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m MEMORANDU

To: The Board of Directors, Vartana Date: Junc 14, 2004
From: David Stevens
Re: Considerations re the Charitable Registration of Charity Bank

I have been asked to set out briefly the main considerations in deciding whether the charitable
registration of Charity Bank is worthwhile. We have already prepared a draft of an opinion
which states that Charity Bank should qualify for registered charity status. We have also already
begun a process with Canada Revenue Agency (“CRA”) in regard to the possible registration of
Charity Bank.

The income tax law considerations are as follows:

1. Donation Deduction/Credit: Section 110.1 and 118.1 of the Income Tax Act (the
"Act"), contemplate, respectively, donation deductions for corporations and donation
credits for individuals in respect of donations to registered charities and other qualified
donees. (The term "qualified donee" includes registered charities, but it also includes
registered Canadian Amateur Athletic Associations, Canadian municipalities, certain
prescribed overseas universities, and various other entities.) If Charity Bank obtains
registration as a registered charity, it will be able to receive tax-supported donations from
individuals and corporations. This advantage of charitable registration may be useful in
designing the capital structure of Charity Bank and in designing deposit instruments and
other financial products and services that may be made available to individuals and
corporations interested in supporting Charity Bank with their banking business on terms
that are favourable to Charity Bank. for example, some of these instruments might have a
donation element.

2. Support from Other Qualified Donees: If Charity Bank obtains registration as a
registered charity, other registered charities would have no difficulty under Canadian
income tax law providing equity or loan capital to Charity Bank or making gifts or grants
to Charity Bank to capitalize it. Presumably, many registered charities wanting to assist
in the capitalization of Charity Bank (via donations, grants, and equity and loan capital)
will want to characterize such assistance, in whole or in part, as charitable. If Charity
Bank does not obtain registration as a registered charity, gifts and grants from other
registered charities would not be possible, as a matter of income tax law, and any equity
or loan capital would have to be justifiable as prudent and proper for the investing.
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Note that Charity Bank may want to receive assistance from other registered charities in
other ways. For example, if Charity Bank wants to develop a premium-priced product
line for a certain registered charity customer profile, it will be easier to attract the relevant
client base if Charity Bank is itself a registered charity. The premium-price paying
customer will have to justify the extra expense inherent in the premium pricing. In part,
this might be done on the basis that the premium element of the price is a gift to the
registered charity.

3. Income Tax Exemptions: The income of registered charities is exempt from income tax
by virtue of section 149.1(f) of the Act. Registered charities are granted a number of
other exemptions throughout the Act, including an exemption from the non-resident trust
rules in section 94.1, an exemption from the tax on large corporations in Part 1.3 of the
Act (by virtue of paragraph 181.1(3)(c)), and an exemption (by virtue of section 227(14))
from the taxes imposed under Parts I'V (tax on portfolio dividends of a private
corporation), [V.I (tax on dividends received by a corporation on a taxable preferred
share) and VI..I (tax on dividends paid by a corporation on a taxable preferred share), and
Part VI (tax on the capital of financial institutions) of the Act. The exemptions from
income tax and capital tax are important to the extent Charity Bank anticipates a need to
re-invest its profits in operations or capital: its untaxed profits would serve as an
additional source of capital. Its exemptions from the various taxes on dividends (as payor
or payee) may provide additional flexibility in the design of its share capital and in the
make-up of its investment portfolio.

4. Annual Accountability to CRA and Restrictions on Activities: Section 149.1 of the
Act regulates registered charities by requiring them to use their resources for exclusively
charitable purposes. Charity Bank therefore may only engage in activities which are
exclusively charitable. Charity Bank's registration as a registered charity under the Act
presents a challenge because Charity Bank will be carrying on the business of banking.
The application for registration argues that this is permissible on the basis that the
banking business will be Charity Bank's charitable activity, in the same way that
Goodwill Industry's retailing business is an integral part of its charitable activities. CRA
may require, as a condition of registration, that Charity Bank restrict its activities in some
additional way or it may require Charity Bank to meet some higher accountability
requirements beyond the annual return.
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