is taxed

· Potential lack of efficiencies in terms of inability to share resources of parent charity
� The Canada Revenue Agency’s Policy Statement CPS-019 ‘What is a related business?’ (March 2003) details these nuances, and can be accessed in its entirety at � HYPERLINK "http://www.cra-arc.gc.ca/tax/charities/policy/cps/cps-019-e.html" ��http://www.cra-arc.gc.ca/tax/charities/policy/cps/cps-019-e.html� 


� Ibid., section 20. 


� Ibid., sections 47 and 48. 


� Work is currently underway in the United States and Canada to create a special business structure for social enterprise. The Canadian work originates within the Fraser Valley Centre for Social Enterprise (FVCSE), and is based on the UK model. See � HYPERLINK "http://www.centreforsocialenterprise.com/index.html" ��http://www.centreforsocialenterprise.com/index.html� for the discussion paper by FVCSE advisory group member Sid Gould. It is noteworthy that unrelated business is permitted at arms’ length by policy of CRA (rather than legislation), and is therefore subject to policy change.  


� See � HYPERLINK "http://www.pch.gc.ca/progs/pc-cp/pubs/e/Fr4gras11.htm" ��http://www.pch.gc.ca/progs/pc-cp/pubs/e/Fr4gras11.htm� section entitled ‘When is it a good or a service?’ in the Canadian Heritage document entitled Fundraising Ideas that Work for Grassroots Groups, chapter 10. 


� The new business structure discussion paper previously noted has this to say on the topic of disadvantages of operating a social enterprise as a project of the parent organization: ‘While acknowledging the existence of unregistered or unincorporated enterprises operating as programs within (mainly NPO) operations, the writer stresses that this does not meet any established test of business behaviours that would be considered to be in an organization’s best interests. This could be explained in any number of ways, most notably the management of risk to the parent organization. The operation of an enterprise under the auspices of the ‘parent’ leaves that organization directly responsible and liable for any occurrence within the social enterprise. While insurance will mitigate some if not most of the risk, it is still a greater risk than most business analysts would consider acceptable. Additionally, to the issue of liability beyond insurance issues, one must consider the possible financial liability or risk to the parent organization. This risk would be associated with credit advanced by suppliers, vendors, and others who will have a direct line to the finances of the parent in the event of failure or even business slowdown.’ (footnote one of discussion paper). 





� …assuming that the net profit is not negatively affected by the lower productivity associated with the less skilled workers after the added expected program revenues are added in, as a benefit of running a training business. 
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