[image: image1.png]A

The Law Reform Commission

AN COIMISIUN UM ATHCHOIRIU AN DLI




Charity Law Reform – what to expect

Irish Charities Tax Reform Group

13th Annual Conference

Tuesday 28 September 2004




Patricia T Rickard-Clarke

Charity Trust Law Reform - Proposals

Introduction:

The Department of Community Rural and Gaeltacht Affairs noting that the Commission had identified the law of trusts including charitable trusts for examination in its Second Programme 2000-2007
 requested the Commission to look at the Chapter 8 (Governance) of the Consultation Paper– Establishing a Modern Statutory Framework for Charities and to make proposals in relation to charitable trust Law.

The Commission in undertaking this task set itself a number of objectives:

· Any proposals being made in relation to charitable trusts should be made in the context of the reform of trust law generally.

· In so far as it is possible make recommendations to fulfil the proposal set out in the Consultation Paper – Establishing a Modern Statutory Framework for Charities 


“[t]hat the law would be codified so that the role, duty of care, responsibilities and 
duties of charity trustees/officers/directors/ would be confirmed as being the same no 
matter what form of legal structure or governing instrument was used” .

this will also necessitate looking at the type of corporate structure for charities

· In line with Government policy of Better Regulation and in the acknowledgment of the voluntary ethos of charitable activity in Ireland a further objective would be to minimise regulatory requirements while at the same time endeavouring to simplify and clarify the law.

For the purpose of this Conference I have been asked to speak about ‘Charity Trust Law Reform – proposals.’  Since the Commission is not at the stage where it has reached any conclusions I propose to speak about in effect ‘work in progress’ and highlight a number issues that the Commission is deliberating on in relation to the formulation of charity law proposals.

Specific issues are:

Duty of Care

Liability of Trustees

Corporate Structure

1
Duty of Care:

The Trustee Act of 1893 makes no reference to any duty of care to which trustees should be subject.  Trustees may be found liable for breach of trust if they fail to perform the duties required of them.  One of the earliest cases set out the test of the ‘prudent man of business’.
 

However, this duty of care as formulated by the courts was not applicable to the exercise of trust powers by the trustees. Some jurisdictions have chosen to place the standard and duty of care on a statutory footing.  The English Trustee Act of 1925 did deal with the duty of care but there was confusion surrounding the precise scope and effect of the provisions of that Act.  Part 1  of the Trustee Act 2000 now governs the duty of care required of trustees, specifying not only the standards of conduct expected of trustees, but also clarifying the precise exercise of trust powers to which it applies.  This statutory duty of care in Schedule 1 the 2000 Act is limited and only applies to:

Investments

Land

Appointment of Agents, nominees and custodians

Insurance

When exercising certain matters pertaining to reversionary interests, valuation and audits.

Compounding of Liabilities

Schedule 1 stipulates that the duty of care does not apply to powers conferred by a trust instrument if or in so far as it appears from the trust instrument that the duty is not meant to apply.

In Scotland the Scottish Law Commission noted in its recent discussion paper on Breach of Trust
 that “there is no statutory regulation in Scotland of a trustee’s duty or standard of care”.  The paper proposes that:

(a) Every trustee should have to use the same care and diligence that a person of ordinary prudence would use in managing the affairs of others.

(b) A trustee who acts as such in the course of his or her business or profession should in addition have to use any special knowledge or expertise that it is reasonable to expect of a member of that business or profession.
Charity Law

In Ireland there is no provision in the Charities Acts in relation to duty of care.  As for ordinary trustees the standard and duty of care is governed by case law.

What is the position in England and Scotland with regard to duties and standard of care of charitable trustees?  While the Trustee Act of 2000 does apply to trustees of charitable trusts, the Act has no application to charitable corporations and the duties remain those laid down in equity.  However the Charity Commissioners do issue guidelines and have stated that if a trustee is a trust corporation or a professional person being remunerated for his skills, they would normally expect a higher duty of care.
  

 Section 1 of the Trustee Act 2000 

“(1) Whenever the duty under this subsection applies to a trustee, he must exercise such care and skill as is reasonable in the circumstances, having regard in particular- 

 (a) to any special knowledge or experience that he has or holds himself out as having, and 

(b) if he acts as trustee in the course of a business or profession, to any special knowledge or experience that it is reasonable to expect of a person acting in the course of that kind of business or profession. 

(2) In this Act the duty under subsection (1) is called "the duty of care".

 

The draft Charities Bill (inserts a new Part 8A of and Schedule 5A to Charities Act 1993) contains provisions specifying duties in respect of the proposed CIOs.

Duties:


“9
It is the duty of-



(a)
each member of a CIO and

(b) 
each charity trustee of a CIO


to exercise his powers, and (in the case of a charity trustee) to perform his functions, 
in his capacity as such, in the way he decides, in good faith, would be most likely to 
further the purposes of the CIO.  


10
Each charity trustee of a CIO shall in the performance of his functions, in that 
capacity exercise such care and skill as is reasonable in the circumstances, having 
regard in particular-



(a)
to any special knowledge or experience that he has or holds himself out 

as having, and



(b)
if he acts as a charity trustee in the course of a business or profession, 
to any special knowledge or experience that it is reasonable to expect of a person 
acting in the course of that kind of business or profession.”

In Scotland the Draft Charities and Trustee Investment Bill sets out duties for charity stewards:

(1) 
A charity steward must, in exercising functions in that capacity, act in the interests of the charity and must, in particular—


(a) 
seek, in good faith, to ensure that the charity exercises its functions in a 

manner which is consistent with its purposes,


(b) 
act with the care and diligence that it is reasonable to expect of a person who 
is managing the affairs of another person, and


(c) 
where exercising functions as a charity steward in the course of a business or 
profession, use any special knowledge and expertise that it is reasonable to expect


of a person acting in the course of that business or profession.

(2) 
The charity stewards of a charity must ensure that the charity complies with any direction, requirement, notice or duty imposed on it by virtue of this Act.

(3) 
Subsections (1) and (2) are without prejudice to any other duty imposed by enactment or otherwise on a charity steward in relation to the exercise of functions in that capacity.

(4) 
Any breach of duty under subsection (1) and (2) is to be treated as being misconduct in the administration of the charity.

(5) 
A breach of the duty under subsection (2) in relation to charity’s duties under section 10 and 13, or under regulations under 12(3), is an offence.

(6) 
A charity steward guilty of an offence under subsection (5) is liable on summary conviction to a fine not exceeding level 3 on the standard scale.”

The Law Society recommend that the role, responsibilities and duties of charity trustees should be the same, no matter what form of legal structure is chosen.
  The Department’s consultation paper contains a similar proposal.  The Law Society also recommends that the duty of care should be a statutory duty.
  Does this mean that it will be necessary to go further than to provide for a general duty of care or whether the legislation should detail specific statutory duties?  Would it be sufficient for the legislation to provide for a general duty of care and to leave the detail of specific requirements for the Regulator?

A further issue arises in the interaction with company law.  If the company law model is used the company law philosophy with regard to directors duties to the company will apply.  See comments below.

2
Liability of Trustees:

Concerns about personal liability are growing and in many instances hamper the recruitment of board members particularly where such individuals are providing their services on a voluntary basis.  The Department’s Consultation Paper acknowledges this voluntarism. ‘In practice the overwhelming majority of charities is very small and managed entirely by volunteers.’
  

Under general trust law trustees may be liable for breach of trust if they fail to carry out their duties or if they act in excess of the authority conferred by their office.  The extent of the trustee’s liability will depend on the circumstances involved and is governed by equitable principles and a body of case law which has developed over the years.  

There is no equivalent in Irish law to Section 61 of the English Trustee Act 1925 which provided that a trustee will not be liable for breach of trust if he acted honestly and reasonably.

Trustees are not acting as agents of the trust so as to make the trust liable to sue or be sued.  Rather the individual trustee or company acting as trustee may be personally liable.  

There is an implied indemnity in Section 24 of the Trustee Act 1893 but this indemnity does not extend to cases of wilful default unless there is a provision in the trust exonerating the trustee from liability to the extent that there are trust assets out of which the trustee can be indemnified.  

The government’s Consultation Paper – Establishing a Modern Statutory Framework for Charities recommends that a statutory exoneration be provided for lay trustees against liabilities arising out of acts committed honestly, reasonably and in good faith.
 

A number of points arise out of this statement:

1.
In Ireland there is no statutory distinction between lay and professional trustees.  Traditionally, trustees have fallen into two categories: non-professional or lay trustees, who in private trusts are often family members or close associates of the settlor or testator or the volunteer in the case of a charity who agree to act out of a sense of duty and professional trustees, usually banks and financial institutions who undertake the role only in circumstances where suitable provision is made for their remuneration. 

In England and Northern Ireland the terms lay trustee and professional trustee have been defined for the purposes of determining the trustee’s entitlement to remuneration.  

The definitions are as follows:

A trustee acts in a professional capacity if he acts in the course of a profession or business which consists of or includes the provision of services in connection with –

(a) the management or administration of trusts generally or a particular kind of trust, or

(b) any particular aspect of the management or administration of trusts generally or a particular kind of trust, and the services he provides to or on behalf of the trust fall within that description.
 A trustee acts as a lay trustee if he – (a) is not a trust corporation, and (b) does not act in a professional capacity.
 

Should such a distinction be drawn between professional and lay trustees or should a single standard apply to all trustees.  The argument in favour of differentiating between the two types of trustees rests mainly on the issue of qualifications.  

But is this not an issue in relation to the standard of care rather than an exemption from liability.  The courts have long held that there is a distinction in the standard of care and pointed to the inequity which would be caused by the application of one uniform standard.

 2.
Does the statement infer that professional trustees should be strictly liable even though they are honest, reasonable and act in good faith?  

If so then is it not a matter for the professional trustee to dictate the terms on which it/they will accept the trusteeship and insist on very wide exoneration clauses in relation to trusts?

There has been a wide ranging debate in other jurisdictions on the issue of exemption or exoneration clauses and whether there should be a statutory limitation to debar what is now standard practice to insert trustee exemption clauses into trust instruments relieving trustees from liability resulting from an act or omission that would otherwise be regarded as a breach of trust.

To quote the exemption clause in Armitage v Nurse [1997] 2 All ER 705

“no trustee shall be liable for any loss or damage which may happen to [the Trust Fund] or any part thereof or the income thereof at any time or from any cause whatsoever unless such loss or damage shall be caused by his own actual fraud”.

The Law Commission of England and Wales examined the question in detail
.  This followed the Trust Law Committee’s
 examination in 1999.  The Trust Law Committee identified six possible degrees of trustee dereliction. 

(a) Fraud

(b) Wilful conduct

(c) Recklessness

(d) Gross negligence

(e) “ordinary” negligence

(f) innocent breach of trust (strict liability).

One of the issues that the Law Commission had regard to was the economic implications of regulating trustee exemption clauses ie the possibility of professional trustees simply increasing their charges for trust management, particularly in relation to increased insurance costs in the event of a prohibition on the exclusion of liability for negligence/gross negligence.

The British Columbia Law Institute considered the issue of exemption clauses in 2002
 and the extent to which a trustee may be permitted to exclude liability without trespassing upon the “irreducible core of obligations” owed by trustees.  It noted that statute law in the state of New York renders such exemption clauses unenforceable. The BCLI noted the English and Scottish debate focussed on the distinction between lay and professional trustees but also noted that the Trustee Act of British Columbia gave the court a discretion to exonerate a trustee who has committed a breach of trust, where the court is satisfied that the trustee has acted honestly and reasonably, and ought fairly to be excused in all the circumstances of the case.

New Zealand’s Law Commission noted in 2002
 that trustee exemption clauses could not be considered in isolation from the discretion conferred on the court by the Trustee Act 1956 to relieve trustees from personal liability for breach of trust where it appears to the court that the trustee acted “honestly and reasonably, and ought fairly to be excused for the breach of trust”.

3.
Is the liability of trustees then not a matter for insurance?   In the case of directors of a company it is now possible to obtain director insurance.  The English Commission noted that greater regulation of trustee exemption clauses would have ‘some impact’ on the level of remuneration sought by professional trustees to cover insurance costs.  For lay trustees, it was suggested that they might be required to seek to have their own insurance costs paid out of the trust fund.  But is insurance an option for charitable trusts?  In Ireland the Revenue does not regard the provision of insurance as a charitable object.  

4.
Are there situations where professional trustees act as trustees to charitable trusts?   

Bearing in mind the Revenue bar to remuneration of charity trustees whether incorporated or not, the question of having professional trustees act as trustees of charitable trusts is not an option at present.  Charities do of course purchase professional advice where it is required.

In this context it is interesting to note that the English Law Commission discussed the issue of the remuneration of charitable trustees and while recognising that it could sometimes be in the best interests of a charity to be able to remunerate trustees, appreciated that there was force in certain reservations which had been expressed about the wisdom of giving a default charging power to professional trustees of charitable trusts.  Such a power might be perceived to run counter to the principle that charities exist for the public benefit, and might damage public confidence in charities.
  

The questions that arise in relation to liability issues for charity legislation are:

· Should there be a distinction between lay trustees and professional trustees or should it be left to the Court or Charity Regulator (with appeal to the court) to exonerate and take account of the status or more particularly the expertise and skill of the trustee?  The skill and expertise would relate to the duty of care required. 

· Should there be provision for the remuneration of charity trustees?

· Should charity trustees be allowed to have the benefit of exclusion clauses?

· If so, is there a need for regulation of such clauses to prevent contracting out of an ‘irreducible core of obligations’

· Should charity trustees be allowed to purchase insurance out of charity funds?

The English Draft Charities Bill Section 29 gives power to the Charity Commission ‘to relieve trustees ………..from liability for breach of trust or duty’.

Section 29

(1) This section applies to a person who is or has been –

(a) a charity trustee or trustee for a charity

(b) an auditor of a charity’s accounts…………..

(c) an independent examiner or reporting accountant appointed in respect of a charity’s accounts

(2) If the Commission consider –

(a) that a person to whom this section applies is or may be personally liable for a breach of trust or breach of duty committed in his capacity as a person within paragraph (a), (b) or (c) of subsection (1) above, but

(b) that he has acted honestly and reasonably and ought fairly to be excused for the breach of trust or duty,

the Commission may make an order relieving him wholly or partly from any such liability

(3) An order under subsection (2) above may grant the relief on such terms as the Commission think fit

(4) Subsection (2) does not apply in relation to any personal contractual liability of a charity trustee or trustee for a charity.

(5) This section does not affect the operation of –

(a) Section 61 of the Trustee Act 1925 (power of court to grant relief to trustees)

(b) Section 727 of the Companies Act 1985 (power of court to grant relief to officers or auditors of companies), or

……………………..”

Section 27 of the same Bill provides for remuneration for services for a person who is a charity trustee but specifically excludes remuneration for services provided in the capacity as a charity trustee.

In Scotland Section 32 of the Trusts (Scotland) Act 1921 provides:

“If it appears to the court that a trustee is or may be personally liable for any breach of trust, …….has acted honestly and reasonably, and ought fairly to be excused for the breach of trust, then the court may relieve the trustee either wholly or partly from personal liability for the same. “

So what is the way forward for Irish charity law? The simplest and clearest route is possibly to avoid the distinction between lay and professional trustee, to avoid having to stipulate what breaches should be excused and to give the court and the Regulator discretion to excuse trustees of liability where they have acted honestly and reasonably. The skill and expertise will of course be a matter that will be taken into account with regard to the duty of care.   It will also possibly be a less expensive option but more importantly will not jeopardise the voluntary input on which charities are dependent.

Finally, on the point of liability both the English Draft Bill and the Scottish Draft Bill provide that a Charitable Incorporated Organisation and the Scottish Charitable Incorporated Organisation may be constituted in such a manner so that the members may be liable or not to contribute to the assets if it is wound up.

3
Corporate Structure:

The core issue in Chapter 8
 is the type of legal structure that should be used.  The traditional legal structures used by charities are the charitable trust, an unincorporated association or a company – usually the company limited by guarantee.  Each of these structures has its own advantages and disadvantages but it is widely accepted that none of these legal vehicles is ideally suited to facilitate the activities of modern charities. Many charities decide to incorporate for the purposes of obtaining limited liability for their trustees, to facilitate contractual relations with third parties or sometimes for the purpose of obtaining grants which are only available if the charity is incorporated.  Incorporation as a company brings with it the full burden of administrative and regulatory requirements appropriate to commercial companies.  In other words the charity does not really “fit” into this environment but is forced into it by default because of the lack of any other suitable regime.

It is for this reason that many jurisdictions; in particular England and Scotland, and recently Ireland began considering the need for a special legal vehicle to facilitate charities which would provide the advantages of incorporation but at the same time would recognise that charities have different goals and aims than a commercial organisation.  Under the existing provisions, a charity incorporated as a company is subject to company law regulation.  Having a separate legal vehicle would also provide an ideal opportunity for streamlining the regulation of charities so that all charities regardless of their legal status would be subject to the same form of regulation.

In England, the Department of Trade and Industry (DTI), as part of its proposals for the reform of company law, put forward proposals for a new corporate structure for charities.
  

In its response the Charity Law Association, in welcoming the proposals, summed up the position by stating that: “What is missing at present, as the research has shown, is a form of incorporated charity with limited liability for its trustees which is simple and inexpensive to administer and subject to the supervisory jurisdiction only of the Charity Commission and the court”.
  This statement applies with equal force to the current position prevailing in Ireland.

The Law Society, in its report
, having examined the English proposals for a special charitable incorporated organisation (CIO), recommended that the proposals of the DTI be considered, notably:

· that a new form of incorporation called Charitable Incorporated Organisation should be made available to Irish charities;

· that the Charitable Incorporated Organisation be restricted to charities; and

· that the Charitable Incorporated Organisation should be optional for charities and not mandatory.
Since the publication of the Law Society report, the English and Scottish proposals in relation to CIOs have been given life in the draft Charities Bill and Charities and Trustee Investment (Scotland) Bill respectively.  

The main CIO provisions in the English Bill are as follows: 


the CIO will be a body corporate with a constitution;


with one or more members;


members’ liability may be limited or unlimited;


it will register with the Charity Commission;


there will be an option for existing charities to convert to CIO – with consent of 
Commission;


provides for the amalgamation of CIOs – with the consent of the Commission;


provides for transfer of property to another CIO – with the consent of the 
Commission;


wind-up provisions are to be made by way of Regulations;


gives the CIO a general power to do anything to further its purposes;


sets out the duty of members and charity trustees of CIO –to further the purposes of 
the CIO;


sets out a general duty of care and skill for charity trustees of a CIO.

The Scottish Bill contains some similar proposals but are not as fully developed and have a catch-all section allowing for further provisions by way of regulations.

It is important to note that the CIO proposals are contained in charity as opposed to company legislation and that the CIOs will be subject to regulation of the Charity Commission (England) and the OSCR (Scotland).  The Commission’s powers in relation to CIOs will in essence be the same as its powers in relation to other charities.  This system neatly avoids the disadvantage of dual registration and regulation under both company and charity law. 

The reasons why the current corporate form may be considered inappropriate for charities can be summarised as follows:

· Charities exist to carry out a particular purpose and not to make a profit for their members.

· There is confusion as to whether a company holds its property as trustee.  A charitable company may hold particular property, as distinct from the general property of the company, on trust for specific charitable purposes.

· There is legal uncertainty as to how the fiduciary duties of directors (now to be put on a statutory footing) interact with the fiduciary duties of charity trustees.

· The directors of a charitable company may be personally liability under the fraudulent or reckless trading provisions of the Companies Acts.

· When a charitable company is wound up, its memorandum normally provides that its surplus property should not be distributed amongst its members but should be transferred to another charity with similar objects.  If the memorandum does not so provide, an application for a cy-pres scheme may be required.

· Some charities do not have a membership structure and the trustees are both directors and members.  This can lead to some “artificial like” decision making where the trustees have to act in different capacities to facilitate the requirements of the Companies Acts.

· The current accounting and reporting requirements for companies are geared towards commercial activities.

· The costs of registration and compliance with company law can be an issue for small charitable companies who wish to avail of the benefits of incorporation.

· Given the impending establishment of a new “Charity Regulator”, the question of dual registration, reporting requirements and regulation is a real concern.

The question now is whether Ireland needs to consider a new form of incorporation for charities similar to that proposed in England and Scotland.  In its consultation paper, the Department of Community, Rural and Gaeltacht Affairs acknowledged that there could now be a window of opportunity for the charities sector to liaise with the Department of Enterprise, Trade and Employment in relation to the development of a new charitable designated company (CDAC) to cater specifically and exclusively for charities.
  The responses received from the charities sector in relation to this proposal have been extremely favourable.  The Law Reform Commission is considering these proposals in consultation with the Company Law Review Group and the Department of Community, Rural and Gaeltacht Affairs.  The immediate matters for consideration are:

· Whether there is a need for a new separate legal vehicle for charities?

· Whether any new provisions should form part of company or charity law?

· If the proposals are incorporated into company law will it be possible to make special provision for charities without distorting existing company law principles ie duties of directors versus duties of charity trustees?

· If the proposals are incorporated into company law and special provisions are made for charities, will this make it difficult for non-professionals to identify which laws are applicable?

· The need to ensure that charitable organisations are subject to only one regulatory system.  

· The advantages from a cross-jurisdictional point of view of having a similar structure available to that in England, Wales and Scotland (in this regard, developments in Northern Ireland are awaited). 

The Law Reform Commission intends to publish its recommendations in the latter part of the year.  In the meantime submissions on the issues outlined above would be welcome.

Patricia T Rickard-Clarke
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