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Introduction

More than 80% of Canadians report volunteering in some capacity for a non profit
organization. Of these people, over 40% of them hold positions on boards or committees. In
most cases, without thinking much about it, these people have accepted a degree of legal
liability for the actions of their organization under their control.

Forty years ago, few Canadians would have thought of ever suing a group of volunteers,
except in the most egregious circumstances. Today, however, the Canadian public is
expecting non-profit organizations, and those who run them, to more accountable and
business-like in managing their affairs.

The following information has been provided to inform board members of their legal
responsibilities as well as to provide practical suggestions for managing these risks and
minimizing liability. While the information being presented contains some legal information,
it does not provide legal advice. Legal advice will vary with the individual situation, and
depend in part on the nature of the volunteer organisation.

What is a Director?

A director is an individual who is a member of a governing board of an organization. This
organization can be “unincorporated” and thus have no legal status, or it can be
“incorporated” as a corporation under federal or provincial statutes. This corporation can be
for-profit, organized to pursue commercial objectives, or it can be non-profit, organized to
fulfill benevolent or charitable purposes.

Organizations come in a variety of types and sizes, under a variety of names. A non-profit
organization can be referred to as a club, association, society, corporation, league, or
committee.
If the organization is incorporated, the directors will be formally appointed under a statutory
procedure, and the names of the directors will be registered with a public agency. The
incorporation of a society under a federal or provincial statue establishes the organization
as a legal entity (an “artificial person”) that exists independently as separate and distinct
from its members. This legal entity can:

- Own property in its own name

« Acquire rights, obligations and responsibilities

- Enter into contracts and agreements

- Sue and be sued as if it was a real person
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An unincorporated organization is not a society in the sense that it has no separate legal
entity and has no legal status apart from that of its members. For example, an
unincorporated entity cannot:

- Enter into contracts of its own. What that means is that the directors or officers who
execute the contract on behalf of the organization might be held to that contract in
their personal capacities.

- Be sued as an organization. However directors either collectively or individually, can
be sued by a third party.

What is a Board of Directors?

Most organizations are governed by either an administrative/“hands-on” board or a policy-
governing board. In most cases these boards are more commonly known as a board of
directors, a board of governors or a board of trustees.

The primary responsibility of this board is to provide leadership and direction to the
organization, and to govern its affairs on behalf of members (or shareholders, in the case of
companies).

Directors are usually elected or appointed to their positions on the board. Directors may
also be officers, where an officer fulfills certain corporate roles and functions, such as those

duties of a “president”, “treasurer” or “secretary” of the organization. Officers can also be
senior staff persons, and in rare circumstances, staff persons can also be directors.

What are the Legal Duties of Directors?

The basic responsibility of directors is to represent the interest of the members in the
directing the affairs of the organization and to do so within the law.

In representing the members of the organization and acting as their “trustee”, directors have
three basic duties:

1. The duty of diligence.

Directors and officers generally must act with the care that a reasonably prudent person in a
similar position would use under similar circumstances. They must perform their duties in
good faith and in a manner they reasonably believe to be in the best interest of the
corporation. Prior to making a business decision, D&O's must inform themselves of all
material information reason-ably available to them.

Informed Decisions: This duty requires not only reasonable behavior with respect to matters
submitted for approval, but also requires reasonable inquiry and monitoring of corporate
affairs. Although directors and officers are not insurers of the integrity of their subordinates
or of general organizational performance, they are required to implement reasonable
programs to promote appropriate organizational conduct and to identify improper conduct.
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For larger societies, this includes the duty to implement reasonable programmes and
policies to promote good conduct, and to identify and prevent improper conduct.

In the United States, and increasingly in Canada, this duty of diligence may be higher for
D&O's of charitable or other types of non-profit entities. The higher standard of care is
similar to the high fiduciary duty owed by trustees to beneficiaries of the trust they
administer. The justification for this higher standard is the perception that the non-profit
D&O's are entrusted with assets and responsibilities for the benefit of people who have little
or no input into the selection of the D&O's

2. The duty of loyalty.

This is the duty place the interests of the organization first, and to not use one’s position as
a director to further private interests. This duty requires directors and officers to refrain from
engaging in personal activities which would injure or take advantage of the organization.
They are prohibited from using their position of trust and confidence to further their private
interests. This duty requires an undivided and unselfish loyalty to the organization and
demands that there be no conflict between one's duty to the organization and self-interest.
Examples of prohibited conduct in this regard include:

- D&0O's may not realize secret profits or unfair gain through personal transactions with
or on behalf of the Organization.

+ D&0O's may not compete with the organization to its detriment.

+ D&0O's may not usurp an opportunity of the organization.

+ D&0O's may not realize personal gain from the use of material, nonpublic information.

- D&O's should avoid even the appearance of a conflict of interest.
3. The duty of obedience.
This is the duty to act within the scope of the governing policies of the organization.
Directors and officers are required to perform their duties in accordance with applicable
statutes and the terms of the organization's bylaws and constitution, and can be personally
liable if they authorize an act which is beyond a society’s powers.
This is a particularly acute issue for older societies, which tend to have very restricted

purposes, and for charities, which are prohibited by law from undertaking any significant
degree of advocacy work or political organizing.
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What Types of Liability can Directors Face?

A director who fails to fulfill his or her duties as outlined above may be liable. The term
“liability” refers to the responsibility for the consequences of conduct that fails to meet a pre-
determined legal standard. Usually, the term “consequences” refers to damage or loss
experienced by someone, and being responsible for such consequences means having to
pay financial compensation.

Liability arises in the following four situations:

1. Statute — a law is broken. The consequences are payment of a fine, having restrictions
placed on one’s rights or privileges, or imprisonment.

2. Contract — a contract is breached or violated, where a contract is a legally enforceable
promise between two or more parties. The consequences are correcting the breach through
some form of performance or service, or financial compensation.

3. Tort — an act, or a failure to act, whether intentionally or unintentionally, causes injury or
damage to another person. The consequences are payment of a remedy in the form of
financial compensation.

4. Wrongful Acts — these are errors, omissions, actions or decisions that harm others, not
through damaging their property or their physical person, but through interfering with their
rights, opportunities or privileges.

Limiting Liability

Incorporation is the first step in limiting liability, because it removes personal liability from
directors, except for decisions made in bad faith.

Indemnification is the next step, in which the organization agrees to indemnify its directors
in the event that they are found personally liable. It is almost universal practice for non-profit
organizations to “indemnify” their directors for liabilities that they might incur in carrying out
their duties as a director. To “indemnify” means to put someone back in the same financial
position as they were in before. An indemnified director would be compensated for legal
fees, fines that were paid under a statute, a financial settlement that resulted from a lawsuit
or any other legal obligation that a director required to fulfill.

Of course, an indemnity is only as good as the organizations ability to back it. In cases
where this is suspect, or the risk is intolerable, directors liability insurance is usually
recommended. This is the third common step in limiting liability concerns.



6

Directors Liability for Non Profits

General Principles of Directors and Officers Liability

As mentioned above directors and officers are subject to three basic duties in performing
their responsibilities. In addition, this section looks at the Business Judgment Rule which is
an excellent "test" of an individual decision. This applies to directors of incorporated non-
profits, when the party with a claim against that no profit is seeking to sue individual
directors. If a decision can meet the criteria posed by the Business Judgment Rule, then
you will have an excellent defense against a directors and officers claim.

If you can show that the Business Judgment Rule applies to a decision, then the directors
are presumed to have acted properly and to have satisfied the three basic duties (diligence,
loyalty, obedience). The BJR recognizes that not all decisions of directors will result in
benefit to the organization and that directors will be personally liable for loss to the
organization only if the elements of the defense are not satisfied.

To obtain the benefit of this important defense, directors must act in good faith and with a
reasonable basis for believing that their conduct is in the lawful and legitimate furtherance of
the organization's purposes and must exercise their honest business judgment after due
consideration of what they reasonably believe to be the relevant factors.

Five elements of the BJR are generally recognized:

1. Business decision.

2. Disinterestedness

2. Due care.

4. Good faith.

5. No abuse of discretion.

1. Business decision.

The BJR protects directors against claims for wrongful acts, but not against claims for
failure to act. Inaction by directors is protected by the BJR only if it is a result of a conscious
decision to refrain from acting. Inaction is not a defense, there must be a conscious design
not to act.

2. Disinterestedness.
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The BJR protects directors who are disinterested and independent with respect to the
challenged action. For this purpose disinterested directors are those who neither appear on
both sides of the transaction nor expect to derive any personal financial benefit from it in the
sense of self-dealing, as opposed to a benefit which inures to the corporation or all the
stockholders generally.

3. Due care.

The BJR protects directors if they reached an informed decision after making a reasonable
effort to ascertain and consider all relevant information reasonably available to them and
after reasonably deliberating the decision.

4. Good faith.

The BJR protects directors if they acted with a good faith belief that their business decision
was in the best interests of the corporation. The protection will not apply if the directors
acted solely or primarily to preserve their positions or otherwise to benefit themselves.

5. No abuse of discretion.

The BJR protects directors against honest errors of judgment, but does not provide
protection for decisions that cannot be supported by some rational basis and are egregious
on their face.

Evidence

This leads to the final question, which is, can a Board prove that it exercised due care, and
acted in good faith. Evidence can come from anywhere, including viva voce testimony of
board members, but the best protection against unwarranted attacks is to have good
minutes. Proper minutes will not simply be a list of who moved what and whether motions
passed or not. They should also contain a short précis of what points were raised, and
what rationale the Board had for making its decision. Not only are these sorts of minutes
invaluable for future boards who might want to know why a decision was made, but they are
also considered very authoritatively by Courts, and will close the door on speculation that is
sometimes brought out to attack the motives for a board decision.



