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Business Operations in Canada

PORTFOLIO DESCRIPTIONPORTFOLIO DESCRIPTION

Tax Management Portfolio, Business Operations in Canada, No. 7050-2nd, contains 
general information and tax rules to enable United States and other foreign businesses to 
understand the commercial and tax law likely to be of concern to them in their business 
dealings with Canada.

Among the non-tax matters covered in this Portfolio are the formation and operation 
of Canadian business entities, anti-trust (or combines) law, the United States-Mexico-
Canada Agreement, and legislation dealing with review of foreign investment in Canada.

The rules of income taxation are covered with particular emphasis on problems likely 
to be encountered by foreign businesses. The discussion of individual and corporate in-
come taxes is based upon the federal Income Tax Act. The discussion of income taxes is 
directed toward a basic explanation of the Canadian tax system, special rules applicable 
to corporations, and the taxation of nonresidents. Other sections deal with tax avoidance, 
the computation of income, and administration of the income tax legislation.

Among the Worksheets are links to the forms commonly used in connection with the 
Income Tax Act.

This Portfolio may be cited as Marley and Ludwin, 7050-2nd T.M., Business Opera-
tions in Canada.

This Bloomberg Tax Portfolio is not intended to provide legal, accounting, or tax advice for any purpose 
and does not apply to any particular person or factual situation. Neither the author nor the publisher as-
sumes responsibility for the reader’s reliance on information or opinions expressed in it, and the reader is 
encouraged to verify all items by reviewing the original sources.
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DETAILED ANALYSISDETAILED ANALYSIS

I.I. Canada: The Country, Its Government andCanada: The Country, Its Government and
Legal SystemLegal System

A. Canada — The Country and Its Government

Canada is a federal state in which legislative authority
is constitutionally divided between the federal and provincial
governments. Jurisdiction over some areas and activities is ex-
clusively that of either the federal government or the provincial
governments, while jurisdiction over other areas is shared. In
addition, the provincial governments normally delegate specif-
ic powers to the municipal governments. As a result, a business
may be regulated at each of the three levels: federal, provincial
and municipal.

1. The Country

Canada consists of 10 provinces and three territories with
a total population of over 40 million. The three largest metro-
politan areas are Toronto, Montreal and Vancouver. The capital
city, Ottawa, is located in Ontario, the most populous province.

Canada is officially bilingual, with English and French
having equal status in all institutions of the federal government.

2. Political Organization/Government

Canada is a constitutional monarchy with the King of the
United Kingdom as the official head of state. In practice, how-
ever, it is a completely independent sovereign state having full
international status. Governments are democratically elected at
each of the federal, provincial and municipal levels. The titu-
lar head of state is the Governor General. Although technically
the representative of the King in Canada, the Governor General
is chosen based on the recommendation of the Prime Minister.
The government is indicated in the style of cause for most tax
cases as “The King” (or, for decisions issued during the reign
of Queen Elizabeth II, “The Queen”).

As a federal state, legislative authority in Canada is con-
stitutionally divided between the federal and provincial gov-
ernments under enumerated heads of powers. Jurisdiction over
some areas and activities is exclusively that of either the federal
government or the provincial governments, while jurisdiction
over other areas is shared. The federal government has jurisdic-
tion over “the raising of money by any mode or system of taxa-
tion,” while provinces have jurisdiction over the broad category
of “property and civil rights in the province” as well as “direct
taxation within the province in order to the raising of a revenue
for provincial purposes.” Any residual powers falling outside
the enumerated heads of power fall to the federal government.
In addition, the provincial governments normally delegate spe-
cific powers to the municipal governments, which have no con-
stitutional status and are instead created by the provinces. As a
result, a business may be regulated at each of the three levels:
federal, provincial and municipal.

The federal government consists of three branches: leg-
islative, executive, and judicial. The legislature consists of the
House of Commons, members of which are democratically

elected; the Senate, members of which are appointed by the
Governor General based on the recommendation of the Prime
Minister; and the King, as represented by the Governor Gen-
eral. The executive, by convention, comprises members of the
House of Commons and, rarely, Senators. Legislation is enact-
ed by means of a bill, which can originate in either chamber of
the legislature (the House of Commons or the Senate). Tax bills
must, however, originate in the House of Commons. The bill
must pass both chambers.

Further details of the judiciary are found in section I.B.2.,
below.

B. Sources of Law

1. Statutes

The federal legislative process in Canada begins with a
proposed law being introduced as a bill in Parliament, either in
the House of Commons or the Senate. After a first reading in
either house, the bill is printed. During the second reading (in
the same house), members debate and vote on the principle of
the bill. It may then be referred to a legislative, standing or spe-
cial committee that will report the bill back to the house and
indicate any proposed amendments. During the third reading,
members will debate and vote on the bill (as amended); it then
passes to the other house for consideration. Finally, it is pre-
sented to the Governor General (as representative for the King
in Canada) for royal assent; once royal assent is granted, the
bill becomes law.

Statutes may come into force upon either royal assent or
proclamation, or on a day specified in the act. Although tax
amendments follow this same legislative process, they are often
released as draft legislation prior to being introduced as a bill.
This allows members of the public to comment on the propos-
als and identify concerns at an early stage. Upon receiving roy-
al assent, in many cases draft tax amendments apply retroac-
tively to the date on which they were first introduced in draft
form.

The legislative process of the provincial governments is
structured similar to that of the federal government.

2. Court System

With the exception of Quebec, all the provinces of Canada
are common law jurisdictions, deriving their private law and
many public institutions from British precedents. Quebec is a
civil law jurisdiction and derives its private law generally from
the body of French law that led to the Napoleonic Code in
France. Although the common law provinces have strong his-
torical ties to U.K. common law, U.S. jurisprudence and leg-
islative developments are also influential with Canadian courts
and legislators, particularly with respect to commercial matters.

The judiciary includes both courts of inherent jurisdiction
created by the Constitution and federal courts created by statute
with specified jurisdictions. The Tax Court of Canada is a
statutory court that has exclusive jurisdiction over appeals on
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matters arising under the Income Tax Act,1 the Excise Tax
Act (which includes the goods and services tax),2 and other
specified federal statutes.3 Each statute further sets out the Tax
Court’s powers; for example, the Income Tax Act specifies that
the court may dispose of an appeal by dismissing or allowing
it and either vacating or varying the assessment at issue or re-
ferring it back to the Minister of National Revenue for recon-
sideration and reassessment.4 The Minister of National Revenue
has formal responsibility over administering and enforcing the
Income Tax Act, though in practice the administration and en-
forcement is carried out by the Canada Revenue Agency.

Another statutory court is the Federal Court of Canada,
which has “concurrent original jurisdiction in all cases in which
relief is claimed against the Crown,” as well as “exclusive orig-
inal jurisdiction” to grant certain relief in respect of “any feder-
al board, commission or other tribunal” in response to an appli-
cation for judicial review.5 The Federal Court of Canada’s juris-
diction accordingly includes judicial review of decisions made
by governmental or quasi-governmental authorities in exercis-
ing their statutory powers.

Disputes between taxpayers and the government regarding
which court, the Tax Court of Canada or the Federal Court of
Canada, has jurisdiction over a particular tax matter occasion-
ally arise. In Canada (National Revenue) v. JP Morgan Asset
Management (Canada) Inc., the Federal Court of Appeal struck
a notice of application to the Federal Court of Canada for judi-
cial review, holding that taxpayers cannot seek relief from the
Federal Court if “an appeal to the Tax Court is available, ad-
equate and effective in giving the taxpayer the relief sought.”6

Such appeals include those concerning the validity of an assess-
ment (“the Federal Court is not allowed to vary, set aside or va-
cate assessments”), the admissibility of evidence supporting an
assessment, and abuses of the Tax Court’s own processes.7 In
Canada v. Dow Chemical Canada ULC, the taxpayer appealed
to the Tax Court to challenge the Minister’s refusal to make a
downward transfer pricing adjustment, which under the Income
Tax Act is discretionary.8 The Supreme Court upheld the Fed-
eral Court of Appeal’s decision that the Federal Court of Cana-

1 R.S.C. 1985, c. 1 (5th Supp.).
2 R.S.C. 1970, c. E-15, as amended.
3 Tax Court of Canada Act, R.S.C. 1985, c. T-2, s. 12.
4 R.S.C. 1985, c. 28 (1st Supp.), s. 171(1).
5 Federal Courts Act, R.S.C. 1985, c. F-7, ss. 17, 18.
6 2013 FCA 250 at para. 82.
7 Ibid. at paras. 82, 93.
8 2022 FCA 70.

da and not the Tax Court has jurisdiction over how the Minis-
ter of National Revenue chooses to exercise statutorily granted
discretion powers such as those concerning downward transfer
pricing adjustments.9

Appeals from both the Tax Court and the Federal Court of
Canada are heard by the Federal Court of Appeal.10 A further
appeal may then be available to the Supreme Court of Canada,
which has jurisdiction over virtually any legal proceeding aris-
ing in Canada, though in most cases (and virtually all cases
concerning the tax system) parties must seek leave from the
Supreme Court for their appeal to be heard.

3. Arbitration System

Arbitration is available in Canada as a private dispute res-
olution mechanism. Parties must agree to have their dispute
heard by one or more arbitrators. The agreement can occur be-
fore or after the dispute arises, including by entering into an ar-
bitration agreement (either as a standalone contract or as part of
a broader contract). Parties usually have significant flexibility
in choosing the arbitrator(s), the procedure, the applicable law,
and the forum for the arbitration.

The decision of the arbitrator(s) can be generally be en-
forced by a court. The arbitration agreement can restrict the
parties’ right to appeal the arbitrator’s decision to a court.

Domestic provincial and territorial arbitration statutes set
out a default procedure for domestic arbitration, establish mini-
mum requirements, and specify when a court can intervene (in-
cluding circumstances where a party can appeal or apply to set
aside an arbitrator’s decision). Separate rules govern interna-
tional arbitration.

Arbitration is not currently an option for resolving Canadi-
an tax disputes between taxpayers and tax authorities other than
arbitration under a tax treaty, which is most notably available
under the Canada-U.S. tax treaty (discussed below in XII.G.5.).
A number of Canada’s other tax treaties have an arbitration pro-
vision in their mutual agreement procedure (MAP) article. In
addition, Canada elected to apply the arbitration provisions in
Part VI of the Multilateral Instrument (MLI).

9 Dow Chemical Canada ULC v. Canada, 2024 SCC 23. See also a related
decision regarding the availability of declaratory relief relating to the conduct
of a tax appeal released by the Supreme Court at the same time: Iris Technolo-
gies Inc. v. Canada, 2024 SCC 24.

10 Federal Courts Act, R.S.C. 1985, c. F-7, s. 27.
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II.II. Operating a Business in CanadaOperating a Business in Canada

A. Foreign Investment Control — Investment Canada Act

1. In General

The Investment Canada Act11 (ICA) applies to an invest-
ment in an existing Canadian business or the establishment of
a new Canadian business by a non-Canadian investor. In gen-
eral, a “non-Canadian” investor is an individual who is neither
a Canadian citizen nor a permanent resident of Canada, or an
entity that is controlled, or deemed to be controlled, by one or
more non-Canadians. The ICA applies regardless of whether
the Canadian business being acquired is Canadian-controlled.

The ICA sets out certain rules regarding when an acqui-
sition of control has occurred. The acquisition of a majority
of the voting interests of an entity, including a corporation, is
deemed to be an acquisition of control. The acquisition of be-
tween one-third and one-half of the voting shares of a corpo-
ration is presumed to be an acquisition of control unless it can
be shown that the investor has not in fact acquired control of
the corporation. The acquisition of less than one-third of the
voting shares of a corporation is deemed not to be an acquisi-
tion of control. In the case of entities other than corporations,
such as partnerships, trusts or joint ventures, an acquisition of
less than a majority of the voting interests is deemed not to be
an acquisition of control. The ICA also provides for Ministerial
discretion regarding the acquisition of control where the non-
Canadian investor is a state-owned enterprise (SOE) or where
the Canadian business is a “cultural business” as defined in the
ICA.

Under the ICA, acquisitions of control where certain mon-
etary thresholds are exceeded by the Canadian business are
subject to pre-closing Ministerial review and approval. In such
circumstances, the non-Canadian investor must demonstrate
that its investment is likely to be of “net benefit to Canada.”
Acquisitions by non-Canadian investors that fall below these
thresholds and establishments of new Canadian businesses by
non-Canadian investors must be notified to the Canadian gov-
ernment.

Any level of investment by a non-Canadian investor in a
Canadian business may be subject to a national security review
if the government determines that the investment may be “inju-
rious to national security.” This includes establishments of new
businesses and investments that do not involve an acquisition
of control of a Canadian business.

In March 2024, the federal government enacted Bill C-34,
the National Security Review of Investments Modernization
Act, bringing a significant suite of changes to the ICA. While
some of these amendments came into force in September 2024,
others will come into force on a date to be fixed by Cabinet (as
these changes will require drafting new regulations or interpre-
tation notes). Once in force, the remaining Bill C-34 amend-
ments will, among other things, establish a mandatory pre-
closing notification regime for certain types of investments in
sensitive sectors by non-Canadian investors and provide for a

11 R.S.C. 1985, c. 28 (1st Supp.).

discretionary net benefit review for acquisitions of control by
SOEs from non-trade agreement jurisdictions.

2. Reviewable Transactions

a. Thresholds

Acquisitions of control by non-Canadian investors of
Canadian businesses that meet the following review thresholds
are subject to pre-closing Ministerial review and approval:

(i) For a direct acquisition of control of a publicly-traded
entity, privately-held entity, or of substantially all of the
assets used in carrying on a Canadian business (outside of
the cultural sector):12

• Can. $2.079 billion (for 2025) in enterprise value if
the investor or the current controller of the Canadian
business is a national of a country with which Canada
has a free trade agreement (currently Australia, Brunei,
Chile, Colombia, Honduras, Japan, Malaysia, Mexico,
New Zealand, Panama, Peru, Singapore, South Korea,
Ukraine, the United Kingdom, the United States, Viet-
nam and the European Union); or

• Can. $1.386 billion (for 2025) in enterprise value if
the investor or the current controller of the Canadian
business is not a national of a country with which Cana-
da has a free trade agreement but is a national of a WTO
member state.

(ii) For a direct acquisition of control of a cultural business
— book value of assets of the Canadian business is Can.
$5 million or more.

(iii) For a direct acquisition of control by a non-WTO in-
vestor of a non-WTO controlled target — book value of
assets of the Canadian business is Can. $5 million or more.

(iv) For a direct acquisition of control by a state-owned
enterprise (SOE) investor — book value of the assets of
the Canadian business is Can. $551 million or more (for
2025).
Indirect non-WTO investment or indirect investment in

the cultural sector is subject to a post-closing review where the
book value of assets of the Canadian business is Can. $50 mil-
lion or more, although if the Canadian assets acquired represent
more than 50% of the value of all assets acquired through the
transaction, then the threshold is Can. $5 million or more.

The manner in which enterprise value and book value of
assets are to be calculated is prescribed by statute.

Direct acquisitions of Canadian businesses where the
thresholds are not met, and indirect trade agreement/WTO in-
vestments, including by SOEs, are currently subject to notifi-
cation only (although national security review could still apply
— as discussed below).

b. The Substantive Test — Net Benefit to Canada

For an investment to secure Ministerial approval under the
ICA, the investor must demonstrate that the investment is like-

12 The acquisition thresholds are adjusted annually to reflect changes to the
Gross Domestic Product (GDP).
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ly to be of “net benefit to Canada” with reference to the pre-
scribed statutory factors set out in section 20 of the ICA, name-
ly:

(i) The effect of the investment on the level and na-
ture of economic activity in Canada;

(ii) The degree and significance of participation by
Canadians in the Canadian business;

(iii) The effect of the investment on productivity, in-
dustrial efficiency, technological development, prod-
uct innovation and product variety in Canada, includ-
ing the effect of the investment on any rights relating
to intellectual property whose development has been
funded, in whole or in part, by the Government of
Canada;

(iv) The effect of the investment on competition
within any industry or industries in Canada;

(v) The compatibility of the investment with national
industrial, economic and cultural policies, taking into
consideration industrial, economic and cultural poli-
cy objectives enunciated by the government or leg-
islature of any province likely to be significantly af-
fected by the investment, including the effect of the
investment on the use and protection of personal in-
formation about Canadians; and

(vi) The contribution of the investment to Canada’s
ability to compete in world markets.
To demonstrate net benefit, the investor generally must

enter into undertakings with the responsible Minister relating
to matters such as employment, Canadian management and
head office capital expenditures, research and development,
and charitable and community contributions.

There are special policies that apply to acquisitions of cer-
tain cultural businesses and acquisitions by SOEs. In particular,
once in force, the Bill C-34 amendments will grant federal Cab-
inet the discretion to order a net benefit review of any direct or
indirect acquisition of control of a Canadian business where the
investor is a SOE that is not a trade agreement investor.

c. Review Process and Timeline

Once the investor has filed an application for review with
the responsible Minister, there is a review period of 45 days,
which may be (and typically is) extended by the Minister for
an additional 30 days. Any further extensions are agreed to be-
tween the investor and the Minister. In circumstances in which
the application is required to be filed prior to closing (which is
typically the case), the transaction may not be completed until
approval or deemed approval is received under the ICA.

The review and approval of investments falls under the au-
thority of the Minister of Industry, other than investments in
cultural businesses, which are reviewed and approved by the
Minister of Canadian Identity and Culture.

3. Notification

The federal agency, Innovation, Science and Economic
Development Canada or, in the case of cultural businesses, the
Department of Canadian Heritage must be notified whenever a
non-Canadian establishes a new Canadian business that is unre-
lated to any business already being carried on in Canada by that

investor or acquires an existing Canadian business in a transac-
tion that is not reviewable because it does not reach the thresh-
olds discussed above. In such cases, the investor must give no-
tice in the prescribed manner any time before implementing the
investment or within 30 days after completing the investment.
The investment will then proceed without further government
intervention on a “net benefit review basis,” unless it is in a
“cultural business” and the federal Cabinet exercises its juris-
diction to order a review of the transaction in the public inter-
est. Notice generally is not required where the investment is
simply an expansion of the investor’s existing Canadian busi-
ness or is related to a business already operated in Canada by
the investor, except in the case of cultural businesses, where no-
tification is required even for expansion into related businesses
that are not already carried on by the investor. The federal gov-
ernment has published guidance to assist investors in determin-
ing whether new activities carried on in Canada would be treat-
ed as “related” to an existing business.13 A “related business”
under this guidance is generally a business whose central pur-
pose is the more effective operation of the existing business.

As stated above, recent amendments to the ICA will es-
tablish a mandatory pre-closing notification regime for invest-
ments in sensitive sectors by non-Canadian investors and pro-
vide for a discretionary net benefit review for investments by
SOEs from non-trade agreement jurisdictions. While these
amendments have been enacted, the federal Cabinet has not yet
fixed the entry into force date for either of these new provi-
sions.

4. National Security Review

The ICA also provides for the review of any foreign in-
vestment on national security grounds. An investment is subject
to national security review if the Minister considers that the in-
vestment could be “injurious to national security” and a review
is ordered. In particular, even establishments of new businesses
and investments that do not involve an acquisition of control of
a Canadian business may be subject to national security review.

While the standard for what is considered “injurious to na-
tional security” is not defined in the ICA, the federal govern-
ment has published guidelines for the national security review
process.14 Pursuant to these guidelines, in assessing the nation-
al security implications of a proposed investment, the Minister
will consider the nature of the asset or business activities and
the parties, including the potential for third party influence (in-
cluding that of foreign countries). The guidelines further pro-
vide the following non-exhaustive list of factors it will consider
when assessing whether an investment poses a national security
risk:

(i) The potential effects of the investment on Canada’s de-
fense capabilities and interests, including but not limited
to the defense industrial base and defense establishments.

(ii) The potential effects of the investment on the transfer
of sensitive technology or know-how outside Canada, in-
cluding consideration of whether the investment provides

13 https://ised-isde.canada.ca/site/investment-canada-act/en/investment-
canada-act/guidelines/all-guidelines#p1.

14 https://ised-isde.canada.ca/site/investment-canada-act/en/investment-
canada-act/guidelines/guidelines-national-security-review-investments.
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access to information not in the public domain related
to the research, design or manufacture of sensitive tech-
nologies. The federal government’s Sensitive Technology
List identifies the following 11 broad technology areas
with national security implications that the Government of
Canada considers to be sensitive:

• Advanced Digital Infrastructure Technology;

• Advanced Energy Technology;

• Advanced Materials and Manufacturing;

• Advanced Sensing and Surveillance;

• Advanced Weapons;

• Aerospace, Space and Satellite Technology;

• Artificial Intelligence (AI) and Big Data Technology;

• Human-Machine Integration;

• Life Science Technology;

• Quantum Science and Technology; and

• Robotics and Autonomous Systems.15

(iii) Involvement in the research, manufacture or sale of
goods/technology identified in Section 35 of the Defence
Production Act.

(iv) The potential impact of the investment on the supply
of critical goods and services to Canadians, or the supply
of goods and services to the Government of Canada.

(v) The potential impact of the investment on critical min-
erals and critical mineral supply chains. For further details
regarding what constitutes a critical mineral, see Canada’s
Critical Minerals List.16

(vi) The potential impact of the investment on the security
of Canada’s critical infrastructure. Critical infrastructure
refers to processes, systems, facilities, technologies, net-
works, assets and services essential to the health, safety,
security or economic well-being of Canadians and the ef-
fective functioning of government.

(vii) The potential of the investment to undermine Cana-
da’s economic security through the enhanced integration
of the Canadian business with the economy, or any sector
of it, of a foreign state.

(viii) The potential of the investment to enable foreign sur-
veillance or espionage.

(ix) The potential of the investment to hinder current or fu-
ture intelligence or law enforcement operations.

(x) The potential impact of the investment on Canada’s in-
ternational interests, including foreign relationships.

(xi) The potential of the investment to involve or facilitate
the activities of illicit actors, such as terrorists, terrorist or-
ganizations, organized crime or corrupt foreign officials.

15 https://www.canada.ca/en/services/defence/nationalsecurity/sensitive-
technology-list.html.

16 https://www.canada.ca/en/campaign/critical-minerals-in-canada/critical-
minerals-an-opportunity-for-canada.html.

(xii) The potential of the investment to enable access to
sensitive personal data that could be leveraged to harm
Canadian national security through its exploitation, in-
cluding, but not limited to:

• Personally identifiable health or genetic (for example,
health conditions or genetic test results);

• Biometric (for example, fingerprints);

• Financial (for example, confidential account informa-
tion, including expenditures and debt);

• Communications (for example, private communica-
tions);

• Geolocation; or

• Personal data concerning government officials, in-
cluding members of the military or intelligence commu-
nity.

The federal government has also published policy state-
ments on the application of the ICA to certain sectors, such as
interactive digital media17 and critical minerals.18

A national security review occurs in stages. A full review
may take up to the 200 days set out in the National Security
Regulations or longer as the investor often has no option but to
agree to an extension of the review period or abandon the in-
vestment. During the course of a national security review, the
Minister may impose interim conditions on an investment to
address the risk of national security injury that could arise be-
fore the review is complete.

To resolve the government’s concerns that an investment
may be injurious to national security and conclude the review,
the investor may enter into undertakings with the Minister (e.g.,
requiring prior approval for proposed business locations, im-
plementing specific security protocols for safeguarding data,
granting access to sites for inspections, etc.) or, alternatively,
the federal Cabinet may take any measures to protect national
security, including issuing a prohibition order (or divestiture
order if the investment was previously implemented) or impos-
ing conditions on the investment.

B. Antitrust — Competition Act

1. In General

The Competition Act19 (CA) is a federal law that is in-
tended, among other things, to “maintain and encourage com-
petition in Canada” and “provide consumers with competitive
prices and product choices.” The Commissioner of Competi-
tion and the staff of the Competition Bureau, which is an inde-
pendent federal law enforcement agency, are primarily respon-
sible for the administration and enforcement of the CA. The At-
torney General prosecutes violations of the criminal provisions
of the CA on referral from the Commissioner.

17 https://ised-isde.canada.ca/site/investment-canada-act/en/home/policy-
statement-foreign-investment-review-interactive-digital-media-sector.

18 https://ised-isde.canada.ca/site/investment-canada-act/en/policy-regard-
ing-foreign-investments-state-owned-enterprises-critical-minerals-under-in-
vestment; https://www.canada.ca/en/innovation-science-economic-
development/news/2024/07/ministerial-statement-on-net-benefit-reviews-of-
canadian-critical-minerals-companies.html.

19 R.S.C. 1985, c. C-34.
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2. Criminal Offenses

The CA establishes a number of competition-related crimi-
nal offences, including conspiracies between actual or potential
competitors to fix prices, restrict output or allocate markets in
Canada (as well as the implementation in Canada of such collu-
sive arrangements entered into outside of Canada), bid-rigging,
multi-level marketing, and certain misleading advertising and
telemarketing practices. In June 2023, amendments to the CA
came into force criminalizing wage-fixing and no-poach agree-
ments entered into between unaffiliated employers. Penalties
for violations of the criminal provisions of the CA are fines, im-
prisonment or both.

The CA also permits civil actions in the ordinary courts for
the recovery of damages suffered and resulting from conduct
contrary to a criminal offence provision of the CA.

3. Reviewable Practices

The CA reviewable practices provisions deal with business
conduct that is generally legal but may be prohibited in certain
circumstances. The principal reviewable practices are:

(i) Mergers;

(ii) Abuse of dominance;

(iii) Anti-competitive civil agreements or arrangements;

(iv) Price maintenance;

(v) A variety of vertical non-price restrictions, such as tied
selling, refusal to deal, exclusive dealing and market re-
striction; and

(vi) Certain misleading advertising practices, known as de-
ceptive marketing practices.
The reviewable practices provisions provide that the Com-

petition Tribunal, which is a specialized, independent adjudica-
tive body with expertise in law, economics and business, may
review a practice on application by the Commissioner. In ad-
dition, private parties may, with leave of the Competition Tri-
bunal, seek remedies for breaches of most civil provisions.
Where appropriate, the Competition Tribunal may issue reme-
dial orders (such as a prohibition order). For certain provisions,
a form of monetary relief (payable to a private applicant and
any persons affected by the conduct) and administrative mone-
tary penalties (payable to the government) are also available.

4. Merger Notification and Substantive Review

a. Notification Thresholds

While the Bureau has the authority to review any merger
(which is a broadly defined term in the CA), only certain merg-
ers are subject to mandatory notification. For a transaction to be
subject to mandatory notification, the transaction must exceed
both of the following financial thresholds:

(i) “Party size:” the parties to the transaction, together with
all of their affiliates have:

• Assets in Canada the aggregate gross book value of
which exceeds Can. $400 million; or

• Aggregate gross revenues from sales in, from or into
Canada that exceed Can. $400 million; and

(ii) “Transaction size:”

• For an acquisition of assets in Canada of an operating
business, the aggregate book value of those assets, or
the gross revenues from sales in, from or into Canada
generated from those assets, exceeds Can. $93 million
(for 2025); or

• For an acquisition of voting shares of a corporation
that carries on an operating business or controls a cor-
poration that carries on an operating business, the ag-
gregate book value of the assets of the operating busi-
ness in Canada of the corporation and corporations con-
trolled by it (other than assets that are shares of any
of those corporations), or the gross revenue from sales
in, from or into Canada generated from those assets ex-
ceeds Can. $93 million (for 2025).

Similar “transaction size” thresholds apply in the case of:

(i) A proposed acquisition of an interest in a combination
that carries on an operating business through an unincor-
porated entity; and

(ii) A proposed combination of two or more persons to car-
ry on business through an unincorporated entity if one or
more of the persons proposes to contribute to the combi-
nation assets that form all or part of an operating business
carried on by those persons, or corporations controlled by
those persons.
However, in the case of a proposed amalgamation of two

or more corporations where one or more of those corporations
carries on an operating business or controls a corporation that
carries on an operating business, at least two of the amalgamat-
ing corporations, together with their affiliates, must each have
assets in Canada, or gross revenues from sales in, from or into
Canada in excess of Can. $93 million (for 2025).

If the transaction is an acquisition of shares or an acqui-
sition of an interest in a combination, there is an additional
threshold that must be met. For a share acquisition, notification
is required if the transaction exceeds the monetary thresholds
above and, as a result of the acquisition, the buyer would con-
trol more than 20% of the outstanding voting rights in respect
of a publicly-listed target, or if it already owns more than 20%,
as a result of the acquisition it would own more than 50% of
that target. If the target is a private corporation, then the initial
threshold rises to more than 35% of the voting shares. Similar-
ly, if the transaction is an acquisition of an interest in a com-
bination, notification is required if the transaction exceeds the
monetary thresholds above and, as a result of the acquisition,
the buyer would be entitled to more than 35% of the profits or
assets on dissolution, or if more than 35% is already held, to
more than 50% of the profits or assets on dissolution.

b. The Substantive Test — Substantial Lessening or
Prevention of Competition

In reviewing a merger, the Competition Tribunal must de-
termine whether the transaction “prevents or lessens, or is like-
ly to prevent or lessen, competition substantially” in a market.
To this end, the Competition Tribunal may consider the follow-
ing non-exhaustive list of factors:
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(i) Whether foreign products or competitors will provide
competitive discipline to the merging parties;

(ii) Whether the business or part of the business of a party
to the merger has failed or is likely to fail;

(iii) The extent to which there are acceptable substitutes
for the products of the merging parties;

(iv) Barriers to entry and the effect of the merger on such
barriers;

(v) Whether there will be effective remaining competition
following the merger;

(vi) Whether the merger will eliminate a vigorous and ef-
fective competitor;

(vii) The nature and extent of change and innovation in the
relevant market in which the merging parties operate;

(viii) Network effects within the market;

(ix) Whether the merger would contribute to the entrench-
ment of market position held by the leading incumbents;

(x) Any effect of the merger on price or non-price compe-
tition, including quality, choice or consumer privacy;

(xi) Any change in concentration or market share that the
merger has brought about or is likely to bring about;

(xii) Any likelihood that the merger will or would result
in express or tacit coordination between competitors in a
market; and

(xiii) Any other factor that the Competition Tribunal
deems relevant.
Recent amendments to the CA have also introduced a re-

buttable structural presumption of anti-competitive effects for
a merger where certain concentration and market share thresh-
olds are exceeded.

The Bureau has supplemented these statutory factors with
its Merger Enforcement Guidelines that set out in detail its ap-
proach to merger review.

c. Review Process and Timeline

Where notification is required, the parties are not permit-
ted to complete the transaction until a 30-day statutory waiting
period has expired. Prior to the expiry of this initial period, the
Commissioner may initiate a second-stage review through the
issuance of a supplementary information request (SIR). Where
a SIR is issued, the waiting period is stopped until the parties
comply with the SIR, after which a second 30-day waiting peri-
od commences. Following expiry of the second 30-day waiting
period, the parties may proceed to complete the transaction, un-
less challenged or enjoined by the Commissioner.

There is also a procedure that allows the Commissioner to
require a target to make a filing in response to an unsolicited
offer. The timing of the Bureau’s review in such a case is dri-
ven by the date of the buyer’s filing.

In circumstances where there are no or very limited com-
petitive overlaps between the parties, the parties can request
that the Commissioner issue an advance ruling certificate
(ARC). An ARC, which can be obtained in approximately two
or three weeks where there are no material competitive issues,

would exempt the acquisition from the formal notification pro-
visions of the CA.

d. Remedies

The Commissioner retains the right to challenge any trans-
action (other than transactions with respect to which the Com-
missioner has issued an ARC) within either: (i) one year after
its completion in the case of mergers that were subject to no-
tification or for which an ARC request was filed; or (ii) three
years after its completion in the case of any other merger.

Where the Commissioner believes that a completed merg-
er substantially prevents or lessens competition (or in the case
of a proposed merger, is likely to have that effect), he or she
may bring an application to the Competition Tribunal for a re-
medial order, such as a divestiture of assets or shares, or a pro-
hibition order. Where the Commissioner and the merging par-
ties agree to a remedy to address the Commissioner’s concerns,
they typically document it in a consent agreement that is reg-
istered with the Competition Tribunal. Upon registration, the
consent agreement has the same effect as an order of the Com-
petition Tribunal.

C. Trade and Commerce Regulation

1. Import-Export

a. In General

Both importers and exporters are subject to numerous reg-
ulations in Canada. Customs legislation imposes a variety of
administrative requirements regarding the reporting and entry
of goods into Canada. Other import regulations are designed to
implement government policies on international trade, to pro-
tect the Canadian environment from potentially injurious im-
ports, to collect revenue, or to regulate the import of certain
classes of goods such as food, drugs and agricultural products.

Export control legislation implements Canada’s interna-
tional obligations under various international agreements re-
quiring the control of certain goods and technology. The export
permit system is primarily governed by the Export and Import
Permits Act,20 which governs goods and technology including
those used in the military and nuclear sectors, United States
originating goods and technology, encryption technology, and
dual-use goods having both military and conventional applica-
tions.

b. Import Regulations

Most statutes regulating the importation of goods into
Canada are administered in conjunction with the federal Cus-
toms Act.21 Under the Customs Act, imported goods must be
reported to Canada Border Services Agency (CBSA) officers,
and any applicable duties and taxes paid. Where imported
goods are subject to controls under legislation other than the
Customs Act, CBSA officers also have the authority to enforce
such regulations. A wide range of enforcement provisions are
available to CBSA officers, including criminal sanctions and
civil penalties, which may involve the seizure and forfeiture

20 R.S.C. 1985, c. E-19.
21 S.C. 1985, c. 1 (2d Supp.).
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of goods and the imposition of fines. CBSA officers also have
substantial audit powers to ensure compliance with import con-
trols, and importers are required to keep extensive books and
records.

The Customs Tariff22 imposes duties on a wide range of
imported goods. Rates of duty depend on the country of origin
and the nature of the product. Country of origin is determined
under a series of rules found in the Customs Tariff, the United
States-Mexico-Canada Agreement (USMCA) and other free
trade agreements entered into by Canada, and may also reflect
the WTO Agreement on Rules of Origin. Generally, goods
originating in countries that have a free trade agreement with
Canada benefit from the lowest tariff treatment, often attracting
no duty. Many non-agricultural imports, including manufac-
turing equipment, machinery and inputs, are also duty-free for
WTO Members under Canada’s most-favoured nations tariff
rate.

In addition to the USMCA, Canada has free trade agree-
ments with Chile, Colombia, Costa Rica, Honduras, Israel, Jor-
dan, Panama, Peru, South Korea, the European Union (provi-
sionally applied only), the European Free Trade Association
(which includes Iceland, Liechtenstein, Norway and Switzer-
land), Ukraine and the United Kingdom. Canada is also a party
to the Comprehensive and Progressive Agreement for Trans-
Pacific Partnership (CPTPP), which is a plurilateral trade
agreement that is currently in force between Canada and each
of Australia, Brunei, Chile, Japan, Malaysia, Mexico, New
Zealand, Peru, Singapore and Vietnam. The United Kingdom
is also a party to the CPTPP but because Canada has not yet
ratified its accession, the CPTPP does not yet apply to Canada-
U.K. trade.

Goods are classified according to the Harmonized Com-
modity Description and Coding System, which is the standard
tariff classification structure used by most countries in interna-
tional trade. The Harmonized Code classifies goods using six
digits. Canada’s Customs Tariff then adds four digits, the first
two for more accurate classification and the latter two for statis-
tical purposes. The Canadian system for determining value of
goods for duty purposes is based on the international Customs
Valuation Code.

In Canada, a goods and services tax (GST) or harmonized
sales tax (HST), which is similar to a value added tax (VAT),
is imposed on most goods imported into Canada. The rate of
tax that applies depends on the province into which the goods
are imported and whether they are commercial goods. Gener-
ally, goods imported for commercial purposes are only subject
to the 5% GST even if imported into an HST province. GST/
HST is imposed on the value for duty of imported goods, plus
any applicable duties.23 Special excise taxes and duties are also
levied on certain goods (such as tobacco products, vaping prod-
ucts, alcohol and cannabis (which was legalized in Canada on
October 17, 2018)).24

Regulations under the Customs Tariff25 provide for relief
from import duties in certain situations. This relief, in the form

22 S.C. 1997, c. 36.
23 Customs Act, R.S.C. 1985, c. 1 (2d Supp).
24 Excise Tax Act, R.S.C. 1985, c. E-15.
25 S.C. 1997, c. 36; see Goods Imported and Exported Refund and Draw-

back Regulations, SOR/96-42.

of drawbacks or exemptions, may be available where goods are
imported and subsequently exported, used in the manufacture
of products that are ultimately exported, used in the production
of goods sold in Canada if an equal amount of a similar Cana-
dian material is used in manufacturing the product for export,
or used in Canada for prescribed purposes or in specified in-
dustries. It should be noted, however, that the USMCA limits
the availability of drawbacks on duties (custom, anti-dumping
and countervailing) for exports to USMCA parties. Duty relief
may also be available where certain imported machinery is not
available in Canada. The Customs Tariff also provides for the
discretionary remission of duties. The Financial Administration
Act26 permits the remission of duties and taxes where the Cana-
dian government considers their collection unreasonable, un-
just or not in the public interest.

Various statutes regulate the importation of goods into
Canada with respect to product standards or potential health
and safety concerns. The following list is illustrative:

(i) The Consumer Packaging and Labeling Act27 prescribes
information required on pre-packaged consumer products
imported into Canada, including rules regarding bilingual
labeling (see also III.F., below).

(ii) The Textile Labeling Act28 prescribes information re-
quired in both English and French on imported consumer
textile articles.

(iii) The Food and Drugs Act29 protects consumers from
fraud, injury and deceptive practices by imposing labeling
and packaging standards for imported foods, drugs, cos-
metics and medical devices.

(iv) The Canadian Environmental Protection Act30 pro-
hibits the importation of substances new to Canada until
specified information regarding potential toxicity has been
provided and determined, and necessary controls identi-
fied. The importation of sufficiently toxic substances may
be prohibited entirely.

(v) The Hazardous Products Act31 provides lists of prod-
ucts that may not be advertised, sold or imported into
Canada, as well as products that may be imported only if
authorized by the Regulations. Related restrictions apply
under the Explosives Act,32 the Pest Control Products Act33

and the Nuclear Energy Act.34

(vi) Other controls are imposed on the importation of agri-
cultural products, specific food products, grains, alcoholic
beverages, radiation emitting devices, offensive weapons,
and oil and gas. Environmental protection and language
legislation (see III.F., below) may also regulate the impor-
tation and labeling of many products.

26 R.S.C. 1985, c. F-11.
27 R.S.C. 1985, c. C-38.
28 R.S.C. 1985, c. T-10.
29 R.S.C. 1985, c. F-27.
30 S.C. 1999, c. 33.
31 R.S.C. 1985, c. H-3.
32 R.S.C. 1985, c. E-17.
33 S.C. 2002, c. 28.
34 R.S.C. 1985, c. A-16.
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(vii) The entry of certain goods (especially supply-man-
aged agricultural goods such as wheat, poultry products
and dairy products) into Canada may be quantitatively
limited by quotas or tariff-rated quotas if the goods appear
on the Import Control List established under the Export
and Import Permits Act.35

(viii) Special measures apply where import practices have
adverse effects on Canadian industry. These are designed
to protect Canadian domestic industries from unfair trade
practices such as injurious dumping by foreign exporters
and injurious subsidization by foreign governments. For
example, potentially significant anti-dumping and/or
countervailing duties are imposed under the Special Im-
port Measures Act36 if the CBSA determines that a foreign
good has been dumped and/or subsidized and the Cana-
dian International Trade Tribunal (CITT) determines that
this has caused or is threatening to cause material injury
to a Canadian domestic industry producing like goods.
Safeguard remedies also exist to deal with rapid increases
in the volume of imported goods that are a significant
cause of serious injury to domestic industries producing
like goods. If the CITT determines that a safeguard mea-
sure is warranted, it may recommend to the Governor in
Council that one of three remedies be imposed: a tariff; a
tariff rate quota that applies one tariff rate to subject goods
until a predetermined volume of goods is imported, fol-
lowing which a higher tariff rate is imposed; or a quota
that establishes a limit on the volume of subject goods that
may be imported.
Under the authority of section 53 of the Customs Tariff,

Canada imposed a 100% surtax on electric vehicles produced
in China and a 25% surtax on steel and aluminum goods pro-
duced in China, effective October 1, 2024 and October 22,
2024, respectively. The stated purpose of the surtaxes, which
are similar in scope and rates to U.S. “Section 301” tariffs that
were finalized on September 13, 2024, is to address unfair Chi-
nese trade practices.

The surtaxes are payable by the importer of record. They
are imposed on the “value for duty” of the imported goods,
which, generally, is the purchase price paid or payable, subject
to certain additions or deductions.

The determination of whether goods are produced in Chi-
na for purposes of the surtax is based on a “substantially manu-
factured” test under the Determination of Country of Origin for
the Purpose of Marking Goods (Non-CUSMA Countries) Reg-
ulations.

According to the Canada Border Service Agency (CBSA),
per Memorandum D-11-3-1, the CBSA considers the country
where goods are “substantially manufactured” to be “the coun-
try where the major part of production or manufacturing took
place”. This will be determined, according to the Memoran-
dum, by a cost of production test that will consider “the accu-
mulated costs of material, labour, and overhead”.

Remission of the surtaxes may be granted, in exceptional
circumstances, by order-in-council pursuant to section 115 of
the Customs Tariff. These circumstances are:

35 R.S.C. 1985, c. E-19.
36 R.S.C. 1985, c. S-15.

• Where goods used as inputs, or substitutes for those
goods, cannot be sourced either domestically or reason-
ably from non-Chinese sources;

• Where there are contractual requirements, existing prior
to August 26, 2024, requiring Canadian business to pur-
chase Chinese inputs into their products or projects for a
specified period of time; or

• Other exceptional circumstances, on a case-by-case ba-
sis, that could have significant adverse impacts on the
Canadian economy.
Remission under section 115 may be granted with or with-

out conditions, in respect of the whole or any portion of the sur-
taxes. Remission may be granted not only in respect of surtaxes
already paid by an importer but also prospectively before any
surtaxes are, in fact, levied and paid.

Comment: On October 10, 2024, Canada concluded a
30-day public consultation on similar potential surtaxes on Chi-
nese-produced goods in what it has deemed “critical manufac-
turing sectors” for renewable electricity generation and storage.
These surtaxes, which at the time of writing have not been en-
acted, would apply to lithium-ion batteries and battery parts;
semiconductors and integrated circuits, solar products (photo-
voltaic cells, modules and panels), and a range of critical met-
als and minerals.

Comment: Canada has imposed 25% retaliatory tariffs on
imports of certain U.S.-originating goods in response to tariffs
imposed by the second Trump Administration on imports from
Canada. These goods include various consumer goods (such
as food products, apparel, appliances) and building materials;37

steel and aluminum products;38 and non-CUSMA compliant ve-
hicles imported from the United States, and the non-Canadian
and non-Mexican content of CUSMA-compliant vehicles.39

Canada’s retaliatory tariffs are subject to a remission ap-
plication process, as well as various general remission orders.
In particular, Canada has implemented a remission order for
certain goods imported into Canada before October 16, 2025,
including: input goods for manufacturing or processing; goods
for packaging of food products or beverages; goods for use by
public health, public safety and national security agencies and
organizations and health care entities; and infant and nutrition
formulas and certain medical goods.40 For autos, remission is
available to a certain number of businesses for a specified num-
ber of imported vehicles.41

c. Export Regulations

Unless exceptions apply, exporters, carriers and customs
service providers must report exports using an Export Decla-
ration in prescribed form detailing the product to be exported
from Canada. Exceptions are found in the Customs Act Report-
ing of Exported Goods Regulations.

37 United States Surtax Order (2025), SOR/2025-66.
38 United States Surtax Order (Steel and Aluminum 2025), SOR/2025-95.
39 United States Surtax Order (Motor Vehicles 2025), SOR/2025-118.
40 United States Surtax Remission Order (2025), SOR/2025-122.
41 United States Surtax Remission Order (Motor Vehicles 2025), SI/

2025-60. Canada has kept confidential the businesses and volume of imported
vehicles covered by this order.
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Pursuant to the Export and Import Permits Act,42 controlled
goods and technology are placed on the Export Control List.
Examples include: dual use goods and technology with military
and conventional applications; munitions and related goods
and technology; military goods and technology; nuclear goods
and technology; missile launching goods and technology; U.S.
origin goods and technology; and chemicals and biological
materials used to produce chemical and biological weapons
and weapons of mass destruction. Notwithstanding the require-
ments for export permits, in some cases the Canadian govern-
ment will issue a General Export Permit (for example, for U.S.
origin goods), which will cover the export of those goods if
certain conditions are met. Exports to certain countries, organi-
zations and individuals also may be restricted by virtue of the
Area Control List,43 the Special Economic Measures Act and
its regulations44 and economic sanctions pursuant to the United
Nations Act.45

The Wild Animal and Plant Protection and Regulation of
International and Interprovincial Trade Act46 requires a permit,
issued by the Minister of the Environment, to export or import
most animals and plants from or into Canada.

Certain cultural property — including archaeological arti-
facts, decorative objects, art, books and photographs — listed
under the Cultural Property Export and Import Act47 requires an
export permit to leave Canada.

An exporter of goods and technology included on the Ex-
port Control List or the Area Control List, or subject to eco-
nomic sanction, is required to apply to Foreign Affairs and In-
ternational Trade Canada for an export permit prior to export.
Only Canadian residents may apply for such permits.

The export of energy products, including oil, natural gas
and electricity, requires exporters to obtain export licenses or
orders from the National Energy Board, which also regulates
the importation and domestic distribution of energy goods.

The export of certain goods or substances is also regulated
on the basis of potential environmental risk, often arising as a
result of obligations under international treaties. For example,
the export of substances specified on the Export Control List
under the Canadian Environmental Protection Act48 is prohibit-
ed unless notice to the Minister of the Environment is provided
and the export is for narrow specified purposes. In some cases,
exportation is totally prohibited.

d. Government Programs

There are a number of federal government programs de-
signed to provide services to Canadian exporters and foreign
importers. For example:

42 R.S.C. 1985, c. E-19.
43 At the time of writing only North Korea is listed.
44 At the time of writing, regulations adopted under the Special Economic

Measures Act (S.C. 1992, c. 17) place restrictions on certain exports to Belarus,
Myanmar, China (though extremely limited), Haiti, Iran, Moldova, North Ko-
rea, Nicaragua, Russia, South Sudan, Sri Lanka, Syria, Ukraine, Venezuela and
Zimbabwe.

45 R.S.C. 1985, c. U-2.
46 S.C. 1992, c. 52.
47 R.S.C. 1985, c. C-51.
48 S.C. 1999, c. 33.

(i) Export Development Canada (EDC) was established by
the federal Export Development Act49 to facilitate and de-
velop trade between Canada and other countries by pro-
viding financial services to Canadian exporters and foreign
buyers. The principal services offered by EDC are insur-
ance, guarantees and export financing.

(ii) The federal Canadian Commercial Corporation pro-
motes trade between Canada and other nations on a gov-
ernment-to-government basis and generally helps Canadi-
ans import and export goods and commodities.

(iii) The federal Global Commerce Support Program (GC-
SP) aids Canadian companies with a view to improving
Canadian capacity to compete effectively in the global
economy. Established in 2008, GCSP is an amalgamation
of three existing funding programs: Invest Canada Com-
munity Initiatives (ICCI); Going Global Innovation (GGI);
and Global Opportunities for Associations (GOA). GOA
provides funding to national associations expanding or
seeking new business development in strategic sectors and
markets. ICCI assists Canadian communities in the at-
traction, retention, and expansion of foreign direct invest-
ment. GGI supports collaborative international research
and development (R&D). The legislative authority through
which funding is dispensed is the Department of Foreign
Affairs and International Trade Act.50

In addition, provincial governments have export-related
promotion programs, ranging from loans and insurance pro-
grams to incentives for participation in trade fairs abroad.

2. United States-Mexico-Canada Agreement

Trade liberalization in the Americas began with the free
trade agreement between Canada and the United States (the
“Canada-United States FTA”), which came into effect on Janu-
ary 1, 1989.

Shortly after implementation of the Canada-United States
FTA, the United States and Mexico started bilateral free trade
negotiations. To avoid the erosion of the trade preferences that
it enjoyed under the Canada-United States FTA and to achieve
better access to the Mexican market, Canada joined these nego-
tiations. The result was the North American Free Trade Agree-
ment (NAFTA), which came into force on January 1, 1994.51

In 2018, the governments of Canada, the United States,
and Mexico began the process of renegotiating and modern-
izing NAFTA. The result was the USMCA, which replaced
NAFTA and came into effect on July 1, 2020.

The USMCA consists of a core or umbrella agreement that
resembles the prior NAFTA agreement in terms of its over-
all objectives and individual provisions. Throughout the core
agreement are separate bilateral commitments between Cana-
da and Mexico, and the United States and Mexico, on specif-
ic issues with respect to which multilateral agreement was not
achieved.

Significant USMCA provisions cover:

49 R.S.C. 1985, c. E-20.
50 R.S.C. 1985, c. E-22.
51 Enacted in Canada by the North American Free Trade Agreement Imple-

mentation Act, S.C. 1993, c. 44.
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(i) Trade in goods (including tariff elimination, rules re-
stricting drawbacks and duty deferral, and provision for
the special treatment of certain goods like alcoholic
goods), rules of origin and uniform customs procedures.
Tariff elimination for Canada and the United States under
the Canada-United States FTA was incorporated into
NAFTA. All goods meeting the rules of (U.S.) origin tests
in the Canada-United States FTA became duty-free on en-
try into Canada on January 1, 1999. Canadian tariffs on
most goods originating from Mexico have been eliminat-
ed. Exceptions on imports from both NAFTA partners in-
clude agricultural products, such as eggs, sugar, dairy and
poultry.

(ii) Special treatment in the energy and agricultural sec-
tors.

(iii) Technical barriers to trade.

(iv) Government procurement.

(v) Foreign investment protections (including an investor-
state dispute mechanism).

(vi) Services (including special rules for the telecommuni-
cations and financial services sectors competition policy,
and the temporary entry of businesspersons).

(vii) Basic harmonization of intellectual property rules.

(viii) Special rights of judicial review in trade remedy cas-
es.

(ix) State-to-state dispute settlement rules and procedures.

D. Immigration

1. In General

While the federal government has primary jurisdiction
over matters of immigration, the Constitution Act52 allows each
provincial government to make laws in relation to immigration
into the province to the extent that such laws are not repugnant
to any federal legislation.

Immigration is largely governed by the provisions of the
Immigration and Refugee Protection Act,53 which is adminis-
tered by Citizenship and Immigration Canada.54

Generally, non-citizens and nonresidents of Canada may
be granted admission into Canada as visitors or immigrants.
The category of visitor includes anyone seeking admission for
a temporary purpose. The provisions relating to visitors apply,
therefore, to a nonresident wishing to come to Canada for a
temporary period as a visitor or as an employee of a business
enterprise. The term “immigrant” refers to a person seeking ad-
mission for purposes of establishing permanent residence.

2. Temporary Entry

Although, in principle, a visitor to Canada is required to
obtain a visitor’s visa prior to entry into Canada, nationals of
60 countries are exempt from this requirement. These include

52 Sched. B to the Canada Act 1982 (U.K.), 1982, c. 11.
53 R.S.C. 1985, c. I-2.
54 General information is available on the web site of that department, at

http://www.cic.gc.ca/.

the United States, Mexico, and most European countries. Most
people who seek admission as visitors for purposes of attending
a post-secondary academic institution or engaging in employ-
ment must apply to a Canadian visa officer and obtain student
or work permits to enter Canada for that purpose, either before
appearing at a port of entry or at the port of entry itself. Excep-
tions are made for certain individuals, including, for example,
a representative of a foreign business or government, who may
enter Canada to consult with employees of a Canadian parent
company, subsidiary or branch office, or for purchasing goods
or services or selling goods (other than to the general public)
without obtaining a work permit.

For visa-exempt foreign nationals travelling to Canada by
air, an electronic travel authorization (“eTA”) is required for
entry to Canada. The eTA is linked to the traveler’s passport
and is valid for up to five years or until the passport expires. A
valid eTA allows the traveler to travel to Canada as often as de-
sired and for up to six months at a time. However, an eTA does
not guarantee entry into Canada, so upon arrival at the border,
the border service officer will still require the traveler’s pass-
port and other documents.

Special procedures may apply under the USMCA to U.S.
and Mexican businesspersons. U.S. and Mexican citizens who
are categorized as “business visitors,” “traders and investors,”
“professionals” or “intra-company transferees” can gain quick
access to Canada for temporary business or investment reasons.
A Labour Market Impact Assessment is not needed, and Cana-
dian employers of such persons do not need to have a job offer
approved by Employment and Social Development Canada.
Under the USMCA, these categories are generally defined as
follows:

(i) “Business visitors” are persons seeking to engage tem-
porarily in the trade of goods or services, or in investment
activities within Canada as specified in the USMCA.

(ii) “Traders and investors” are businesspersons seeking
to (I) carry on substantial trade in goods and services be-
tween the United States or Mexico and Canada or (II) es-
tablish, develop, administer or provide advice or key tech-
nical services to the operation of an investment to which
the businessperson or the businessperson’s enterprise has
committed a substantial amount of capital. A trader or in-
vestor must be carrying out the above activities in a capac-
ity that is supervisory, executive or that involves essential
skills. Traders and investors must have a work permit to
work in Canada.

(iii) “Professionals” are individuals in specified fields who
will continue to work in their professions while temporar-
ily in Canada. Professionals must have a job offer from a
Canadian business in their particular field and have a work
permit to work in Canada.

(iv) “Intracompany transferees” are persons who have
been employed by the same or related employer on an on-
going basis, for at least one year in the last three years, and
work as a manager, executive, or in a job that requires spe-
cialized knowledge. Intra-company transferees must have
a work permit to work in Canada.
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3. Permanent Residents

The first step in immigrating to Canada is to apply for, and
obtain, permanent residency. Individuals applying for perma-
nent resident status in Canada are assessed according to selec-
tion standards designed to determine an immigrant’s ability to
become successfully established in Canada. The six major se-
lection factors are education, language skills, work experience,
age, arranged employment, and adaptability. Different selec-
tion criteria are prescribed for different classes and subclass-
es of immigrants. The major classes are express entry, family
class sponsorship, business class, caregiver, humanitarian, and
refugee protection. The Provincial Nomination Program is an-
other class that gives provinces discretion in nominating appli-
cants for permanent residency based on the labor market and
economic needs of the province.

For those in the Express Entry program, which covers
skilled works, the Immigration and Refugee Protection Act re-
quires prospective immigrants to submit an online profile. The
new Express Entry program allows candidates from any occu-
pation to submit an application for consideration. Prospective
immigrants eligible for the Express Entry program will be ac-
cepted into a pool of candidates and then ranked on a points-
based system using the information from the profile. Invitations
to apply for permanent residency will only be sent to those with
the highest scores in the pool. Once an invitation has been re-
ceived, an applicant can apply for permanent residency. The
decision on the application will be made based on the eligibil-
ity criteria for the program and the results of the medical ex-
am, police certificates and background checks. In the case of an
individual who intends to immigrate to Quebec, the province
requires that the applicant apply for a certificate of selection
through the Government of Quebec’s online portal. The perma-
nent selection application process in Quebec is based on the ex-
pression of interest principle.

The Immigration and Refugee Protection Regulations55 set
out specific selection criteria for each class of applicant. The
criteria are applied by way of a points system under which the
applicant is awarded units of assessment based on factors de-
signed to measure both the short-term and long-term ability
of the applicant to become successfully established in Canada.
The factors for which points are awarded include education,
proficiency in English and French, work experience, age,
arranged employment, and adaptability. The manner of apply-
ing the points system and the number of points required dif-
fer for each class and subclass of applicant. The Regulations
provide for administrative discretion to deviate from the points
system in appropriate cases.

Canada’s Start-Up Visa Program is designed to target im-
migrant entrepreneurs who are seeking to build businesses in
Canada that:

(i) Are innovative;

(ii) Can create jobs for Canadians; and

(iii) Can compete on a global scale.
To qualify as an entrepreneur, an applicant must have the

financial ability and proven expertise to become involved in a

55 SOR/2002-227.

Canadian business enterprise that will create or maintain em-
ployment and contribute to the Canadian economy and must in-
tend to participate actively in the management of that business.
An applicant must also obtain a letter of support from a desig-
nated organization which is a business group that has been ap-
proved to invest in or support start-ups. Designated organiza-
tions include venture capital funds, angel investor groups, and
business incubators. Such an applicant is assessed under a mod-
ified version of the points system.

A “self-employed” immigrant is defined as an immigrant
who has taken part in cultural activities or athletics at a world-
class level or been a self-employed person in cultural activities
or athletics. The relevant experience in either of these areas
must have been for at least two years, and the prospective im-
migrant can obtain more points if they have three to five years
of experience. The two years of experience must occur during
the period commencing five years before the day the potential
immigrant applies and ending on the day the decision is made
on the application.

E. Privacy

1. Legal Structure

Legislative reform is currently the focal point in the dy-
namic Canadian privacy arena. Canada has an established and
extensive privacy law framework, including over 30 federal,
provincial and territorial privacy statutes governing the public,
private and health sectors. The federal private-sector privacy
law, the Personal Information Protection and Electronic Docu-
ments Act (PIPEDA),56 applies unless there is provincial legis-
lation that is deemed by the federal government to be “substan-
tially similar” to PIPEDA (i.e., the private-sector privacy laws
in Alberta, British Columbia and Quebec).57

In 2022, the federal government introduced a new private
sector privacy law framework to replace PIPEDA.58 If passed,
the Consumer Privacy Protection Act (CPPA) would expose
companies across Canada to severe financial penalties for pri-
vacy breaches, enhanced litigation risk and significant compli-
ance costs (as discussed in II.E.2. to 5., below).

Quebec’s private-sector privacy law was substantially
amended in September 2021 through the passage of An Act
to modernize legislative provisions as regards the protection of
personal information (Law 25).59 Law 25 introduced sweeping

56 Personal Information Protection and Electronic Documents Act (PIPE-
DA), 2000 S.C., ch. 5 (Can.).

57 PIPEDA §26; See Organizations in the Province of Quebec Exemption
Order, SOR/2003-374 (Can.); Organizations in the Province of Alberta Exemp-
tion Order, SOR/2004-219 (Can.); Organizations in the Province of British Co-
lumbia Exemption Order, SOR/2004-220 (Can.). The health privacy laws in
Newfoundland and Labrador, New Brunswick, Nova Scotia, and Ontario al-
so have been deemed substantially similar. See Health Information Custodians
in the Province of Ontario Exemption Order, SOR/2005-399 (Can.); Person-
al Health Information Custodians in New Brunswick Exemption Order, SOR/
2011-265 (Can); Personal Health Information Custodians in Newfoundland and
Labrador Exemption Order, SI/2012-72 (Can.); and Personal Health Informa-
tion Custodians in Nova Scotia Exemption Order, SOR/2016-62 (Can.).

58 Bill C-27, An Act to enact the Consumer Privacy Protection Act, the Per-
sonal Information and Data Protection Tribunal Act and the Artificial Intelli-
gence and Data Act and to make consequential and related amendments to oth-
er Acts, 1st Session, 44th Parl, 2021–2022.

59 R.S.Q., c. P-39.1.
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changes, including accountability obligations, breach report-
ing, notification and record-keeping provisions, and data local-
ization restrictions. As of September 2023, failure to comply
with Quebec’s private-sector privacy law will expose organiza-
tions to potentially severe financial penalties and fines (as dis-
cussed in II.E.2., below).

Companies doing business in Quebec and across Canada
must have a thorough understanding of their personal infor-
mation practices and their privacy obligations. Companies will
need to identify and mitigate the expanding array of privacy,
legal and reputational risks associated with the collection, use
and disclosure, as well as other processing, of personal infor-
mation.

2. Enhanced Enforcement Regimes

Currently, the private sector privacy regulatory process
is largely complaint-based and the regulatory authorities have
no significant enforcement powers. However, if Bill C-27 is
passed, failure to comply with the CPPA could expose com-
panies to fines of up to the greater of Can. $25 million or the
amount corresponding to 5% of worldwide turnover for the
preceding fiscal year. Companies could also be exposed to ad-
ministrative monetary penalties of up to the greater of Can.
$10 million or the amount corresponding to 3% of worldwide
turnover for the preceding fiscal year.

As of September 22, 2023, companies violating the provi-
sions of the Quebec private-sector privacy law may face fines
of up to the greater of Can. $25 million or 4% of worldwide
turnover for the preceding fiscal year, and administrative mon-
etary penalties of up to the greater of Can. $10 million or 2%
of worldwide turnover for the preceding fiscal year.

3. Data Breach Notification

Three private-sector privacy statutes in Canada contain ex-
press breach notification requirements. PIPEDA requires noti-
fication to the Privacy Commissioner of Canada in the event
of the loss of, unauthorized access to or the unauthorized dis-
closure of, personal information resulting from a breach of an
organization’s security safeguards or from a failure to establish
those safeguards if it is reasonable in the circumstances to be-
lieve that the breach creates a real risk of significant harm to
an individual.60 In addition, under PIPEDA, an organization is
required to “keep and maintain a record of every breach of se-
curity safeguards involving personal information under its con-
trol.”61 Notably, this obligation applies to “every breach of se-
curity safeguards,” not just to breaches that are deemed to cre-
ate a “real risk of significant harm.”

Alberta’s private sector privacy law requires notification
to Alberta’s Information and Privacy Commissioner in the
event of an incident involving the loss of, unauthorized access
to or the disclosure of, personal information where a reasonable
person would believe there is a real risk of significant harm.62

Effective September 22, 2022, the Quebec private sector
privacy law provides for a mandatory security breach notifi-
cation regime consisting of regulatory and individual notice

60 PIPEDA §§10.1, 10.2.
61 PIPEDA §10.3(1).
62 PIPA, S.A. 2003, c. P-6.5, §34.1(1) (PIPA Alberta).

obligations.63 The statute also now includes security incident re-
sponse requirements to reduce the risk of injury and to prevent
new incidents of the same nature, as well as new record-keep-
ing requirements.64

4. Individual Rights

PIPEDA requires that, on request, an organization inform
any individual “of the existence, use, and disclosure of his or
her personal information and [the individual] shall be given ac-
cess to that information,” subject to limited exceptions.65 Alber-
ta and British Columbia’s private-sector privacy legislation al-
so provide access and correction rights.66

Amendments under Quebec’s Law 25 introduce new indi-
vidual rights, including a right to data portability, rights with
respect to automated decision-making, and a right of cessation
of dissemination, de-indexing and re-indexing (i.e., an analog
to the GDPR’s “right to be forgotten”). These additions supple-
ment individual rights already available under Quebec law such
as rights to deletion, access and rectification (correction).67

If federal Bill C-27 is passed, the CPPA would also pro-
vide enhanced individual rights for data subjects.

5. International Data Transfers

PIPEDA does not contain substantial restrictions on the in-
ternational transfer of data. Notably, the European Commission
has confirmed PIPEDA provides adequate protection for per-
sonal data.68

Under PIPEDA, organizations are responsible for personal
information in their custody or control, including personal in-
formation transferred to a third party for processing. Organiza-
tions are expressly required to use contractual or other means
to provide a comparable level of protection while personal in-
formation is being processed by a third party. In general, PIPE-
DA permits the transfer of personal information to a third-par-
ty service provider for data management or processing purpos-
es where the transferring organization remains in control of the
personal information in the custody of the third-party service
provider. PIPEDA also contains notice and openness require-
ments that would be applicable in the service provider con-
text (i.e., it requires notice to be given about the use of service
providers, particularly foreign-based service providers).

In addition to PIPEDA, provincial statutes in Alberta and
Quebec contain express references to trans-border data flows.
Alberta’s private sector privacy law generally requires organi-
zations to provide notice when using a foreign-based service
provider for the collection, use, disclosure or storage of person-
al information.69 As of September 22, 2023, personal informa-
tion transfers outside of Quebec will require:

63 Act respecting the protection of personal information in the private sec-
tor, CQLR c. P-39.1, §3.5 (Quebec Privacy Act).

64 Law 25 §§3.5, 3.8.
65 Law 25 §§3.5, 3.8.
66 PIPA Alberta, S.A. 2003, c. P-6.5 §24-5; PIPA, S.B.C. 2003, c. 63 §23-4

(PIPA BC).
67 Quebec Privacy Act §28; Civil Code of Quebec, c. CCQ-1991 art. 40.
68 See Commission Decision 2002/2, 2002 O.J. (L 2) 13 (EC), http://eur-

lex.europa.eu/LexUriServ/LexUriServ.do?uri=CELEX:32002D0002:EN:NOT
(last visited March 28, 2023).

69 PIPA Alberta, S.A. 2003, c. P-6.5 §6.
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(i) Privacy impact assessments finding that personal infor-
mation transferred outside of Quebec would enjoy “ade-
quate protection;” and

(ii) Written agreements to mitigate risks identified in these
assessments.70

70 Quebec Privacy Act §17.
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III.III. Establishing a BusinessEstablishing a Business

A. Types of Business Organizations

1. In General

There are various forms of business organization through
which persons may carry on business in Canada. They range
from individuals carrying on business in their personal capacity
(sole proprietorships) through partnerships, joint ventures, and
licensing/franchising arrangements (which are generally estab-
lished through contracts) to corporations of various types, in-
cluding foreign corporations carrying on business through a
branch in Canada and unlimited liability companies. Typically,
the key factors to be considered in selecting a form of business
organization are tax and liability issues.

2. Sole Proprietorships

This form of business organization is typically selected for
small businesses in which personal liability is not an important
factor. Sole proprietorships do not involve the creation of a le-
gal person separate and distinct from the individual carrying
on the business. Although sole proprietorships are not subject
to the same formalities as applicable to partnerships and cor-
porations, certain registration requirements, which vary from
province to province, may apply. For example, an individual
who carries on business or who identifies his or her business to
the public under a name other than the individual’s own name
is generally required to register the business name or style un-
der applicable provincial legislation.

3. Partnerships, Joint Ventures and Licensing/
Franchising

Persons may carry on business in Canada through a part-
nership or limited partnership formed in Canada or formed un-
der the laws of another jurisdiction. The use of a partnership
form may be attractive in particular circumstances, primarily
for tax reasons, because partnerships and limited partnerships
do not constitute entities or legal persons separate and apart
from the partners. The fact that partners in a general partnership
are generally jointly and severally liable for the obligations of
the partnership may be a reason to select another form of busi-
ness organization.

Partnership law in Canada is a matter of provincial juris-
diction, with each province having legislation governing the
formation of general or ordinary partnerships and limited part-
nerships. In most cases, in the absence of an agreement to the
contrary, the rights and obligations of partners are governed by
the applicable provincial legislation with the result that partners
typically reduce their arrangements to writing. Persons associ-
ated in business in partnership that identify themselves to the
public under a firm name are usually required to register the
firm name under applicable provincial legislation.

Each province has legislation that permits the formation
of limited partnerships. Limited partnerships are partnerships
that consist of one or more persons who are general partners
and one or more persons who are limited partners. While the
formalities to be observed in establishing a limited partnership
are more onerous than those relating to a general partnership, it
has the advantage of offering limited partners the opportunity

to limit their exposure to the liabilities of the partnership busi-
ness provided they comply with the requirements of the legisla-
tion. Provinces also permit the establishment of limited liability
partnerships, which are different from limited partnerships and
are generally available only to persons who practice a profes-
sion that is governed by legislation in the province concerned.

Persons may also carry on business in Canada through
joint ventures or co-ownership arrangements. These arrange-
ments typically are established by contract, commonly involve
one or more corporations, and may be advantageous as an alter-
native to a partnership, particularly as they avoid the unlimited
joint and several liability that is applicable to partners.

In appropriate circumstances, persons may also carry on
business in Canada through licenses or franchises granted to
others. The licenses or franchises may be entered into directly
by a nonresident in favor of Canadian licensees or franchisees
or through a Canadian business organization established for
purposes of granting the licenses or franchises. The choice of
business organization involves many of the same considera-
tions as are applicable to establishing a branch operation in
Canada or a Canadian subsidiary. In either case, it is important
to ensure that the licensor’s or franchisor’s intellectual prop-
erty, such as trademarks and patents, is properly protected in
Canada.

4. Corporations

The federal government and all provincial governments
have enacted general legislation providing for the incorporation
and regulation of business corporations. In addition, legislation
also exists providing for the incorporation and regulation of
specific types of corporations, such as banks, trust companies,
insurance companies and credit unions. Federal and provincial
legislation also provides for the incorporation of non-share cap-
ital and not-for-profit corporations that are more typically used
by charities, trade associations, clubs and the like.

Corporations incorporated in Canada, whether federally or
provincially, are legal entities that have an existence separate
and apart from their shareholders and directors. As a result,
they are subject to taxation at the corporate level and sharehold-
ers are not typically individually responsible for the liabilities
of the business.

Canadian statutes governing business corporations are
generally modern and provide considerable flexibility in for-
mation and structuring of the corporation and in undertaking
fundamental corporate transactions. Although a few of the
statutes continue to adhere more closely to English company
law, most Canadian statutes reflect U.S. corporate law prin-
ciples. There are, however, some differences that may be im-
portant in specific circumstances. For example, most Canadian
corporations are not empowered to own their own shares and
several Canadian corporate statutes (including federal statutes
and certain provincial statutes) include Canadian residency re-
quirements for at least part of the board of directors. Certain
specified industries, such as regulated media and telecommuni-
cations businesses, may also be subject to Canadian share own-
ership and board residency requirements.

Because the requirements, formalities and restrictions of
federal and provincial legislation relating to business corpora-
tions are similar in many respects, the decision to incorporate
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federally or in a particular province will depend upon a variety
of factors, including requirements as to the residency of direc-
tors, the ease and timeliness of incorporating and making sub-
sequent changes to the constating documents of the corpora-
tion, flexibility in carrying out corporate proceedings, licens-
ing requirements, fees, taxes, etc. Generally, a federal corpo-
ration has the capacity and the power of a natural person (un-
less restricted by its incorporating documents) and may carry
on business anywhere in Canada without having that capacity
and power restricted by a province. It may also use its name
in any province, although it will still be required to register the
business within the relevant provinces. While provincial corpo-
rations may also have the capacity and power of a natural per-
son, the rights they acquire on incorporation to use their cor-
porate name apply only in their province of incorporation. If a
provincial corporation wishes to carry on business in another
province, it may find that it is required to have an extra-provin-
cial license in that province and that the license is not available
because the name of the corporation is the same as or substan-
tially similar to that of another corporation carrying on business
in that province.

5. Unlimited Liability Companies

An unlimited liability company (ULC) is generally a sep-
arate legal entity that is similar to a corporation except that its
shareholders are responsible (or partially responsible) for the
liabilities of the company’s business. ULCs may currently be
formed only in the provinces of Alberta, British Columbia, No-
va Scotia, and Prince Edward Island.

From a Canadian tax perspective, there is generally no
benefit to a nonresident doing business in Canada through a
ULC since ULCs are treated as regular corporations for Cana-
dian federal income tax purposes. However, ULCs are general-
ly eligible to be treated as disregarded entities or partnerships
under the “check the box” rules71 for U.S. federal income tax
purposes and thus may provide certain benefits to U.S. persons
from a U.S. tax perspective. A U.S. person that intends to invest
in Canada through a ULC should also consider the potential ap-
plication of the hybrid entity rules in the Canada-United States
tax treaty, which could deny the benefits of the treaty in certain
instances. In this respect, see the discussion below at XII.G.9.

B. Financing

1. Securities Legislation

The issuance and sale of securities are subject to the secu-
rities laws enacted by each of the provinces. There is no fed-
eral securities law or federal securities commission in Canada,
although the securities regulatory authorities in each province
and territory of Canada generally work together to produce uni-
fied rules across the country through an umbrella organization
called the Canadian Securities Administrators (CSA). The fed-
eral government proposed a national securities regulator, but
the Supreme Court of Canada held in 2011 that such regulation
was properly within the jurisdiction of the provinces.

Regulatory standards imposed by the CSA and Canadian
stock exchanges are generally similar to U.S. standards, such

71 See U.S. Treas. Regs. §301.7701-2.

as the requirement for distributions of securities to be qualified
by a prospectus or rely on an exemption from the prospectus
requirement and for dealers and advisors in securities to be reg-
istered, or rely on an exemption from registration, to carry on
business in Canada.

Provincial securities laws, as well as the federal and cer-
tain provincial corporate laws, regulate the conduct of takeover
bids made to security holders within the relevant jurisdiction.
Exemptions from takeover bid rules are available where a bid is
made through the facilities of, and in accordance with the poli-
cies of, certain Canadian stock exchanges, is a private agree-
ment purchase, or is with respect to a nominal number of out-
standing securities. Bids made by issuers to purchase their own
shares are generally regulated and subject to disclosure and
timing requirements similar to those applying to takeover bids.

Insider trading and tipping are statutory offenses carrying
criminal penalties. Civil remedies are also available to the pur-
chaser and seller of securities, and the issuer, where the trade
involves such activity. Securities legislation in Canada also
contains a regime for civil remedies for investors against public
issuers, their directors and officers and certain others where dis-
closure in the secondary market concerning the issuer is mis-
leading. Private issuers are also subject to civil liability for mis-
representation in offering documents.

The CSA and the U.S. Securities and Exchange Commis-
sion (SEC) permit distributions and rights offerings in Canada
to be made by certain U.S. issuers based on disclosure docu-
ments prepared in accordance with the U.S. Securities Act of
1933 and the Securities Exchange Act of 1934 rather than re-
quiring compliance with Canadian provincial securities legis-
lation. These rules, which are referred to as the Canada/U.S.
Multi-Jurisdictional Disclosure System (MJDS), apply to cer-
tain securities offerings rights and exchange offers, takeover
bids, issuer bids and business combinations, and extend to the
recognition of certain home jurisdiction continuous reporting
obligations.

As with the rest of the world, Canadians are participating
in the new blockchain-driven cryptocurrency economy. A num-
ber of blockchain-based issuers are headquartered in Canada
and/or have obtained listings on Canadian stock exchanges,
generally through reverse takeover bids.

The CSA has published guidance consistent with the
SEC’s position that digital tokens are considered “investment
contracts” and therefore subject to securities regulation when
they are issued to raise capital from investors in a common en-
terprise with the expectation of profit primarily based upon the
efforts of others. The CSA has recognized that bitcoin, ether
and certain other crypto-assets are more appropriately charac-
terized as commodities when the blockchain networks support-
ing them are sufficiently decentralized that there is no identi-
fiable management team or group responsible for the develop-
ment or success of the asset concerned.

With respect to the regulation of crypto trading platforms,
Canada has registered a relatively large number as securities
dealers, while the United States has not. As of March, 2023,
over a dozen crypto trading platforms have been registered as
securities dealers in Canada with the CSA and the Canadian In-
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vestment Regulatory Organization.72 As of the same date, none
of the major crypto trading platforms were registered with the
SEC as securities dealers.73 This reflects a major policy differ-
ence between the United States and Canada; while the SEC
has commenced a much larger number of enforcement actions
against domestic and foreign platforms74 as compared to the
CSA, the CSA has provided clear instructions for platforms
on how existing securities laws can be adapted to apply to
their trading activities. For example, in March 2021, the CSA
published guidance indicating their intention to regulate cryp-
to trading platforms that hold crypto-assets on behalf of their
clients as dealers and/or marketplaces under securities laws,
and areas where there may be flexibility in how those securities
laws apply to the industry.75

Since that time, 11 crypto trading platforms have obtained
registration as restricted dealers, one has obtained registration
as an investment broker-dealer with the Canadian Investment
Regulatory Organization (formerly the Investment Industry
Regulatory Organization of Canada), two have been granted
permission to operate a marketplace, and another 10 have filed
pre-registration undertakings with the CSA, undertaking to be-
come registered as securities dealers within a 12-month period
following March 24, 2023. A small number of additional dealer
trading platforms in Canada have been granted permission by
the CSA to trade crypto-assets that are securities, under strict,
time-limited terms and conditions. The rest are prohibited from
offering crypto-assets that are themselves securities and/or de-
rivatives.

Both domestic and global trading platforms are prohibited
from offering crypto-asset custodial services to Canadians un-
less they are properly registered as dealers and/or marketplaces.

In February 2023, the CSA published guidance confirming
their view that stablecoins (or “Value Referenced Crypto As-
sets” per the CSA’s terminology) or stablecoin arrangements
may constitute securities and/or derivatives. Any crypto trading
platform proposing to offer stablecoins to Canadians must
abide by stringent terms and conditions imposed by the CSA,
and must obtain their prior written consent, which consent will
not be granted unless the stablecoin concerned is backed by fi-
at.

In addition to securities laws, crypto-asset trading plat-
forms are regulated as money services businesses under federal
anti-money laundering/anti-terrorist financing laws.

2. Personal Property Security

Each of the common law provinces and territories in Cana-
da has enacted personal property security legislation that gov-
erns the creation, perfection, priority and enforcement of se-
curity on personal property. In the common law Canadian
provinces and territories, this legislation has a framework that
is similar in many respects to Article 9 of the Uniform Com-

72 https://www.osc.ca/en/industry/registration-and-compliance/registered-
crypto-asset-trading-platforms.

73 https://www.sec.gov/oiea/investor-alerts-and-bulletins/exercise-caution-
crypto-asset-securities-investor-alert#:~:text=In%20particular%2C%20no%20
crypto%20asset,currently%20trades%20crypto%20asset%20securities.

74 https://www.sec.gov/spotlight/cybersecurity-enforcement-actions.
75 https://www.osc.ca/sites/default/files/2021-03/csa_20210329_21-329_

compliance-regulatory-requirements.pdf.

mercial Code (UCC) in the United States, with a public registry
system, perfection of security interests by registration and pri-
ority generally determined by time of registration.

Under Quebec’s civil law system, the Civil Code of Que-
bec (CCQ) governs the creation, publication (similar to the
concept of perfection), priority and enforcement of security on
personal property (referred to as “movable property”), which
is generally constituted by way of a movable hypothec, with
or without delivery. Registration of an application for registra-
tion in Quebec’s central Register of Personal and Movable Real
Rights (RPMRR) is required to publish (perfect) and render op-
posable against third parties movable hypothecs without deliv-
ery, as well as other registrable rights in movable property (for
example, a reservation of ownership under an installment sale
contract and a right of ownership of the lessor under a contract
of leasing). However, a hypothec with delivery (referred to as
a “pledge”) can be created and published (perfected) by the
secured creditor obtaining physical possession of the pledged
property or, in the case of securities, security entitlements and
certain monetary claims (for example, a claim relating to the
credit balance on a deposit account), by the secured creditor
obtaining control of such pledged property (without having to
make a registration at the RPMRR).

Each of the Canadian provinces and territories has also en-
acted uniform legislation regarding the transfer of securities.
Such legislation generally accords with Articles 8 and 9 of the
UCC and affects the law governing the perfection and priority
of security interests in investment property, including securi-
ties. In Quebec, the securities transfer legislation generally ac-
cords with Articles 8 and 9 of the UCC and the securities trans-
fer legislation of the other provinces and supplements the rules
in the CCQ governing the creation, publication, priority and en-
forcement of movable hypothecs on securities and security en-
titlements to financial assets.

The federal government has passed legislation dealing
with personal property security in areas of federal authority, in
particular, relating to special forms of security that may be tak-
en by banks under the Bank Act. The Bank Act enables banks
to receive security in collateral such as raw materials, work-in-
progress, and finished goods inventory, as well as agricultur-
al, aquacultural, and forestry products, by-products and equip-
ment, and hydrocarbons and minerals and related equipment.

C. Employment Legislation

1. In General

Most Canadian employers are regulated by provincial la-
bor and employment laws. Federal labor and employment laws
apply to a smaller group of employers who are engaged in fed-
erally regulated activities, such as shipping, railways, broad-
casting, airlines, banking and inter-provincial trucking.

2. No “At Will Employment”

There is no “at will employment” in Canada. Unless there
is a written employment contract dealing with termination,
Canadian common law requires employers to provide employ-
ees with “reasonable” notice of termination or pay in lieu of
notice, if employment is terminated without cause. Courts ap-
proach each case on an individual basis taking into account
such employment factors as the employee’s years of service,
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position, level of compensation, age, and likelihood of finding
reasonably comparable employment. Courts will also consider
whether the employee had been lured away from secure em-
ployment. While there is no formula or calculation that can de-
termine any employee’s reasonable notice period, they typical-
ly fall within a range of three to 24 months.

3. Minimum Standards Legislation

Each province and the federal government have enacted
legislation regulating the basic terms and conditions of em-
ployment. The legislation generally guarantees employees min-
imum rights with respect to the terms and conditions of their
employment, which may not be waived by contract. Such statu-
tory terms and conditions include minimum wage, hours of
work, overtime pay, daily and weekly rest periods, vacations,
statutory holidays, pregnancy and parental leave, and minimum
periods of notice of termination or termination pay.

Provincial legislation also commonly provides that, where
a sale of a business or a part of a business has taken place
and the purchaser hires employees of the vendor, the employ-
ees’ length of service with the vendor is treated as service
with the purchaser for purposes of a number of statutory en-
titlements, including vacations with pay, and pregnancy and
parental leave, and in calculating both the qualification for and
the minimum amount of the employee’s entitlement to notice
of termination or termination pay.

4. Workers’ Compensation

Workers’ compensation legislation in each province estab-
lishes entitlement as a matter of right to compensation with re-
spect to injuries or illnesses occurring in the course of an em-
ployee’s employment, notwithstanding the presence or absence
of any negligence on the part of the employer, the employee or
other employees. This system is designed to replace the com-
mon law right of an employee to sue an employer for losses
arising as a result of an accident in the workplace by provid-
ing the employee with the right to claim compensation from a
statutorily established accident fund. Employers are required to
contribute to the fund and compensation and medical expenses
for injured workers are paid by an administrative tribunal out
of the fund. No contribution to the fund by employees, either
directly or indirectly, is permitted. The legislation may provide
for continuation of benefits and the mandatory reinstatement of
injured workers in certain circumstances.

5. Human Rights Legislation

Human rights legislation in Canada has had a profound im-
pact on the employer-employee relationship. The most signifi-
cant right guaranteed with respect to the employment relation-
ship is the right to equal treatment and the corresponding pro-
hibition against discrimination in employment. Generally, the
prohibited grounds of discrimination include race, ethnic ori-
gin, ancestry, religion, sex, sexual orientation, marital status,
family status, disability and age. The specific prohibited
grounds of discrimination differ somewhat from province to
province and within the federal sphere.

6. Privacy

A number of jurisdictions, including the federal govern-
ment, British Columbia, Alberta and Quebec, have adopted pri-

vacy legislation covering employment relationships in the pri-
vate sector. In Alberta, British Columbia and Quebec, employ-
ees in provincially regulated private sector industries are sub-
ject to Alberta’s Personal Information Protection Act, British
Columbia’s Personal Information Protection Act, and Quebec’s
Act Respecting the Protection of Personal Information in the
Private Sector, respectively. Canada’s federal private sector
statute, the Personal Information Protection and Electronic
Documents Act, is only applicable to employees of federal
works, undertakings or businesses (banks, airlines, railways,
etc.). All other employees in Canada are not subject to private
sector privacy legislation (although other privacy rights may
exist).

While there is no private sector privacy legislation in On-
tario that applies to provincially regulated employees, in 2022,
Ontario amended its employment standards legislation, requir-
ing employers of 25 employees or more to provide employees
with a notice describing electronic monitoring practices, to-
gether with descriptions of purposes. This amendment does not
provide such employees with any new right not to be moni-
tored.

Employers operating in jurisdictions with privacy legis-
lation are required to establish policies for the collection, use
and disclosure of employee information, such as an employee
privacy policy or notice (although it is recommended that em-
ployers in all provinces adopt policies regarding the collection,
use and disclosure of employee personal information). Employ-
ee-facing privacy policies or notices, if properly drafted, of-
ten function as an employee-specific exception to the general
obligation to obtain consent in order to collect, use or disclose
personal information. The collection, use and disclosure of em-
ployee personal information must still be reasonable (or in
Quebec, necessary) to the hiring, management or termination
of the employee’s employment.

Depending on the jurisdiction, private sector privacy legis-
lation effectively limits the circumstances in which employers
may conduct surveillance and employee monitoring for purpos-
es of discovering employee wrongdoing or poor performance.
Employers must also be aware that, under private sector priva-
cy legislation, they are accountable for any employee person-
al information transferred to any third parties, including affil-
iates, service providers, suppliers and vendors; therefore, pre-
cautions should be taken to ensure the confidentiality and secu-
rity of such information.

7. Labor Law

The basic policy of both federal and provincial labor laws
is to grant employees the right to join a union of their choice.
In addition, these laws impose an obligation on the employer
to bargain in good faith and recognize the exclusive bargaining
rights of a union following certification. Legislation in each
jurisdiction provides for employee and employer protection
against unfair labor practices, on the part of either the union
or the employer. The legislation also establishes a system of
certification of trade unions as bargaining agents, compulsory
collective bargaining, compulsory postponement of strikes and
lockouts during the bargaining process, government interven-
tion by way of a conciliation process when the parties have
been unable to negotiate a collective agreement, the right of
employees to strike, and the right of employers to lockout. Most
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jurisdictions provide for the imposition of a collective agree-
ment by way of arbitration and, in some cases, there may be
first contract arbitration where parties have been unable to ne-
gotiate an agreement and have been in a lawful strike or lockout
position for more than a specified period. Some jurisdictions,
such as Quebec, limit an employer’s right to use replacement
workers during a strike or lockout.

Where there is a sale of all or part of a business and the
vendor’s employees are represented by a trade union, the buy-
er of the business is automatically considered to be a succes-
sor employer with respect to unionized employees and will be
bound by the vendor’s collective agreement and subject to the
bargaining rights of the vendor’s union.

8. Employment and Pay Equity

Employment equity legislation is intended to promote the
representation of certain historically disadvantaged groups in
the workplace. It applies, subject to certain workplace size
thresholds, to employers under federal jurisdiction. The federal
government has mandatory employment equity requirements
that apply to provincially regulated employers who bid on gov-
ernment contracts above a certain amount.

In Canada, “pay equity” refers to wage parity between
male and female workers to redress systemic discrimination.
Ontario’s Pay Equity Act, the most far-reaching legislation of
its kind in any Canadian jurisdiction, requires existing employ-
ers to make upward adjustments in compensation to female-
dominated job classes to achieve pay equity. The Act provides
for a proactive enforcement mechanism under which employ-
ers can be found liable for noncompliance, even if no employ-
ee lodges a complaint. Legislation in most other provinces pro-
vides for a complaint-driven process under which an employer
may be held accountable only if an employee or union files a
complaint.

9. Occupational Health and Safety

Occupational health and safety legislation across Canada
require employers to provide workers with a safe workplace by
taking every precaution reasonable in the circumstances for the
protection of a worker. Most provinces also impose specific du-
ties (i.e., preparation of a written occupational health and safety
plan and establishment of a joint health and safety committee,
certified members of which may order a work stoppage where
dangerous circumstances exist). Recently, occupational health
and safety legislation in many Canadian jurisdictions has added
a duty to take every reasonable precaution to protect employees
from harassment and violence in the workplace. In most juris-
dictions, a worker has the right to refuse unsafe work. Fines for
violations of health and safety legislation can be significant and
are rising. Canada’s Criminal Code provides for the prospect
of criminal charges and potential imprisonment for senior man-
agers, officers and directors of corporations that direct the work
of others but fail to take all reasonable steps to ensure the safety
of workers and the public.

10. Unemployment, Pension and Healthcare
Contributions

Both employers and employees are required to pay pre-
miums under the Employment Insurance Act76 and the Canada
Pension Plan.77 Employers may also be subject to taxes imposed

to fund the Canadian public health insurance system. These
levies are discussed in greater detail at VI.F., below.

D. Environmental Legislation

1. In General

Jurisdiction to regulate environmental matters in Canada is
divided between the federal government and the provinces (and
municipalities through the provinces). Both provincial govern-
ments and the federal government have become increasingly
active in recent years, particularly regarding air pollution and
releases to water, as have municipalities, particularly with re-
spect to the use of pesticides and toxic substances. Overlapping
jurisdiction can sometimes result in confusing and duplicative
but not identical requirements, as well as constitutional chal-
lenges. Efforts by all three levels of government to minimize
duplication and overlap are continuing.

Environmental legislation in Canada can be broadly divid-
ed into three separate categories: the first relating to protection
of the environment through the imposition of requirements to
assess and consider environmental impacts before commencing
new projects; the second relating to the protection of the en-
vironment through the imposition of controls on the operation
of facilities and businesses after they are established; and the
third relating to protection of the environment through the im-
plementation of a greenhouse gas pricing system.

2. Environmental Assessment of Proposed Projects

Environmental assessments, also known as impact assess-
ments, can be required under federal or provincial legislation,
and sometimes both. In some jurisdictions in Canada, a dis-
tinction is made between public projects and private projects,
with public projects being generally subject to the requirement
to conduct an assessment and private projects being required
to do so only when they are designated as being subject to the
process. In other Canadian jurisdictions, all projects may be
subject to the requirement to complete an assessment at the dis-
cretion of the government and, in still other Canadian jurisdic-
tions, only those projects meeting certain criteria are required
to undergo assessment.

In most Canadian jurisdictions, projects with no substan-
tial or significant potential impacts are subject to less rigorous
procedures than projects that are likely to have significant im-
pacts. At times, projects with no substantial or significant po-
tential impacts may not require environmental assessment at
all. Environmental assessments of projects that may have a sig-
nificant adverse environmental impact are usually submitted to
an administrative agency for a structured review.

The process is similar in most Canadian jurisdictions. The
proponent is required to complete a report providing a descrip-
tion of the project, a statement of the need for the project, iden-
tification of possible alternatives to the project and means of
achieving the objective of the project, an analysis and predic-
tion of how the alternatives will affect the environment, a com-
parison of the environmental benefits and costs of the alterna-
tives, a selection of the preferred alternative, and an identifica-

76 S.C. 1996, c. 23.
77 R.S.C. 1985, c. C-8.
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tion of measures to mitigate any adverse effects. The report is
submitted to the government for review. The government may
approve the project, impose conditions and, in some cases, re-
quire a public hearing. The government will typically also dele-
gate to the project proponent certain obligations to consult with
Indigenous peoples which must be fulfilled prior to a project
being approved. In cases where the environmental costs exceed
the benefits, the government may prohibit the project from pro-
ceeding.

In 2019, the federal government enacted the Impact As-
sessment Act, S.C. 2019, c. 28, s. 1, replacing the previous
Canadian Environmental Assessment Act, 2012, S.C. 2012, c.
19, s. 52. Unlike the previous federal environmental assessment
legislation, the Impact Assessment Act requires that proponents
of designated projects carry out a planning process before de-
ciding on project specifics and before the federal regulator de-
termines that an assessment is required. When required, assess-
ments consider both project benefits and adverse effects, with
respect to the environment and socio-economic effects.

On May 10, 2022, the Alberta Court of Appeal declared
the Impact Assessment Act unconstitutional. The Supreme
Court of Canada heard the appeal of this decision on March
21–23, 2023. As of June 15, 2023, the Supreme Court had not
yet rendered its decision on the constitutionality of the Impact
Assessment Act.

3. Environmental Control of Established Facilities

Environmental protection legislation typically regulates
the discharge or release of substances to land, air and water; the
reporting, clean-up or control of substances in the environment
after they are discharged or released; the use and control of po-
tentially harmful substances; the transportation and storage of
dangerous goods; and the collection, transportation, treatment
and disposal of wastes. Regulatory instruments and powers in-
clude:

(i) Licensing or approval requirements (which may impose
conditions, such as, for example, the installation of control
equipment or monitoring devices and reporting require-
ments) for undertaking activities that may result in the dis-
charge or release of contaminants;

(ii) The prohibition of certain actions (such as discharges
of contaminants);

(iii) Orders requiring the recipient to take actions to com-
ply with applicable environmental regulatory requirements
and administrative penalties for particular types of non-
compliance; and

(iv) Investigations, prosecution or charges (which may re-
sult in significant fines and, in severe cases, imprisonment)
for breach of environmental regulatory requirements.
In most Canadian jurisdictions, the directors and officers

of a corporation have a duty to take all reasonable care to pre-
vent the corporation from contravening environmental regula-
tory requirements or to not participate or acquiesce in such a
contravention. If they fail to take such care or they so acquiesce
or participate, they may be personally charged and, if convict-
ed, fined and, in severe cases, imprisoned. In some Canadian
jurisdictions, directors and officers may also be obliged to ef-
fect compliance with orders if the corporation fails to comply.

A lender will not generally be exposed to environmental
regulatory liability in Canada for merely making a loan and tak-
ing security over assets with respect to the loan. However, if
a lender exerts a sufficient degree of management or control
over a borrower’s operations, business or property, the lender
may be exposed to such liability. For example, a lender could
be exposed if the lender imposes controls over a borrower’s op-
erations in the loan conditions. Also, if a lender realizes on its
security and takes possession and control of the assets subject
to the security instrument, the lender may be exposed to en-
vironmental regulatory liability, which could exceed the value
of the debtor’s assets. Recent jurisprudence has indicated that
environmental obligations could effectively function as a su-
per priority in insolvency or bankruptcy circumstances, as the
courts currently require a trustee in bankruptcy or other insol-
vency professional to use the assets of the estate to satisfy the
regulatory obligations, including environmental reclamation or
clean-up requirements, imposed on the bankrupt. The trustee,
monitor or receiver is generally protected from personal envi-
ronmental regulatory liability for any environmental condition
or damage that arose or occurred before its appointment or after
its appointment, the exception for the latter being with respect
to liability resulting from conditions or damage that occurred as
a result of its gross negligence or willful misconduct.

4. Implementation of a Greenhouse Gas Pricing System

Since 2018, a federal greenhouse gas pricing system has
been operating in Canada that is comprised of two elements:

(i) A regulatory charge on fossil fuels, such as gasoline and
natural gas, known as the “fuel charge,” payable by fuel
producers and distributors; and

(ii) A performance-based regulatory trading system for in-
dustrial facilities with high emissions levels, known as the
“Output-Based Pricing System.”
The fuel charge applies at rates equivalent to Can. $65 per

tonne of carbon dioxide-equivalent emissions for 2023 with an
increase of Can. $15 per tonne per year until the rate reaches
Can. $170 per tonne with effect from January 1, 2030. Indus-
tries in the Output-Based Pricing System will pay a charge on
the amount of greenhouse gases they emit above a specified
level at rates similar to the fuel charge rates.

The federal greenhouse gas pricing system does not apply
in provinces that have imposed their own greenhouse gas pric-
ing system, provided the provincial system meets or exceeds
the federal benchmark. As of June 15, 2023, the fuel charge
applies in Alberta, Manitoba, Nunavut, Ontario, Saskatchewan
and the Yukon. As of July 1, 2023, it will also apply in New
Brunswick, Newfoundland and Labrador, Nova Scotia and
Prince Edward Island. The Output-Based Pricing System ap-
plies in Manitoba, Nunavut, Prince Edward Island, the Yukon
and, partially, in Saskatchewan. A Notice of Intent was pub-
lished on December 23, 2022, indicating the Government of
Canada’s intent to remove Saskatchewan from the Output-
Based Pricing System, as Saskatchewan’s provincial plan
meets the requirements for the 2023–30 federal benchmark. All
other provinces and territories are implementing their own pric-
ing systems.

Businesses that have activities in these provinces, such as
fuel producers, distributors, importers, certain users of com-
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bustible waste, and persons that are air, marine, rail or road
carriers, may have to apply for registration with the Canada
Revenue Agency (CRA) for purposes of the fuel charge and
will be subject to monthly reporting requirements. The Alberta,
Ontario and Saskatchewan provincial governments have chal-
lenged the constitutionality of the federal greenhouse gas pric-
ing system. On March 26, 2021, the Supreme Court of Canada
rejected the challenges of Alberta, Ontario and Saskatchewan,
upholding the federal greenhouse gas pricing system as consti-
tutionally valid.

E. Notifications and Information Returns

As discussed in II.A., above, while the Investment Canada
Act (ICA)78 provides for governmental review primarily in the
case of significant foreign investment and with respect to na-
tional security considerations, non-Canadians must file a notice
regarding all acquisitions of control of Canadian businesses
and the establishment of new Canadian businesses. The infor-
mation obtained in the course of the administration of the ICA
is protected under the confidentiality protections set out in the
ICA and is exempt from disclosure under the Access to Infor-
mation Act. Similarly, any information obtained in the course
of the administration of the CA is protected under the confiden-
tiality protections set out in the CA and is exempt from disclo-
sure under the Access to Information Act.

Other federal information returns include those filed pur-
suant to the Income Tax Act,79 the Employment Insurance Act,80

and the Canada Pension Plan.81 In addition, financial and other
information is collected under federal and applicable provincial
law from certain corporations, primarily to enable the govern-
ment to evaluate the extent and effects of nonresident owner-
ship and control of corporations in Canada. Federally-incorpo-
rated corporations are required to file an annual return in pre-
scribed form and other notices in certain circumstances.

Provincial incorporation or corporate information statutes
generally require the filing of an annual or other return by all
corporations doing business in the province concerned. The in-
formation required may vary depending on whether the corpo-
ration is incorporated under the laws of the province or is mere-
ly registered to do business there.

All corporations that are “reporting issuers,” or that dis-
tribute their securities to the public within the definitions con-
tained in provincial securities laws and stock exchange rules,
are required to make regular filings, including the filing of their
financial statements and copies of materials sent to security
holders in accordance with applicable continuous and timely
disclosure requirements.

F. Language Legislation

Canada is officially a bilingual (English and French) coun-
try. As of 2021, approximately 30% of its population was
French speaking, the majority of whom reside in Quebec,
where nearly 95% of residents speak French. When doing busi-
ness in Canada, a nonresident must, therefore, take into account

78 R.S.C. 1985, c. 20 (1st Supp.).
79 R.S.C. 1985, c. 1 (5th Supp.).
80 S.C. 1996, c. 23.
81 R.S.C. 1985, c. C-11.

various federal and Quebec laws and regulations designed to
protect language rights and promote the French language and
culture.

For example, regulations passed under the Consumer
Packaging and Labeling Act,82 in conjunction with the Official
Languages Act,83 require that, as a general rule, the product
identity and the net quantity identification be in both French
and English. The dealer identification declaration may be in ei-
ther English or French but, as a general rule, if the product is
being sold in the Province of Quebec, both languages must ap-
pear. It is, therefore, common to provide all the mandatory in-
formation in both languages. These requirements apply to all
consumer products marketed and sold in Canada, whether lo-
cally manufactured or imported, subject to very limited excep-
tions. Goods marketed or sold in contravention of these re-
quirements are subject to seizure and potential destruction by
federal authorities.

When doing business in Quebec, it is necessary also to
consider the requirements of the Quebec Charter of the French
Language (the “French Language Charter”),84 which is de-
signed to make French the everyday language of work, instruc-
tion, communication, commerce and business in Quebec. There
are a number of important aspects of this legislation, affecting
everything from signage to labor relations and contracts. Some
of the more noteworthy provisions are as follows:

(i) All public signs as well as poster and commercial ad-
vertising in Quebec must be in French, although another
language is permitted subject to certain restrictions on the
prominence of the other version. A number of exceptions
to this requirement are included in the regulations. For ex-
ample, with respect to trademarks, the Regulation respect-
ing the language of commerce and business85 has been
amended to provide that when a trademark in another lan-
guage is used on exterior-facing signage, sufficient pres-
ence of French must be ensured in the same visual field as
the trademark, by way of either a generic term or descrip-
tion of the products or services concerned, a slogan or any
other term or indication in French. On June 1, 2025, addi-
tional requirements will come into force, such as a require-
ment for a non-French trademark to be registered in Cana-
da to be used on signage and increasing the prominence
of French on exterior-facing signage, so that the French is
markedly predominant in relation to a non-French trade-
mark.

(ii) Every inscription on a product, on its container or
wrapping, or on a document or object supplied with it,
including the directions for use and the warranty certifi-
cates, must be drafted in French. Another language is also
permitted provided that the other language is not given
greater prominence over the French version. There are var-
ious exceptions to the French labeling, inscription, and
signage requirements. For example, exceptions exist for
products intended for use exclusively for a market outside
of Quebec, for trademarks, for greeting cards, and for cal-

82 R.S.C. 1985, c. C-38.
83 R.S.C. 1985, c. 31 (4th Supp.).
84 R.S.Q. 1987, c. C-11.
85 C.Q.L.R. c. C-11, r. 9.
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endars and agendas not for purposes of advertising. On
June 1, 2025, additional restrictions will come into force
regarding the use of non-French trademarks on product in-
scriptions. These restrictions will require that such trade-
marks be registered in Canada and will further require the
translation of any generic or descriptive terms that are in-
cluded in the trademark.

(iii) All computer software, including game software and
operating systems, whether installed or uninstalled, must
be available in French unless no French version exists.
Software may also be available in languages other than
French, provided the French version may be obtained on
terms that are no less favorable, except with regard to price
where it reflects higher production or distribution costs,
and provided it has technical characteristics that are at
least equivalent. This requirement has had an impact on
the release of new software products in Quebec.

(iv) Contracts predetermined by one party, as well as con-
tracts containing printed standard clauses and the related
documents, must be in French. These may also be in an-
other language, at the express request of the parties. How-
ever, as of June 1, 2023, most contracts that are predeter-
mined by one party will have to be systematically provided
to the Québec counterparty in French before that counter-
party can express a willingness to contract in English. Fail-
ure to comply with this new requirement can result in the
annulment of the contract in question. While it has become
common for English language contracts (even for negotiat-
ed contracts) to include a clause (in bilingual form) stating
that the parties wish the contract and related documents

to be in English, this practice should not be relied on to
negate liability under the Charter of the French Language
for failing to provide standard-form contracts in French in
Quebec, particularly given the new requirement to provide
a French version of non-negotiable contracts in most cas-
es, even if the Québec counterparty prefers to contract in
English, and the fact that annulment of such a contract is
now possible if it is not provided in French.

(v) The names of firms doing business in Quebec are re-
quired to be in French, subject to exceptions to accommo-
date circumstances in which the statute under which they
are incorporated does not permit it. The specific compo-
nent of a French name may be a word, or an expression
taken from another language (like a trademark), provided
its generic component is in French.

(vi) A firm with 50 or more employees in Quebec must ob-
tain a “francization certificate” stating that it has proper-
ly applied and implemented a francization program at each
level of the organization. As of June 1, 2025, this require-
ment will apply to firms with 25 or more employees in
Québec.
Non-Quebec corporations that do business in Quebec are

required to comply with most of the provisions of the French
Language Charter, such as those relating to the labeling of
products and communicating with their Quebec employees and
customers in French. However, the day-to-day common busi-
ness language in the largest city in Quebec, Montreal, remains
English in many enterprises and approximately 20% of Mon-
treal residents do business mainly in English.
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IV.IV. General Private and Commercial LawGeneral Private and Commercial Law

A. Real Property

The sale and development of real property is under the ju-
risdiction of the provincial governments. In every province ex-
cept Prince Edward Island, a nonresident is generally entitled
to take, acquire, hold, and dispose of commercial real property
in the same manner as a Canadian citizen or resident. Prince
Edward Island, however, has enacted the Lands Protection Act,
P.E.I.,86 which restricts the amount of land that may be held
by persons or corporations not resident in the province. There
are also restrictions on the ownership of land outside of cities,
towns and villages in Alberta, and on the ownership of farm-
land in Saskatchewan, Manitoba and Quebec. In addition, some
provinces require corporations to meet licensing or registration
requirements to hold land. Notwithstanding that real property
is under the jurisdiction of the provincial governments, the
federal government has introduced a restriction on the owner-
ship of residential real property in certain designated areas by
non-Canadians, including corporations and other business in-
terpretations that do not satisfy the criteria for being considered
Canadian. That restriction became effective January 1, 2023,
and is expected to be in place until January 1, 2027.

Although provincial governments are responsible for land
use planning, various planning functions are delegated to the
municipalities. The degree of control exercised by the provin-
cial governments over municipal action varies considerably.
Much of the regulation of real property is in the form of zoning
and building by-laws. Zoning by-laws regulate virtually all as-
pects of the use of land, the nature of buildings and structures
thereon, the size of parcels of land and the permissible develop-
ment of land among other things. Building by-laws, including
building permit requirements and building code standards, gov-
ern such matters as building materials, heating and ventilation
systems, electrical systems, sewage and water systems, access,
and inspection.

Other provincial legislation may also be relevant to real
property ownership and development, such as laws relating
to environmental protection, residential rent control, historical
designations, and the regulation of real property and mortgage
brokers.

Each province administers a system for the registration of
interests in land, both with respect to title and with respect to
encumbrances. To this end, in various parts of the country one
finds a registry system and/or a land titles (or “Torrens”) sys-
tem. A registry system provides for the public registration of
instruments affecting land but does not make any qualitative
statement as to the status of title. A land titles system provides
for more than the registration of documents and, in some cases,
title is (subject to certain exceptions) effectively guaranteed by
the province.

Taxes on real property constitute a major source of rev-
enue in Canada. Most of these taxes are levied at the municipal
level and used to fund municipal services. Some provinces also
levy taxes on the purchase of land and impose various other
taxes on mines, timber property and similar property.

86 R.S.P.E.I. 1988, c. L-5, s. 4 and 5.

In several Canadian provinces, the purchaser of land is re-
quired to pay provincial and/or municipal land transfer tax or
property purchase tax. The specifics of the legislation differ
significantly from province to province and are discussed in
VI.G., below.

Income taxes are normally payable on profits or gains
from the disposition of land. Reference should be made to the
discussion at VIII.B.3.c., below, of gains realized by nonresi-
dents of Canada and the related compliance requirements. De-
pending on the province, goods and services tax (GST), or har-
monized sales tax (HST), discussed at VI.D.3., below, may be
imposed on the sale or lease of real property.

Additional rules apply to certain residential properties
considered to be vacant or underused. The federal Underused
Housing Tax imposes an annual tax on non-residents who own
Canadian residential real estate considered to be vacant or un-
derused that is equal to 1% of the value of the property. Va-
cant Home Taxes are also imposed by certain municipal gov-
ernments, including Toronto, Ottawa, and Vancouver.

Comment: In Budget 2024, the federal government an-
nounced that it was considering imposing a tax on residentially
zoned vacant land. The government held a consultation for the
potential tax from October 8 to December 31, 2024.

B. Intellectual Property

1. Patents

In Canada, the federal Patent Act87 grants a statutory mo-
nopoly over new and useful inventions for a fixed period of
time. The Canadian Patent Act was fundamentally changed in
1989 from a first-to-invent system to a first-to-file system, with
a qualified absolute novelty requirement. Any publication or
enabling public disclosure of the invention prior to the effec-
tive filing date by someone other than the inventor, or a person
who obtains knowledge of the invention directly or indirectly
from the inventor, will bar the application. Generally, a one-
year grace period, measured from the date of filing of the patent
application in Canada, will be allowed for disclosures originat-
ing from the inventor. Canadian patents are granted for a term
of 20 years from the date of filing in Canada.

Where a court finds a patent has been infringed, it may or-
der an injunction restraining further infringement, an award of
the patentee’s damages or an accounting of the infringer’s prof-
its, and the delivery up or destruction of infringing articles.

2. Copyrights

In Canada, copyright subsists in every original literary,
dramatic, musical or artistic work, including computer soft-
ware. Subject to exceptions set out in the Copyright Act,88 the
term of protection of a copyrighted work is the life of the au-
thor plus 50 years. Canada, like the United States, is a signatory
to international copyright conventions. Thus, under the federal
Copyright Act, the author of an original literary, musical, dra-
matic or artistic work (including computer software) automat-
ically has copyright in the work in Canada upon its creation,
provided the author is a citizen or subject of a treaty country

87 R.S.C. 1985, c. P-4, as amended.
88 R.S.C. 1985, c. C-42, as amended.
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(i.e., a country that is a member of the World Trade Organiza-
tion (WTO) or a party to the Berne Convention or the Univer-
sal Copyright Convention), or provided the work, if published,
was first published in a treaty country.

The owner of the copyright in a work has the exclusive
right to produce or reproduce the work, or any substantial part
of the work, to perform the work in public, to transmit the work
to the public by telecommunication, to publish an unpublished
work, and to authorize any such act. Pursuant to the Copyright
Act, the copyright in a work is infringed when any third party,
without the permission of the copyright owner, does anything
that only the owner has the right to do.

Generally, the author of a work is the first owner of the
copyright, although an employer is the first owner of the copy-
right in material created by its employees in the course of em-
ployment (absent an agreement to the contrary). Works created
by an independent contractor belong to the contractor. There is
no equivalent in Canada to the “work for hire” doctrine. Note
that where a work is “prepared or published by or under the
direction or control of” a Canadian government entity, Crown
copyright issues will arise and will require specific considera-
tion.

Copyright subsists in original works whether or not a work
is registered. Although registration is not necessary in Canada,
it provides certain advantages. First, it provides certain pre-
sumptions regarding the subsistence and ownership of copy-
right. Second, the existence of a registration is deemed to be
grounds for suspecting that copyright subsists in a work and
prevents any person from relying on the defense of “innocent
infringement.” This defense is available when a protected work
is copied but the infringer has no actual knowledge that copy-
right subsists in a work, and no reasonable grounds for suspect-
ing it does. In this case, the only remedy for infringement avail-
able to the copyright owner is injunctive relief.

Where a court finds that a copyright has been infringed,
it may order an injunction restraining further infringement, an
award of damages or an accounting of the infringer’s profits,
and the delivery up or destruction of infringing articles. In the
alternative to actual damages or profits, the plaintiff may elect
to receive statutory damages. Criminal sanctions may also be
available.

3. Trademarks

Trademarks in Canada may be registered or unregistered.
The federal Trademarks Act89 allows for the registration of a
trademark, which is granted for an initial term of 10 years. The
registration may be renewed for successive 10-year periods on
payment of renewal fees and does not require proof of use of
the trademark by the registrant. Registration of a trademark
provides the registrant with the exclusive right to use the trade-
mark in Canada in association with the goods and services iden-
tified in the registration. The owner of an unregistered trade-
mark will need to establish, if its mark is challenged or in-
fringed, that its trademark is recognized in the relevant market-
place as identifying its goods or services.

A trademark will not be valid, enforceable or registrable if
the trademark is not distinctive with respect to the goods or ser-

89 R.S.C. 1985, T-13.

vices with which it is associated. Under Canadian law, a trade-
mark is not distinctive where there has been concurrent or prior
use of the mark by others (unless the others are licensees). A
trademark will also be unenforceable when it is clearly descrip-
tive, or where it is deceptively misdescriptive.

The owner of a registered trademark may bring an action
for infringement under Sections 19 and 20 of the Trademarks
Act if the mark is being used by an unauthorized third party.
The owner of an unregistered mark may commence an action
in passing off if a third party is using its trademark.

To prevail in an infringement suit, the owner of a trade-
mark must show that the defendant is using a mark in associa-
tion with its goods or services that is confusingly similar to the
owner’s trademark and creates confusion as to the true source
of the goods or services.

When a court finds that a trademark has been infringed,
it may order an injunction restraining further infringement, an
award of the owner’s damages or an accounting of the in-
fringer’s profits, and the delivery up or destruction of infring-
ing articles.

4. Industrial Designs

The provisions of the federal Industrial Design Act90 pro-
tect a product’s unique appearance, allowing the owner of a
novel design to obtain a monopoly on the use of that design,
provided an application for registration is filed within one year
after publication of the design in Canada or elsewhere. An in-
dustrial design is the Canadian equivalent of a U.S. design
patent. The design must not be solely utilitarian and must be
one that “appeals to and is judged solely by the eye.” An in-
dustrial design registration endures for the longer of 10 years
from the date of registration and 15 years from the Canadian
filing date (i.e., the exclusive rights will be between 10 and
15 years). The owner of an industrial design that has been in-
fringed is generally entitled to an award of damages or an ac-
counting of profits, injunctive relief, and the disposal of in-
fringing products. If the infringer was not aware, and had no
reasonable grounds to suspect, that the design was registered,
the plaintiff is limited to injunctive relief. This defense of in-
nocent infringement is not available if the articles to which the
registration pertains, or the labels or packaging associated with
those articles, were properly marked as a registered industrial
design, and were distributed in Canada by or with the consent
of the owner of the industrial design at the time of the infring-
ing act.

5. Semiconductor Chips

The federal Integrated Circuit Topography Act91 gives reg-
istrants an exclusive 10-year term of protection for the design
or topography of integrated circuits, such as semiconductor
chips, after the earlier of the first commercial exploitation of
the topography or the filing date of the application. Registration
is available to creators of topographies who are nationals of
Canada, legal entities that create topographies or manufacture
integrated circuit products in Canada, nationals and residents

90 R.S.C. 1985, c. I-9, as amended.
91 S.C. 1990, c. 37, as amended.
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of foreign countries who offer sufficient protection to Canadian
topographies, and nationals of WTO member countries.

The application for registration must be filed in Canada
within two years of the first commercial exploitation of the
topography anywhere in the world. Registration gives the ex-
clusive right to reproduce, manufacture, import or commercial-
ly exploit the topography, and any integrated circuit that incor-
porates the topography or a substantial part thereof. Reverse
engineering is lawful for purposes of evaluation, research or
teaching, but not for commercial purposes.

6. Trade Secrets and Confidential Information

While there is federal legislation pertaining to the pro-
tection of personal privacy and personal information held by
public bodies and private corporations in Canada, commercial
confidential information and trade secrets are protected by the
common law, rather than by statute.

Confidential information will be protected if the informa-
tion has not been publicly disclosed. Any disclosure of confi-
dential information must have been made in such a manner as
to protect its confidentiality, and the recipient of the informa-
tion must know, or ought to have known, that the information
was confidential.

A trade secret is a type of confidential information that
typically consists of technical information, or knowhow, that is
kept secret and provides a competitive advantage to its owner.
Where the court finds a misuse of confidential information, the
remedies available are flexible and include an injunction, dam-
ages or an accounting of profits, and equitable remedies such
as the imposition of a trust.

C. Bankruptcy Law

1. Restructurings

An insolvent Canadian company may choose to imple-
ment a formal restructuring using the proposal provisions in the
Bankruptcy and Insolvency Act (BIA)92 or by commencing an
application under the Companies’ Creditors Arrangement Act
(CCAA).93 Each of these processes is similar to Chapter 11 of
the Bankruptcy Code of the United States, although proposal
proceedings under the BIA are more codified than CCAA pro-
ceedings. Both of these processes are generally overseen by the
relevant provincial court in which the bankruptcy proposal or
CCAA application is made.

Under the BIA, an insolvent person may file a notice of
intention to make a proposal, which automatically initiates a
30-day stay period against most creditors. During the stay pe-
riod, the business is monitored by a trustee, while the debtor
attempts to negotiate an acceptable proposal with its creditors.
The BIA also provides that, during this period, contractual
terms providing for the termination, amendment or acceleration
of payment under a contract simply by reason of the fact that a
person is insolvent or has filed a notice of intention or a propos-
al are unenforceable. A similar rule applies to clauses in leases
or licensing agreements that are triggered by the nonpayment
of rent or royalties. Any further supply of goods and services

92 R.S.C. 1985, c. B-3.
93 R.S.C. 1985, c. C-36.

may, however, be on a cash basis and need not be on credit
terms.

The debtor may seek individual extensions of the stay pe-
riod not exceeding 45 days up to a maximum of five months
following the expiry of the initial 30-day period for formulating
a viable proposal. A debtor that does not file a proposal within
the allowed time will be deemed to have made an assignment
in bankruptcy (akin to commencing a Chapter 7 proceeding in
the United States).

The proposal may be made to unsecured creditors only or
to both secured and unsecured creditors. Creditors with proven
claims are entitled to vote on the proposal and are divided into
classes based on commonality of interest, with all of the un-
secured creditors normally comprising one class. The approval
of a proposal by a particular class requires a favorable vote
by creditors representing a majority in number and two-thirds
in value of those voting. The BIA requires that all classes of
unsecured creditors (other than equity claimants, unless the
court orders otherwise) must vote for acceptance of a proposal
by such threshold. Some significant differences between the
Canadian law and the U.S. Chapter 11 regime are the absence
in Canadian law of a “cram down” to force a reorganization
scheme on classes of dissenting secured creditors, and the fact
that the company must first be insolvent to seek such relief and
that the initiation of such relief does not create a new estate in-
terest.

Once the court sanctions the proposal as approved by a
class of creditors, it will then be binding on all members of that
class. The BIA provides that a court may not sanction a pro-
posal unless it provides for the payment of source deductions
for income tax, unemployment insurance and Canada Pension
Plan contributions. Apart from such source deductions and sub-
ject to certain exceptions, the BIA generally treats government
claims as ordinary unsecured claims. In the case of an employ-
er, the BIA also provides that the court may not sanction a pro-
posal unless it provides for the payment of unpaid wages and
disbursements up to a maximum amount per employee, as well
as for the payment of unremitted employee pension contribu-
tions, unpaid employer defined benefit pension contributions
and unpaid normal cost payments.

Like the proposal provisions of the BIA, the CCAA may,
in certain circumstances, permit a financially troubled compa-
ny to continue its business through a reorganization by pro-
viding for a stay of proceedings against secured and unsecured
creditors during a reorganization period. Such proceedings are
available only to a debtor company or affiliated debtor compa-
nies with more than Can. $5 million of total debt (i.e., larger
companies involved in more complicated restructurings). How-
ever, being less codified than the BIA, the CCAA is a more
flexible restructuring tool allowing, for example, broader and
longer stays of proceedings. If a restructuring under the CCAA
fails, there is no automatic bankruptcy as there would be under
a failed BIA proposal. Voting thresholds, the classification
of creditors, plan approval and the court sanction process are
largely similar in nature to BIA proposal proceedings.

2. Liquidations

The BIA also provides for voluntary assignments into for-
mal bankruptcy or involuntary creditor applications to have a
company adjudged bankrupt. Such proceedings are similar to

Detailed AnalysisDetailed Analysis IV.C.2.IV.C.2.
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Chapter 7 proceedings in the United States. In a bankruptcy, all
assets of the debtor, subject to existing security interests, vest in
a trustee in bankruptcy who liquidates them for the general ben-
efit of all unsecured creditors. Aside from the BIA, various liq-
uidation regimes apply to entities doing business in Canada, in-
cluding liquidation proceedings commenced under the CCAA.
In addition, certain financial institutions, such as banks, loan
and trust companies, and insurance companies, as well as other
corporations subject to exclusive federal jurisdiction, must be
liquidated pursuant to the Winding-up and Restructuring Act.94

This Act also applies to Canadian branches of foreign banks.

D. Conflict of Laws

Each of the Canadian provinces and territories is a separate
jurisdictional entity with its own conflict of laws rules. The
conflict rules of the common law provinces are similar, al-
though not identical. The conflict rules of the civil law Province
of Quebec differ from the common law conflict rules. In addi-
tion, there is a federal legal system that applies to matters with-
in federal legislative competence that encompasses the entire
country. Canada is a member of the Hague Conference on Pri-
vate International Law.

This discussion reflects Canadian common law conflict of
laws rules, which are principally developed by case law.

In general, a Canadian court will apply the lex causae (the
system of law that Canadian conflict of laws rules indicate is
applicable to the question) to matters of substance and the lex
fori (the law of the forum, in this case the law of a Canadian
province or territory) to matters of procedure. Therefore, in
matters involving foreign legal elements it is crucial to deter-
mine whether a given rule of law is substantive or procedural in
nature.

A Canadian court will generally apply a foreign choice of
law clause in a contract provided the choice is bona fide and le-
gal and is not contrary to public policy. However, a Canadian
court will not apply a foreign law that deals with the enforce-
ment of foreign tax or expropriatory or penal laws. In addition,

94 R.S.C. 1985, c. W-11.

a Canadian court will not apply a foreign law if its application
would be contrary to public policy.

Unless foreign law is pleaded and proven in a case, a
Canadian court will apply Canadian law based on a presump-
tion that the Canadian law is the same as the foreign law.

A Canadian court will generally enforce a final foreign
money judgment if the foreign court had jurisdiction over the
defendant according to Canadian law. A foreign court may
have jurisdiction in different ways, including if the defendant
attorned to or previously agreed to submit to the jurisdiction or
if there is a real and substantial connection between the defen-
dant and the foreign jurisdiction in relation to the matter before
the foreign court.

A Canadian court will not normally enforce a foreign judg-
ment if the judgment:

(i) Was obtained by fraud;

(ii) Would be characterized as based on foreign tax, expro-
priatory or penal law;

(iii) Was obtained in breach of the rules of natural justice;
or

(iv) Is contrary to public policy.
The laws of evidence and admissibility are, for the most

part, procedural and are governed by Canadian law as the law
of the forum. This rule is subject to the qualification that not
every rule that Canadian law would consider part of the law
of evidence is classified as procedural for conflict of laws pur-
poses, but only rules of a technical or procedural character. It
is now generally accepted that questions as to the remoteness
of damages are substantive and governed by the lex causae,
whereas questions as to the quantification of damages are pro-
cedural and thus governed by Canadian law as the law of the
forum.

Questions of the priority of creditors are matters for Cana-
dian law as the law of the forum in relation to bankruptcies,
windings-up and the administration of insolvent estates.
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V.V. Regulated SectorsRegulated Sectors
Several sectors of the Canadian economy are strictly reg-

ulated because of their perceived importance to national eco-
nomic policy, including certain financial services (banking in
particular), communications and energy.

A. Financial Services

In Canada’s system of government, there is a division
of powers between the federal and provincial governments.
The federal government has exclusive legislative authority over
banking and incorporation of banks, while the provinces retain
jurisdiction over contract law, property and civil rights. Ac-
cordingly, both federal and provincial laws shape the regulation
of financial institutions in Canada.

At the federal level, the legislation provides for the incor-
poration and regulation of three categories of financial institu-
tions: banks, which include federal credit unions and foreign
bank branches; trust and loan companies; and insurance com-
panies. The legislation in provinces permits the establishment
of and regulates non-bank deposit-taking institutions, such as
credit unions and trust and loan companies, non-bank finance
companies and insurance companies. As a result, credit unions
(caisse populaires in Quebec), insurance companies, trust com-
panies and loan companies may be incorporated under either
federal or provincial laws.

In 1992, a revised framework of federal legislation gov-
erning federal financial institutions took effect. At that time,
the Bank Act,95 the Trust and Loan Companies Act,96 the In-
surance Companies Act,97 and the Cooperative Credit Associ-
ations Act98 introduced changes designed, among other things,
to broaden competition among financial institutions and to in-
crease their lending and investment powers, all within the con-
text of enhanced consumer protection. The legislation also re-
vised the rules relating to the ownership and acquisition of
Canadian financial institutions. In addition to being subject to
the federal legislation referred to above, federally incorporat-
ed trust companies, loan companies, and insurance companies
are subject to provincial legislation that regulates these types
of entities, and which varies from province to provinces. Most
provinces impose a licensing or registration regime for each of
these types of companies, as well as market conduct rules.

Banks incorporated in Canada under the Bank Act are des-
ignated as Schedule I or Schedule II banks depending upon
whether they are controlled by a foreign bank. Foreign banks
that have been authorized under the Bank Act to establish
branch operations in Canada are designated as Schedule III
banks.

Banks incorporated in Canada that have equity of Can.
$12 billion or more may not have any major shareholders, with
some limited exceptions. A major shareholder is defined as a

95 S.C. 1991, c. 46.
96 S.C. 1991, c. 45.
97 S.C. 1991, c. 47.
98 S.C. 1991, c. 48. The creation of the concept of retail associations as a

form of a federal cooperative financial institution was not successful. In 2012,
the Bank Act was amended to permit the incorporation and continuance of fed-
eral credit unions. As of April 2020, only two provincial credit unions have en-
tered into the federal credit union regime.

person who would beneficially own, either directly or through
entities that the person controls, more than 20% of the out-
standing voting shares of the bank or more than 30% of any
class of nonvoting shares of the bank. Any person wishing to
exceed 10% of any class of shares will also require the prior
approval of the Minister. One exception to this rule exists per-
tains to banks that are controlled by a foreign bank at the time
that they reach the Can. $12 billion threshold.

Canadian banks that have between Can. $2 billion and $12
billion of equity are subject to a public float requirement. Sub-
ject to obtaining an exemption from the Minister of Finance,
these banks are required to have at least 35% of their voting
shares listed on a Canadian stock exchange and widely distrib-
uted.

Ownership constraints are also imposed on federally reg-
ulated insurance companies, trust companies, and loan compa-
nies, including public float requirements for companies with
Can. $2 billion or more of equity.

Foreign banks and entities associated with them are not
empowered to undertake any business in Canada except as ex-
pressly permitted by the Bank Act, although they are permit-
ted to conduct business with Canadians from outside of Canada
on a cross-border basis. Historically, foreign banks were per-
mitted to perform banking activities in Canada only through a
subsidiary. However, branch banking was introduced pursuant
to amendments to the Bank Act made in 1999.99 Representative
offices are permitted solely to promote the services of the for-
eign bank and act as a liaison between the foreign bank and its
clients.

Quebec and British Columbia, with the cooperation of the
federal government, have enacted legislation creating “Interna-
tional Financial Centres” in Montreal and Vancouver and pro-
viding tax and other advantages to qualifying corporations and
their employees where their activities consist of certain eligible
international financial transactions.

B. Energy and Natural Resources

Responsibility for the regulation of energy and natural re-
sources in Canada is shared by the federal and provincial or ter-
ritorial governments. The principal federal regulatory body is
the Canada Energy Regulator (CER) created by the Canadian
Energy Regulator Act (CER Act).100 In addition, each province
or territory has one or more comparable bodies whose statutory
mandates relate to energy and natural resources. Whether the
jurisdiction of a project is federal, provincial/territorial or both
depends on several factors including the scope of the under-
taking and the nature of the energy development and its loca-
tion. The federal government is typically the relevant authori-
ty for energy projects crossing inter-provincial or international
boundaries, or in frontier areas.

The general responsibility of the CER is to regulate de-
fined aspects of the inter-provincial and international trans-
portation of oil, gas and electricity in the public interest. The
CER has the power to grant certificates of public convenience
and necessity for the construction of inter-provincial and inter-
national pipelines and power lines, to issue licenses and/or or-

99 S.C. 1999, c. 28.
100 S.C. 2019, c. 28.
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ders for exports of oil, gas or electricity, and to approve tolls
and tariffs for inter-provincial and international pipelines. The
CER also has the authority to hold inquiries into any aspect of
energy matters under its jurisdiction, and to issue reports for
the information of the government and the general public. The
CER does not regulate hydrocarbon exploration, drilling or ex-
ploitation, or the generation of electric power within any of
Canada’s 10 provinces or the Yukon, but it does regulate as-
pects of hydrocarbon exploration and extraction within Cana-
da’s other two northern territories (namely, Nunavut and part
of the Northwest Territories) and within some areas offshore.

Many decisions of the CER require federal cabinet ap-
proval. Such decisions include the issuance of certificates for
pipelines and of licenses for the export of oil or gas, designated
applications to export electricity, and the construction and op-
eration of designated international power lines. Licenses for the
export of oil or gas require approval of the Minister of National
Resources under the CER Act, in addition to the federal cabinet
approval required under the regulations.

The approval of CER is required for the establishment
of inter-provincial and international pipelines and power lines.
The approval process normally includes a public hearing
process, whether written or oral, and involves consideration of

the technical and financial feasibility and the environmental
and socio-economic impact of the proposed project. The inter-
national export of oil, gas or electricity also requires CER ap-
proval.

The USMCA has a significant impact in protecting the
trade of energy from regulatory intervention, particularly be-
tween Canada and the United States. Although the USMCA
does not have a specific section dealing with energy goods,
such goods are subject to USMCA’s general trade provisions.
These provisions largely reflect the rights and obligations pro-
vided for in the General Agreement on Tariffs and Trade
(GATT) and NAFTA. In general, no taxes, duties or charges
will be imposed on the export of any energy goods from the
United States to Canada, or vice-versa, unless such taxes, duties
or charges are also imposed on such energy goods when des-
tined for domestic consumption.

Provincial governments in Canada have the basic respon-
sibility for energy and natural resources within their boundaries
and, in most cases, are the owners of the resources. Several
provincial governments have also negotiated with the federal
government to obtain the rights to energy and natural resources
in the offshore areas. The role of the provincial governments in
energy and natural resources is, therefore, fundamental.

V.B.V.B. Detailed AnalysisDetailed Analysis
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VI.VI. Principal TaxesPrincipal Taxes

A. Sources of Authority in Taxation

1. Legislative

a. Organization of the Tax Law

Under the Constitution of Canada, the federal government
has jurisdiction over “the raising of money by any mode or sys-
tem of taxation,” while the provinces may legislate in relation
to “direct taxation within the province in order to raise rev-
enue for provincial purposes.”101 Thus, both levels of govern-
ment have the power to impose taxes, but certain constitutional
strictures are placed on the form that provincial taxation may
take.

The federal income tax is imposed under the Income Tax
Act (ITA),102 with certain prescribed rules contained in the cor-
responding Income Tax Regulations.103 A federal multi-stage
goods and services tax (GST) is also imposed under the Excise
Tax Act (ETA).104 The Canada Revenue Agency (CRA) admin-
isters both the income tax under the ITA and the GST under the
ETA.

Each Canadian province has its own income tax statute
or statutes that impose provincial income taxes, and each such
statute is generally modelled on the ITA. Each province other
than Alberta and Québec (the agreeing provinces) have also
entered into a memorandum of understanding with the federal
government pursuant to which the agreeing provinces and the
federal government agree that the CRA will administer provin-
cial income tax on behalf of each agreeing province. In con-
trast, the Alberta Tax Revenue Administration administers the
provincial income tax in Alberta and Revenu Québec adminis-
ters the provincial income tax in Québec.

Each province other than Alberta also imposes a provin-
cial sales tax, although the form and administration of these
taxes varies from province to province. Some of the provinces
have agreed to replace the federal GST and their respective
provincial sales tax with a single harmonized value-added tax
known as the harmonized sales tax (HST) that is administered
by the CRA. Other provinces have elected to retain a separate
provincial sales tax that is administered by the particular
province. A more detailed discussion of the GST/HST and
provincial sales tax regimes can be found at VI.D.3. and 5., be-
low.

b. Other Legislative Documents That Can Be Used to
Interpret the Law

Most amendments to the ITA and the ETA are typically
proposed in the annual Federal Budget introduced in the spring
(though recent years have also seen significant draft legislation
released outside of the Federal Budget process — such as in
a Fall Economic Statement — and there was no spring Feder-
al Budget in 2025 due to the election held on April 28, 2025).
The Federal Budget may also include an explanation of the pur-

101 The Constitution Act, 1867, subsecs. 91(3) and 92(2).
102 R.S.C. 1985, c. 1 (5th Supp.), as amended (ITA).
103 C.R.C., c. 945 (ITA Regulations).
104 Part IX, R.S.C. 1970, c. E-15, as amended (ETA).

pose and intended application of the tax proposals. In this re-
spect, the Federal Budget documents may be helpful in inter-
preting a particular provision of the ITA or the ETA. In addi-
tion, the Department of Finance routinely publishes “Technical
Notes” (more recently called “Explanatory Notes”) that accom-
pany proposed amendments to the ITA or ETA, whether such
proposals are part of the Federal Budget or not. These Tech-
nical Notes typically provide some additional context with re-
spect to the purpose of the proposed amendments and, in some
cases, examples of how the proposed amendments apply.

Although the Federal Budget documents and Technical
Notes can be of assistance in interpreting tax legislation, it is
important to note that such interpretive aids do not have the
force of law. Thus, while a court may rely on such documents
to assist in determining the legislative intention in respect of a
tax provision, the court is not bound by statements found with-
in such documents.

The CRA also publishes certain guides and similar docu-
ments that provide the CRA’s interpretation of certain provi-
sions in the ITA or the ETA. These CRA documents are dis-
cussed in further detail under VI.A.2., below.

c. Legislative Process

The Tax Policy Branch of the federal Department of Fi-
nance is generally responsible for developing and evaluating
Canada’s taxation policies and legislation, in many cases in
consultation with or at the direction of the Minister of Finance
(currently a joint position with the Minister of National Rev-
enue, as noted below in VII.A.) and/or the Federal Cabinet. The
Tax Policy Branch is divided into five divisions:

(i) Personal Income Tax Division;

(ii) Sales Tax Division;

(iii) Business Income Tax Division;

(iv) Intergovernmental Tax Policy, Evaluation and Re-
search Division; and

(v) Tax Legislation Division.
Each of these divisions is responsible for undertaking

analysis and developing policy proposals and recommenda-
tions with respect to their specific areas of responsibility.

The Tax Legislation Division is primarily responsible for
the drafting of income tax legislation and the Sales Tax Divi-
sion is primarily responsible for the drafting of sales and ex-
cise tax legislation. Both of these Divisions rely on support
and consultation from the federal Department of Justice and the
CRA.105

Draft legislation must be introduced in Parliament in the
form of a government bill. Draft tax legislation is prepared in
a Notice of Ways and Means Motion and is introduced in the
House of Commons106 by the Minister of Finance, in most cases
as part of the annual Federal Budget. In certain cases, draft tax
legislation may be publicly released prior to being introduced

105 Department of Finance Canada — Tax Policy Branch website:
https://www.canada.ca/en/department-finance/corporate/transparency/transi-
tion-binders/2019/how-finance-works/tax-policy-branch.html.

106 See discussion in I.A.2., above, regarding the legislative process in
Canada.
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in Parliament so that the public may review and comment. The
Department of Finance will then consider the public comments
and, if necessary, revise the draft tax legislation prior to its in-
troduction into Parliament.

Following its introduction into Parliament, draft tax legis-
lation first undergoes three readings in the House of Commons.
The first reading generally involves an introduction and brief
summary of the bill. The second reading provides an opportu-
nity for the members of the House of Commons to debate the
general principles of the bill and to vote on whether to refer the
bill to a committee for a more detailed review of the text. If sent
to a committee, the bill will be reviewed on a clause-by-clause
basis and the committee may recommend amendments to the
text of the bill. The committee will then report the bill back to
the House of Commons for further study, debate and amend-
ments. Following the report stage, the House of Commons will
complete a third and final reading of the bill after which the bill
is voted on.107 Following adoption in the House of Commons,
a bill is forwarded to the Senate. The Senate follows the same
general procedure (i.e., three readings) as the House of Com-
mons. The Senate can either adopt the bill as drafted or make
amendments and communicate such amendments to the House
of Commons. If the Senate proposes amendments to the bill,
the House of Commons can either accept or reject these amend-
ments. The Senate can technically reject the House of Com-
mon’s refusal to accept the Senate’s amendments, in which
case the bill will either fail to pass or the two bodies would hold
a conference to resolve the issues. However, in practice, the
Senate will generally accept the refusal of the democratically
elected House of Commons to accept the Senate’s amendments
to the bill.108

Once both the House of Commons and the Senate have
adopted a bill with identical language, that version must be giv-
en royal assent by the Governor General (i.e., the King’s repre-
sentative in Canada) or a deputy before it becomes an official
act of Parliament. Royal assent can be granted either through a
ceremony in the Senate or by a written declaration. After roy-
al assent has been granted, the subject matter of the bill (now
a law) will come into force either on the date of royal assent
or on the “in-force” date specified in the particular bill.109 In the
context of tax legislation, the in-force date will typically be the
date on which the particular tax measure was first publicly pro-
posed. In many cases, this will be the date of the Federal Bud-
get in which the tax measure was first proposed.

d. Constitutional Challenges

The constitutionality of legislation can be challenged in
the courts by any person that has standing, which is generally
the case where the person is directly affected by the legislation
or is threatened by sanctions for any alleged violation of the
legislation.110 Certain common law exceptions to this general

107 Barnes A. and Virgint E., Parliamentary and Information Research Ser-
vice, Legal and Social Affairs Division, The Legislative Process: From Gov-
ernment Policy to Proclamation, (October 1, 2019), Publication No. 2019-31E;
Parliament of Canada, House of Commons website, Our Process: Legislative
Process, https://www.ourcommons.ca.

108 Parliament of Canada, House of Commons website, Our Process: Leg-
islative Process, https://www.ourcommons.ca.

109 Parliament of Canada, House of Commons website, Our Process: Leg-
islative Process, https://www.ourcommons.ca.

principle permit a party to bring a constitutional challenge even
though the person is not directly affected by the legislation or
threatened by sanctions. Challenges to the constitutionality of
federal tax legislation (i.e., the ITA or the ETA) are typically
brought in the Tax Court of Canada, either as a separate action
or as part of an appeal of an assessment or reassessment. Chal-
lenges to the constitutionality of provincial tax legislation are
typically brought in the relevant provincial courts.

Under the Tax Court of Canada Act, a party that wishes to
challenge the validity, applicability or operability of an Act of
Parliament or its regulations in the Tax Court of Canada must
first serve a Notice of Constitutional Question on the Attorney
General of Canada and the attorney general of each province
at least 10 days prior to the date upon which the constitution-
al question will be heard, unless the court orders otherwise.111

Without a valid Notice of Constitutional Question having been
served, the Tax Court is not permitted to rule on the validi-
ty, applicability or operability of the legislation or regulation
in question.112 The Attorney General of Canada or any attorney
general of a province that is served with a Notice of Constitu-
tional Question is entitled to introduce any evidence or make
submissions relating to the constitutional question, and if they
do so, they will become a party to the proceedings in respect of
that constitution question.113 Similar rules are generally applic-
able to constitutional challenges that are brought in provincial
courts.

A decision of the Tax Court of Canada relating to a consti-
tutional issue can be appealed to the Federal Court of Appeal in
the same manner as the appeal of any other Tax Court of Cana-
da decision.114 Appeals of decisions of the Federal Court of Ap-
peal can be made to the Supreme Court of Canada with leave.115

In addition, the Federal Court of Appeal and the Supreme Court
of Canada have the discretion to consider a constitutional issue
that was not raised at a lower level provided that the party seek-
ing to argue the constitutional issue has complied with all no-
tice requirements.116

2. Administrative

The CRA’s Income Tax Rulings Directorate is generally
responsible for the interpretation of and establishing CRA pol-
icy with respect to the ITA, the ITR, income tax treaties and
other related statutes. The CRA also provides interpretation ser-
vices in respect of the ETA through its Excise and GST/HST
Rulings and Interpretations Service.

The CRA has various explanatory and technical publica-
tions, including:

(i) Information circulars (ICs): provide information about
administrative, enforcement, or procedural matters relat-
ing to income tax law.

110 Minister of Justice (Can) v. Borowski, [1981] 2 SCR 575.
111 Tax Court of Canada Act, R.S.C. 1985, c. T-2, s. 19.2(1) and (2).
112 Tax Court of Canada Act, R.S.C. 1985, c. T-2, s. 19.1(1).
113 Tax Court of Canada Act, R.S.C. 1985, c. T-2, s. 19.1(4) and (5).
114 Federal Courts Act, R.S.C. 1985, c. F-7, s. 27; Tax Court of Canada Act,

R.S.C. 1985, c. T-2, s. 17.6.
115 Supreme Court Act, R.S.C. 1985, c. S-26, s. 40.
116 Guindon v. Canada, 2015 SCC 41 at para 5.
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(ii) Income Tax Technical News (ITTNs): issued on an
ad hoc basis and provide the CRA’s technical interpreta-
tion of various provisions of income tax law. The newslet-
ter format allows a new or revised interpretation to be re-
leased quickly.

(iii) Interpretation bulletins (ITs): provide the CRA’s tech-
nical interpretation and position on certain provisions con-
tained in income tax law. Income tax ITs will eventually
be replaced by relevant income tax folios.

(iv) Income tax folios: provide the CRA’s technical inter-
pretation and position on certain provisions contained in
the ITA. Income tax folios contain updated versions of the
technical content currently found in ITs and the ITTNs.
When new folios chapters are published, the relevant ITs
and ITTNs are cancelled.

(v) Advance tax rulings (ATRs/Rulings): written state-
ments confirming how the CRA’s interpretation of specif-
ic provisions of Canadian income tax law apply to a def-
inite transaction that a taxpayer is contemplating. Rulings
are generally requested by tax professionals on behalf of
their clients and a fee is charged for an ATR. Subject to
any qualification, caveats, disclaimers, or comments stated
in a Ruling, a Ruling is binding on the CRA with respect to
the recipient taxpayer and the described transactions to the
extent that there is no material omission or misrepresen-
tation in the statement of relevant facts, proposed transac-
tion(s), or other information described in the Ruling and/or
the related request, and provided that the proposed trans-
actions are implemented within the time limit specified in
the Ruling.

(vi) Conference roundtables: written answers to questions
initially presented by the CRA at a roundtable session at
certain conferences, including the annual meetings of the
Canadian Tax Foundation (CTF), Association de planifi-
cation fiscal et financière (APFF), International Fiscal As-
sociation (IFA), and Society of Trust and Estate Practi-
tioners conferences (STEP).

3. Courts

A taxpayer can appeal an assessment, reassessment, or
loss determination by filing a Notice of Objection. Loss deter-
minations are issued by the Minister on request by a taxpayer
to set out the amount of a loss arising in taxation years in which
no income tax is otherwise owing. Following the filing of a No-
tice of Objection, the CRA’s Appeals Division will review the
taxpayer’s objections and either confirm, vary or vacate the as-
sessment, reassessment, or loss determination. If the taxpayer
is not satisfied with the Appeals Division’s determination of
the issue, the taxpayer may file a Notice of Appeal with the
Tax Court of Canada appealing the assessment, reassessment,
or loss determination. Judgments of the Tax Court of Canada
can be appealed to the Federal Court of Appeal and then ulti-
mately to the Supreme Court of Canada.

These procedures are discussed in further detail under
VII.I., below.

B. Income Tax

In general, Canada taxes the worldwide income of every
person resident in Canada at any time during the year and cer-
tain income sourced in Canada and earned by nonresidents.
Two distinct taxes are imposed on nonresidents. First, ordinary
income tax is payable with respect to business or employment
income and certain capital gains that are regarded, under Cana-
dian laws, as having their source in Canada. Second, a special
nonresident withholding tax applies to certain payments re-
ceived by a nonresident from a Canadian resident payor.

C. Inheritance and Gift Taxes

Other than certain provincial probate fees, Canada and its
provinces do not impose estate tax, gift taxes or succession du-
ties.

D. Commodity Taxes

In Canada, the federal and provincial governments impose
an amalgam of retail and wholesale sales taxes, value-added
taxes (VAT) such as the goods and services tax (GST), com-
modity taxes, customs duties, etc.

1. Federal Customs Duty

All goods imported into Canada must be declared and cus-
toms duty paid if applicable. The customs duty varies accord-
ing to the item imported and its country of origin.

2. Anti-Dumping Duty

Like many countries, Canada has a system to investigate
and address dumping and subsidization of imported goods,
which is governed by the Special Import Measures Act117 and
Special Import Measures Regulations and subject to Canada’s
WTO obligations. Investigations into dumping and subsidiza-
tion are usually triggered by a complaint filed by the aggrieved
domestic industry in Canada, but it can also be self-initiated by
the Canada Border Services Agency (CBSA).

In an investigation, the CBSA determines whether the sub-
ject goods are dumped and/or subsidized while the Canadian
International Trade Tribunal (CITT) determines whether those
goods, if dumped or subsidized, have caused or threaten to
cause material injury to the domestic industry. Where both the
CBSA and the CITT have made affirmative determinations, the
CBSA will impose anti-dumping and/or countervailing duties
(AD/CVD) on the subject imports. Timelines for Canadian AD/
CVD investigations are short: typically, it takes seven months
from the initiation of an investigation to the issuance of an AD/
CVD order.

Under the Canadian system, definitive duty rates are es-
tablished when the subject goods are imported. Cooperative
exporters of goods subject to a dumping order can receive
prospective “normal values” for their goods, which establish
floor prices for their sales of subject goods that, in principle,
will eliminate the importer’s liability for AD duties. However,
the CBSA has increasingly been resorting to an administrative
review process for normal values, which can result in retroac-
tive duty liability for importers where the CBSA finds that the

117 Special Import Measures Act, R.S.C. 1985, c. S-15.
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exporter, notwithstanding being issued prospective floor prices
by the CBSA, did not sufficiently price above its floor prices to
reflect changes over time to costs of production and other mar-
ket conditions.

3. Goods and Services Tax and Harmonized Sales Tax

At the federal level, Canada has implemented a multi-
stage goods and services tax (GST) that is currently assessed at
a rate of 5%.

The provinces of British Columbia, Manitoba and
Saskatchewan maintain a separate provincial sales tax regime,
while the provinces of New Brunswick, Newfoundland and
Labrador, Nova Scotia, Ontario and Prince Edward Island (the
HST-participating provinces) have harmonized their provincial
sales taxes with the federal GST to form the harmonized sales
tax (HST). Quebec has maintained its own VAT regime, which
is generally harmonized with the federal GST. Unlike the HST-
participating provinces, however, Quebec maintains its own
Quebec sales tax (QST) legislation (which generally mirrors
the GST/HST legislation, including any changes the federal
government makes to this legislation) and retains administra-
tion of the provincial component of the tax. Unlike the HST,
which uses the same registration number as the GST, and is
filed on the same return as the GST, Quebec has a separate reg-
istration number and filing for the QST. Neither Alberta nor the
territories have a provincial sales tax.

Outside of the HST-participating provinces, the GST rate
of 5%, plus any applicable provincial sales tax, applies to tax-
able supplies made, or deemed made, in those provinces. For
taxable supplies made, or deemed made, in an HST-partici-
pating province, the rate of tax is 13% in Ontario, 14% in
Nova Scotia (as of April 1, 2025), and 15% in New Brunswick
and Newfoundland and Labrador, which is comprised of a 5%
federal component and a specified provincial component (cur-
rently 8% in Ontario, 9% in Nova Scotia, and 10% in New
Brunswick and Newfoundland and Labrador). Goods and ser-
vices that are zero-rated or exempt from GST generally retain
the same status under the HST regime.

The GST/HST is very broadly based, although certain
goods (e.g., basic groceries, prescription drugs, residential
rents, health and dental services, and day care) are not taxed.
The GST/HST is modeled on a VAT. More specifically, the
GST/HST is imposed on recipients of “taxable supplies made
in Canada,” as well as on recipients of certain imported goods
and “imported taxable supplies.”118

“Supply” is defined in relevant part as “the provision of
property or a service in any manner, including sale, transfer,
barter, exchange, license, rental, lease, gift or disposition”119

and a “taxable supply” is a supply that is made in the course of
a commercial activity. “Commercial activity” in turn is broadly
defined to include, in relevant part, any business carried on by
a person or any adventure or concern in the nature of trade, but
it excludes the making of an “exempt supply.”

Supplies are generally considered to be “made in Canada”
in the following circumstances:

118 Excise Tax Act, Part IX R.S.C. 1970, c. E-15, as amended, secs. 165,
212 and 218.

119 Excise Tax Act, subsec. 123(1).

(i) Tangible personal property supplied by way of sale is
delivered or made available in Canada;

(ii) The use or possession of tangible personal property
supplied otherwise than by way of sale is given or made
available in Canada;

(iii) Intangible personal property supplied may be used in
Canada, or the property relates to real property situated in
Canada, tangible personal property ordinarily situated in
Canada or a service to be performed in Canada;

(iv) Real property is situated in Canada (which is also the
test for a related service); or

(v) Any other service is performed, at least in part, in
Canada.120

However, special rules apply to supplies of personal prop-
erty or services made by nonresidents. Such supplies are
deemed made outside Canada unless made in the course of a
business carried on in Canada or made by a nonresident per-
son registered for GST/HST, or the supplies are admissions to a
place of amusement, seminar, activity or event where the non-
resident did not acquire the admission from another person.121

An “imported taxable supply” is, generally, a taxable sup-
ply of intangible property or services made outside of Canada
to a resident of Canada for use in Canada otherwise than exclu-
sively in a commercial activity.122

The GST/HST is a multi-stage tax imposed at each link
in the chain of production (importing, manufacturing, whole-
saling and retailing), with an “input tax credit” system123 oper-
ating at those same stages to eliminate the temporary imposi-
tion of tax. The intended effect is to exact the full amount of
the tax from the ultimate consumer without the cascading tax
effect of a consumption tax imposed at any level other than
the final consumer. The GST/HST system results in a net tax
being levied on the value added at each stage of commercial
activity. Persons engaged in a commercial activity pay GST/
HST on their purchases of goods and services (generally on
the earlier of when the consideration is paid or becomes due),
collect GST/HST on their sales of goods and services, deduct
any GST/HST previously paid, and remit the difference to the
CRA. If the tax paid exceeds the tax collected, the difference is
refunded as there is no requirement to wait until the purchased
supply is sold before claiming an input tax credit. From the per-
spective of most businesses, GST/HST paid is not an ultimate
cost of doing business (except to the extent of administrative
costs and any costs of funding cash flow deficiencies that may
result owing to the time lag between payment of GST/HST on
inputs and receipt of a refund).

The GST/HST levied on most supplies is based on the
“value of the consideration” for the supply. This generally
refers to the cash consideration paid or the fair market value
of noncash consideration. In the case of imported goods, GST/
HST is calculated based on the value of the goods (generally,
the value for duty purposes).

120 Excise Tax Act, sec. 142.
121 Excise Tax Act, sec. 143.
122 Excise Tax Act, sec. 217.
123 Excise Tax Act, sec. 169.
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As stated above, GST is generally calculated at a rate of
5% and HST at a rate of 13%, 14%, or 15% (depending upon
the province in which the supply is made). However, the rate of
GST/HST is 0% in the case of certain supplies that are classi-
fied as “zero-rated,” including most:

(i) Prescription drugs;

(ii) Medical devices;

(iii) Basic groceries;

(iv) Agricultural and fishery products; and

(v) Exports.
Zero-rated exports, however, include goods supplied in

Canada to persons other than consumers that are intended for
immediate export by common carrier. “Exports” also include
most supplies of services made to nonresidents (with some ex-
ceptions, including services with respect to real property or
tangible personal property situated in Canada).124 Nonresidents
(other than consumers) purchasing goods while in Canada for
use outside Canada, where such goods are removed from Cana-
da within 60 days from purchase, may generally claim a rebate
for the GST/HST paid by them.

GST/HST is not imposed on “exempt supplies,” which in-
clude most of the following items:

(i) Long-term and some short-term residential leases, and
used housing;

(ii) Health and dental services;

(iii) Educational services;

(iv) Childcare services;

(v) Legal aid services;

(vi) Domestic financial services (including making loans
and selling shares of corporations);125 and

(vii) Many supplies made by charities, nonprofit organiza-
tions, and government bodies.126

The essential difference between exempt and zero-rated
supplies arises because of the multi-stage nature of the GST/
HST and has to do with the treatment of the persons making
such supplies. A supplier of goods or services classified as ex-
empt supplies pays GST/HST on purchases related to the mak-
ing of such supplies but is not entitled to claim input tax credits
with respect to such GST/HST. The supplier must absorb the
GST/HST it pays or recover it through an increase in the sale
price. This is the case, for example, for Canadian financial in-
stitutions that, for the most part, are engaged in the business
of supplying exempt financial services. For these institutions,
GST/HST is a real cost that must either be absorbed or passed
on to their customers through higher fees or rates.

124 Excise Tax Act, Schedule VI, Part V.
125 Some cryptocurrencies, such as bitcoin, fall within the definition of “vir-

tual payment instruments” and are treated as “financial instruments” such that
vendors would not be obligated to charge and collect GST/HST on supplies of
such digital assets. For further discussion of the characterization and treatment
of cryptocurrencies under Canadian federal law, see the discussion at VI.D.6.,
below.

126 Excise Tax Act, Schedule V.

In the case of a zero-rated supply, the supplier is entitled
to claim input tax credits with respect to GST/HST paid on pur-
chases related to the making of such supplies. Thus, zero-rated
goods and services pass through the production chain and to the
ultimate consumer entirely free of GST/HST. The inclusion of
exported goods and services in the “zero-rated” category per-
mits exports to leave Canada on an entirely GST/HST-free ba-
sis, with no unrecovered GST/HST having been imposed at any
point in the production chain.

In the case of domestic supplies, liability for GST/HST is
imposed on the purchaser; however, the onus for collecting the
tax is usually on the vendor. GST/HST is generally payable
when payment for the supply is made or becomes due (e.g., the
time at which an invoice is issued).127 The vendor collects the
tax as an agent for the Crown and remits it to the tax authorities.
GST/HST on imported goods and imported taxable supplies is
paid directly by the purchaser.

Only persons that are “registrants” under the GST/HST
system may claim input tax credits. Every person (including
a nonresident) who makes a taxable supply in Canada in the
course of a commercial activity engaged in by the person in
Canada, except for a nonresident not carrying on business in
Canada, must generally apply for registration within 30 days
from the making of the first taxable supply in Canada.128 One
exception from registration is for small suppliers (generally
suppliers with annual revenue of less than Can. $30,000). How-
ever, generally only a small supplier who elects to register can
claim input tax credits. Nonresidents who enter Canada for pur-
poses of selling admissions to places of amusement, seminars,
activities or events must also register. Nonresidents without a
permanent establishment (PE) in Canada are generally required
to post security when applying to be registered.

Effective July 1, 2021, the federal government created a
second GST/HST regime (the “Simplified Regime”) that re-
quires certain persons to register (including non-residents) even
where they are not carrying on business in Canada. Generally,
this registration requirement applies to persons making or fa-
cilitating certain kinds of supplies (including, very generally,
supplies of intangible personal property and services to con-
sumers in Canada or other parties not registered under the regu-
lar regime, and supplies of short-term accommodation in Cana-
da).

Registrants under both GST/HST regimes are required to
collect and remit GST/HST, and file periodic returns with the
CRA. Remittances and reporting may be on a monthly, quarter-
ly or annual basis depending on the amount of revenue earned
by the registrant. All registrants, other than charities and certain
financial institutions, are required to file their returns electroni-
cally for reporting periods that begin after December 31, 2023.

To alleviate the regressivity inherent in sales taxes, modest
GST/HST credits are provided through the income tax system
for individuals with income of less than a threshold amount.

The Excise Tax Act parallels the Income Tax Act in many
respects. There are specific provisions that deal with such as-
pects as the GST/HST consequences of corporate reorganiza-
tions, asset sales of businesses and supplies within a corporate

127 Excise Tax Act, subsec. 168(1).
128 Excise Tax Act, subsec. 240(1).
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group. There is also a general anti-avoidance rule that is similar
to the rule in the income tax legislation.

For further research on Canada’s GST system, see also the
VAT Navigator.

4. Federal Excise Tax and Excise Duty

In addition to the GST, the federal government levies spe-
cial taxes and, in some cases, duties on certain goods and com-
modities. These include “luxury items,” such as cosmetics, jew-
elry, vaping products and tobacco, as well as insurance premi-
ums and air transport. Special taxes also apply to cannabis and
certain products containing cannabis, which was legalized in
Canada on October 17, 2018.

5. Provincial Retail Sales and Commodities Taxes

Once goods have been subjected to the federal taxes de-
scribed above, they face provincial levies at the retail level.
All provinces except Alberta levy either an HST or a sales or
consumption tax. In addition, specific commodity taxes are im-
posed on a variety of goods and services, such as motor fuel
oil, tobacco, meals, amusements, etc. As is the case with fed-
eral sales tax, certain types of goods are exempt under various
provincial laws, which vary from province to province.

The collection of provincial sales tax in British Columbia,
Manitoba and Saskatchewan is generally accomplished through
a system of permits whereby sellers collect the tax from pur-
chasers on behalf of the province in question. Because of con-
stitutional limitations, the tax is imposed only on the ultimate
consumer of the property, though there can be requirements on
nonresident vendors to register for and collect the applicable
sales tax. In the case of purchases outside the scope of the
licensing jurisdiction, for example purchases outside the
province for use therein, the purchaser is responsible for assess-
ing the tax.

6. Digital Assets and Cryptocurrencies

Generally, the income tax treatment of transactions relat-
ing to digital assets and cryptocurrencies is substantially similar
to the treatment of commodities.129 Whether a particular trans-
action involving digital assets or cryptocurrencies gives rise to
income from a business or property (taxed at ordinary income
rates) or capital gains (taxed at capital gains rates) will depend
on the facts and circumstances. In this respect, see VIII.C.2.
and VIII.C.3., which discuss the factors that are relevant in de-
termining whether particular activities result in income from a
business or property or capital gains.130

Similar to other commodities, the CRA considers any
transaction for goods or services paid for using digital assets
or cryptocurrencies to be a barter transaction.131 In this respect,
the purchase price for the relevant goods or services is general-

129 See the previous discussion under VI.D.
130 See also CRA, “Information for crypto-asset users and tax profession-

als,” online: https://www.canada.ca/en/revenue-agency/programs/about-cana-
da-revenue-agency-cra/compliance/digital-currency/cryptocurrency-
guide.html.

131 See the CRA’s Guide for cryptocurrency users and tax professionals ac-
cessible at: https://www.canada.ca/en/revenue-agency/programs/about-canada-
revenue-agency-cra/compliance/digital-currency/cryptocurrency-guide.html.

ly considered to be the fair market value of the digital asset or
cryptocurrency at the time of the transaction.

From a GST/HST perspective, since the Excise Tax Act
deems “virtual payment instruments” to be “financial instru-
ments,” the purchase and sale of virtual payment instruments
will generally be exempt from GST/HST. Virtual payment in-
struments are generally defined to be property that is a digital
representation of value that functions as a medium of exchange
(i.e., like money, it is an instrument that is accepted as payment
in transactions for property and services and is recognized as
a measure of value) and exists only at a digital address of a
publicly-distributed ledger (i.e., blockchain). Certain property
is specifically excluded from the definition, including property
that confers a right of any kind to be exchanged for money or
specific property or service, and property that is primarily for
use within, or as part of, a gaming platform, an affinity or re-
wards program or a similar platform or program. As such, the
definition will cover many, but not all, types of cryptocurrency.

The mining of cryptocurrencies or other digital assets
would not generally be considered a supply for GST/HST pur-
poses. Subject to certain limited exceptions, persons engaged in
mining activities relating to crypto-assets do not have to charge
any GST/HST on any mining activity. However, they are also
generally not able to claim any input tax credits with respect to
their costs of performing the mining activities (such as the cost
of computers, rent, electricity, etc.). The cost of mining activi-
ties relating to crypto-assets effectively includes unrecoverable
GST/HST, and crypto miners in Canada will need to factor in
these additional costs when determining whether to continue to
do business in Canada (and in which province to carry on such
business).

E. Corporate Capital Taxes

A federal capital tax (the large corporations’ tax or LCT)
of 1.25% is levied on the taxable capital of a corporation that
is a financial institution, subject to a Can. $1 billion exemption.
The taxable capital of the corporation generally includes not
only the amount received on the issuance of shares of the cor-
poration, but also surplus, long-term debt of a capital nature and
reserves (other than reserves for depreciation, depletion and
doubtful debts).132 Some provinces also impose a capital tax on
large financial institutions, ranging from 4–6% and with vary-
ing exemptions.

F. Payroll Taxes

1. Canada and Quebec Pension Plans

The Canada Pension Plan applies to individuals employed
in Canada other than in the province of Quebec. Employees in
Quebec are governed by the Quebec Pension Plan. The employ-
er and employee rates of contribution are established each year
as a percentage of an employee’s pensionable earnings, sub-
ject to a maximum contribution amount. The maximum contri-
bution amounts are also adjusted annually. For 2025, the CPP
contribution rate is 5.95% of pensionable earnings (up to a
maximum amount of Can. $4,034.10 each) whereas the QPP
contribution rate is 6.40% of pensionable earnings up to a spec-

132 ITA, Part VI.
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ified limit, and 4% of additional maximum pensionable earn-
ings (up to a maximum amount of Can. $4,735 each).

2. Employment Insurance

The employment insurance scheme in Canada is also con-
tributory for both employers and employees, and applies with
respect to employment in Canada, unless such employment is
specifically exempted by the Income Tax Act or Regulations.
The employee and employer rates of contribution (which may
differ) are established each year as a percentage of an employ-
ee’s maximum yearly insurable earnings, subject to maximum
contribution amounts. The maximum contribution amounts are
also adjusted annually. For 2025, the federal employee contri-
bution rate is 1.64% of insurable earnings (up to a maximum
of Can. $1,077.48) and the federal employer contribution rate
is 2.296% of insurable earnings (up to a maximum of Can.
$1,508.47) for non-Quebec employees. For Quebec employees,
the 2025 federal employee contribution rate is 1.31% of insur-
able earnings (up to a maximum of Can. $860.67) and the fed-
eral employer contribution rate is 1.834% of insurable earnings
(up to a maximum of Can. $1,204.94) for Quebec employees.

3. Provincial Payroll and Health Fund Taxes

Some Canadian provinces require employers to pay pay-
roll, health or other similar taxes with respect to remuneration
paid to their employees. The rates vary depending on the
province, and some have exemptions or significantly reduced
rates for employers whose total remuneration payments fall be-
low a certain threshold.

G. Land Transfer Taxes

1. Ontario Land Transfer Tax

Ontario imposes a tax on transfers of land at the time of
registration of a conveyance and on most unregistered con-
veyances of beneficial interests in land located in Ontario.133

“Land” is broadly defined to include the interest of an optionee
or of a purchaser under an agreement for sale, and goodwill at-
tributable to the location of land, fixtures and leaseholds (only
if the term, including renewals, may exceed 50 years).134

The amount of land transfer tax payable in respect of a
conveyance depends on the value of the consideration paid for
the property and applies at the following rates:

(i) 0.5% on the first Can. $55,000;

(ii) 1% on the value of the consideration between Can.
$55,001 and $250,000;

(iii) 1.5% on the value of the consideration between Can.
$250,001 and $400,000;

(iv) 2% on the value of the consideration in excess of Can.
$400,000; and

(v) 2.5% on the value of the consideration in excess of
Can. $2 million if the property is a residential property
with one or two single-family units.

133 Land Transfer Tax Act, RSO 1990, c. L. 6, as amended, subsecs. 2(1),
3(1).

134 Land Transfer Tax Act, subsecs. 1(1), 1(6).

Certain dispositions of beneficial interests in land between
related corporations may qualify for a deferral of land transfer
tax and subsequent cancellation of the tax otherwise payable.135

Also, certain dispositions of beneficial interests in land arising
as a result of particular divisive reorganizations of corporations
may qualify for exemption from land transfer tax.136 The vesting
of land owned by predecessor corporations in an amalgamated
corporation is generally not considered a conveyance for land
transfer tax purposes.137 Certain limited exemptions from land
transfer tax are available for some transfers between spouses,138

transfers to family farm corporations, and transfers to family
business corporations.139

For purchases of properties within the city of Toronto, an
additional Municipal Land Transfer Tax applies. The amount
of tax is calculated in a manner substantially similar to the On-
tario Land Transfer Tax. However, as of September 6, 2023,
consideration in excess of Can $3 million payable on the ac-
quisition of residential properties with one or two single-family
units will be subject to an additional tax at a rate of 3.5%–7.5%.

Furthermore, as of March 25, 2022, an additional “non-
resident speculation” property transfer tax of 25% is levied on
purchases of certain residential property located in Ontario by
nonresidents. It also applies in situations where a nonresident
purchases an interest in a property along with residents.

2. Quebec Land Transfer Tax

The Province of Quebec also levies a duty on land trans-
fers. The Act Respecting Duties on Transfers of Immovables
(ADTI)140 applies to the transfer of real property (and attach-
ments thereto) situated in Quebec. The duty payable depends
on the amount of consideration paid for the real property and is
indexed to the consumer price index in Quebec. For 2025, the
following rates apply:

(i) 0.5% for the first Can. $61,500 of consideration;

(ii) 1% on the consideration between Can. $61,500 and
$307,800;

(iii) 1.5% on the consideration in excess of Can. $307,800;

(iv) 2% on the consideration between Can. $552,300 and
$1,104,700 if the property is situated in Montreal;

(v) 2.5% on the consideration between Can. $1,104,700
and $2,136,500 if the property is situated in Montreal;

(vi) 3.5% on the consideration between Can. $2,136,500
and $3,113,000 if the property is situated in Montreal; and

(vii) 4% on the consideration in excess of Can. $3,113,000
if the property is situated in Montreal.
The ADTI is paid by the transferee of the property and col-

lected by the municipality in which the real property is situated.

135 Land Transfer Tax Act, subsecs. 3(9), 3(11).
136 Regulation 70/91, subsec. 2.
137 Land Transfer Tax Bulletin LTT 3-2000 (published April 2000, content

last reviewed September 2009).
138 Regulation 696, R.R.O. 1990.
139 Regulation 697, R.R.O. 1990.
140 RSQ c. D-15.1.
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3. British Columbia Property Purchase Tax

A property purchase tax is levied in British Columbia on
most conveyances of title of real property at of the following
rates:

(i) 1% on the first Can. $200,000 of fair market value of
the property conveyed;

(ii) 2% on the portion of the fair market value of the prop-
erty conveyed between Can. $200,001 and Can. $2 mil-
lion;

(iii) 3% on the portion of the fair market value of the prop-
erty conveyed in excess of Can. $2 million; and

(iv) An additional 2% on portion of the fair market value
of the property conveyed in excess of Can. $3 million, if
the property is a residential property.141

Furthermore, a tax of 20% of the fair market value of the
property is also imposed on the acquisition of residential real
property located in specified areas of the province, including
the Metro Vancouver Regional District (the city of Vancouver
and its surrounding areas) by a foreign national, a foreign cor-
poration or a taxable trustee.

4. Manitoba Land Transfer Tax

A land transfer tax applies on the transfer of real property
in Manitoba. The tax is imposed on the fair market value of the
property conveyed at the following rates:

(i) 0% on the first Can. $30,000 of fair market value;

(ii) 0.5% on the portion of the fair market value between
Can. $30,001 and $90,000;

(iii) 1% on the portion of the fair market value between
Can. $90,001 and $150,000;

(iv) 1.5% on the portion of the fair market value between
Can. $150,001 and $200,000; and

(v) 2% on the portion of the fair market value in excess of
Can. $200,000.142

5. New Brunswick Real Property Transfer Tax

A real property transfer tax applies on the transfer of land
in New Brunswick at a rate of 1% of the greater of the consid-
eration paid for the property transferred or its assessed value.143

6. Nova Scotia Deed Transfer Tax

Nova Scotia municipalities may, through by-law, tax the
transfer of land situated within their boundaries. The rate (gen-
erally up to 1.5%) depends on the municipality in which the
land is situated. An additional 10% tax (increased from 5% as
of April 1, 2025) is levied on certain residential properties ac-
quired by nonresidents of Nova Scotia.

141 Property Transfer Tax Act, R.S.B.C. 1996, Chapter 378.
142 The Tax Administration and Miscellaneous Taxes Act, C.C.S.M. c. T2,

S. 112(1).
143 Real Property Transfer Tax Act, S.N.B. 1983, Chapter R-2.1. subsec.

2(1.03).

7. Other Provinces and Territories

Other provinces and the three territories also levy similar
land transfer taxes. Alberta has a property registration fee based
on Can. $50 plus 0.1% of the value of the land144 and a mortgage
registration fee based on Can. $50 plus 0.1% of the mortgage
amount.145

H. Municipal Taxes

Property taxation in Canada is generally imposed at the
municipal level rather than the provincial level. Though some
provinces have taken over the taxation of schools and business-
es, municipalities are generally empowered by provincial gov-
ernments to levy such taxes as a fixed percentage of value. Sev-
eral provinces do levy similar taxes in unorganized areas not
under the jurisdiction of a municipality. The authority for prop-
erty taxation and its modalities is governed by various provin-
cial statutes, and in some cases the charters of municipalities.

Generally, the tax base includes land and buildings, and,
in some provinces, extends to machinery, equipment and fix-
tures attaching to a building. In each province certain classes of
property are exempt from taxation, such as schools and public
properties.

Real property taxes are based on assessed value; however,
the method by which the value is assessed, and the relationship
between assessed value and market value are not uniform
across the country. In some cases, attempts have been made to
revalue property for purposes of assessment but, in general, as-
sessed value lags behind market value.

I. Natural Resource Taxation

The taxation of Canada’s various natural resource indus-
tries, such as mining, logging, and oil and gas, is based on spe-
cial and varied rules that must be examined in each particular
situation.

J. Select Luxury Items Tax

A luxury items tax on certain luxury goods was introduced
in 2022 under a separate statute, the Select Luxury Items Tax
Act (SLITA). The tax applies to the purchase of certain aircraft,
sea vessels and motor vehicles that have a purchase price in ex-
cess of Can. $100,000 (in the case of aircraft and motor vehi-
cles) or Can. $250,000 (in the case of sea-going vessels).

The tax is computed as the lesser of:

(i) 10% of the total “taxable amount” (generally, the con-
sideration paid plus any consideration paid for certain “im-
provements”) of the luxury item; and

(ii) 20% of the amount by which the taxable amount ex-
ceeds Can. $100,000 (for aircraft or motor vehicles) or
Can. $250,000 (for sea-going vessels).
The SLITA includes rules for assessments, objections, ap-

peals, audit, collection, enforcement, penalties, offences and all
other aspects for the administration of the SLITA. It also con-
tains an anti-avoidance provision similar to the general anti-
avoidance rule of the Income Tax Act (Canada). A separate an-

144 Alta. Reg. 120/2000, s. 3.
145 Alta. Reg. 120/1200, s. 4.
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ti-avoidance provision applies to certain transactions between
non-arm’s length persons. This provision does not require that
there be a misuse or abuse of the SLITA to apply.

K. Digital Services Tax

Canada has been working with the OECD, the G20 and the
members of the Inclusive Framework (representing over 140
countries) to reach a consensus on a new taxing right under the
OECD’s Pillar One proposals to reallocate certain amounts of
taxable income to market jurisdictions. While Canada has indi-
cated a strong preference for a multilateral approach, the fed-
eral government has nevertheless gone ahead with enacting a
Canadian digital services tax (DST) in the meantime.

In this respect, legislation to implement a DST was enact-
ed on June 20, 2024 and brought into force as of June 28, 2024.
The legislation provides that the DST applies at a rate of 3%
on revenues in excess of Can. $20 million from digital services
that rely on the engagement, data and content contributions of
Canadian users, as well as on certain sales or licensing of Cana-
dian user data.

On June 29, 2025, the Minister of Finance issued a press
release stating that the DST would be rescinded. The decision
to rescind the DST was taken after the U.S. indicated that the
continuation of trade negotiations was conditional on such a
rescission. Legislation to formally repeal the DST is expected
to be introduced in Parliament in the Fall of 2025. The remain-
der of this section describes the DST legislation in its current
form (as enacted).

The DST is generally modelled after similar DSTs in other
jurisdictions, such as France. The legislation provides that the
DST applies in a calendar year to an individual entity or mem-
bers of a consolidated group that, in a prior calendar year not
earlier than 2022, had global revenue of at least Can. $750 mil-
lion and, in the calendar year concerned, had more than Can.
$20 million of in-scope revenue from Canadian users. In-scope
revenue from Canadian users is generally comprised of revenue
from four categories of activities:

(i) Online marketplace services;

(ii) Online targeting advertising services;

(iii) Social media services; and

(iv) The sale of or provision of access to user data.
Revenue from each category is sourced to Canada using

several methods depending on how the particular revenue is
earned, including whether: the service concerned facilitates the
delivery of services in physical form within Canada (for exam-
ple, by providing transportation) or the exchange of goods and
services between users at least one of which is located in Cana-
da (for example, an online marketplace); a particular online ad-
vertisement is displayed to users located in Canada; or a social
media platform’s users are located in Canada. Revenue from
each category is based on a formula that takes into account the
proportion of users located in Canada versus outside of Cana-
da (as determined based on user data such as billing, delivery/
shipping address, phone number and other available informa-
tion).

The DST legislation also includes certain administration
and enforcement provisions that generally mirror those found
in the ITA, with some exceptions. In particular, to simplify the

compliance burden associated with the DST, members of con-
solidated groups will be allowed to designate one entity within
the group to fulfill their filing obligations, pay any DST liabil-
ity and otherwise comply with all of the administrative oblig-
ations in relation to the DST. Each entity within the consoli-
dated group remains jointly and severally liable for the DST
payable by any other group member. The legislation also in-
cludes a general anti-avoidance provision that is similar to the
general anti-avoidance rule in the ITA. While the DST liability
is not creditable against income taxes payable under the ITA,
the Department of Finance has indicated that DST liability pay-
ments may be deductible in computing taxable income based
on general principles relating to deductibility (i.e., whether the
payment is made for purposes of earning income from a busi-
ness or property).

The DST legislation gives the Canadian government the
ability to change many key aspects of the DST, including the
implementation date, the relevant thresholds and the applicable
rate of the DST, by regulations, which is a faster process that
does not involve Parliament. This structure allows the Canadi-
an government to change those key aspects quickly, including
effectively reversing the DST entirely by changing its applica-
ble rate to 0%. The first payment was due on June 30, 2025 and
was intended to be with respect to relevant revenue earned from
January 1, 2022 onward. The DST was not intended to apply
if a multilateral agreement is reached on the OECD/G20 Inclu-
sive Framework’s Pillar One prior to its coming into force. De-
lays in reaching a multilateral agreement, and Canada’s rejec-
tion of the OECD’s extension of the DST moratorium to 2024,
resulted in the federal government choosing to have the DST
come into force. The press release announcing the rescission of
the DST was issued the night before the first payment was due.
The press release confirmed that the “June 30, 2025 collection
will be halted”. The CRA subsequently announced that taxpay-
ers that already paid DST before the press release was issued
will not have their payments returned until relevant legislation
is enacted by Parliament.146

L. Streaming Tax

Separately to the (now-halted and expected to be rescind-
ed) DST as discussed at VI.K., online streaming services that
are not affiliated with a Canadian broadcaster and that generate
at least $25 million of annual Canadian gross (broadcasting)
revenue are now required to make “base contributions” totaling
5% of their in-scope annual revenue (in the broadcasting con-
text, “annual” refers to the September 1 to August 31 period).
The first base contributions must be made by August 31, 2025,
based on in-scope revenue earned between September 1, 2023
and August 31, 2024. The contributions are applied to specified
government funds that are intended to support Canadian and
Indigenous content.

This new payment obligation was imposed by the Cana-
dian Radio-television and Telecommunications Commission
(CRTC) under authority granted by the Broadcasting Act (as
amended by the Online Streaming Act, which received royal

146 CRA, “Digital services tax”, online: https://www.canada.ca/en/services/
taxes/excise-taxes-duties-and-levies/digital-services-tax.html.
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asset in April 2023).147 The CRTC is an administrative tribunal
with a mandate entrusted to it by the Canadian Parliament. It

147 Canadian Radio-television and Telecommunications Commission,
“Broadcasting Regulatory Policy CRTC 2024-121-1 and Broadcasting Order
CRTC 2024-194” (August 29, 2024), online: https://crtc.gc.ca/eng/archive/
2024/2024-121-1.htm. See also CRTC Broadcasting Orders 2023-330 and

regulates and supervises broadcasting and telecommunications
in the public interest.

2023-332, online: https://crtc.gc.ca/eng/archive/2023/2023-329.htm#bm1 and
https://crtc.gc.ca/eng/archive/2023/2023-331.htm#bm1, respectively.
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VII.VII. Tax AdministrationTax Administration

A. Administrative Framework

The collection of federal income tax is administered by
the Canada Revenue Agency (CRA). As an agency, rather than
another department of the federal government, the CRA has
greater flexibility in making tax administration arrangements,
particularly with respect to the administration of provincial tax
laws and programs. The CRA is under the purview of the Min-
ister of National Revenue and its day-to-day operations are ulti-
mately overseen by the Commissioner of Revenue, who reports
to and advises the Minister of National Revenue.

Until 2025, the Minister of National Revenue was a stand-
alone position. In the current federal cabinet, appointed on May
13, 2025, one minister is serving concurrently as the Minister
of Finance and National Revenue. This chapter will continue to
refer to the Minister of National Revenue. While the CRA also
has a Board of Management and several Committees that are
generally responsible for certain strategic and governance mat-
ters, these entities have no authority over the administration or
enforcement of tax legislation.

The CRA has its head office in the capital of Canada, the
city of Ottawa, and offices in all major Canadian centers. The
division of duties between the head office in Ottawa and the
district offices is not precise but, in general, the districts con-
fine their activities to the examination of taxpayers’ books and
records with a view to ensuring compliance. The Ottawa office
is primarily concerned with questions of policy, uniformity and
supervision.

B. Income Tax and Information Returns

1. Income Tax Returns

Every corporate taxpayer is required to file an income tax
return annually, and an individual must file for years when tax
is payable, or in which the individual had a taxable capital gain
or disposed of capital property. A trust is generally required to
file an income tax return if the trust has tax payable or if it dis-
tributes all or part of its income or capital to its beneficiaries in
the year.

A corporation must file its return within six months of its
year-end. An individual must file on or before April 30 of the
year following the applicable taxation year. A trust must file its
return on or before March 30 of the year following the applica-
ble taxation year.148

The Income Tax Act provides that a nonresident corpora-
tion must file a tax return if it carries on business in Canada or
realizes a taxable capital gain, irrespective of whether the in-
come or gains of the corporation are exempt from Canadian tax
under one of Canada’s tax treaties. To claim a treaty exemp-
tion for a particular taxation year, a corporation must complete
a special form with its tax return for the year in which treaty
protection is sought.149

148 ITA, sec. 150.
149 Schedule 91, Information Concerning Claims for Treaty-Based Exemp-

tions. More information is available in the T2 Guide (T4012). Unlike the situ-
ation under the U.S. Internal Revenue Code, however, failure to file the form
does not result in the disallowance of expenses.

The following rules apply to electronic documents and
electronic filing requirements:

(i) From January 1, 2024, tax preparers must file tax re-
turns electronically if they accept consideration for the
preparation of more than five individual returns, more than
five corporate returns, or more than five trust returns. The
threshold was previously more than 10 returns and it did
not apply to trust returns. Tax preparers can still submit
a maximum of five returns in each category by non-elec-
tronic means.

(ii) For tax years commencing on or after January 1, 2024,
all companies (except for insurance, nonresident and tax-
exempt companies as well as companies reporting in a
functional currency other than the Canadian dollar) are re-
quired to submit their tax returns electronically. Previous-
ly, electronic filing was not mandatory for corporations
with gross revenues not exceeding Can. $1 million.

(iii) For tax years commencing on or after January 1, 2024,
taxpayers required to file more than five prescribed infor-
mation returns of any type in a calendar year must file the
returns electronically. The previous threshold was 50 in-
formation returns. (See VII.B.2., below, for a discussion
of information returns.)

(iv) For reporting periods commencing on or after January
1, 2024, most GST/HST registrants are required to file
their returns electronically. Previously, there was a Can.
$1.5 million threshold governing which registrants had to
file their returns electronically.

(v) As from January 1, 2024, the Minister of National
Revenue may send notices of assessment electronically to
individual taxpayers who consent to electronic notifica-
tion. Non-individual taxpayers that file electronically do
not need to consent to allow the Minister to issue notices
of assessment electronically.

(vi) Various amendments to permit the use of electronic
signatures, effective on the date of royal assent.

(vii) Various amendments regarding payments being
mandatorily electronic or made at a financial institution.

2. Information Returns

In an effort to prevent erosion of the Canadian tax base, in-
formation returns must be filed with respect to certain interests
in foreign property. This reporting requirement applies to resi-
dents of Canada with interests in, or transactions with, offshore
entities. In particular, the following areas have been identified
for reporting purposes:150

(i) Interests in foreign affiliates.

(ii) Distributions from and indebtedness to offshore trusts
and other nonresident entities.

(iii) Transfers or loans to offshore trusts and corporations.

(iv) Interests in foreign property that cost in the aggregate
more than Can. $100,000.

150 ITA, secs. 233.1 to 233.8.
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(v) Country-by-country (CbC) reports in accordance with
the OECD’s Base Erosion and Profit Shifting (BEPS) Ac-
tion 13. Canadian taxpayers that are part of a multinational
group that has group consolidated revenue in excess of 750
million euros are required to file CbC reports. Generally,
a CbC report can be filed by the Canadian taxpayer as a
constituent entity, or in another jurisdiction if done by the
ultimate parent entity or surrogate parent entity provided
that Canada has a qualifying competent authority agree-
ment with the other jurisdiction.151

(vi) Certain transactions that are considered “reportable
transactions” or “notifiable transactions,” and certain “un-
certain tax positions” reflected in financial statements.152

Financial institutions that are required to report interna-
tional electronic fund transfers in excess of Can. $10,000 under
the under the Proceeds of Crime (Money Laundering) and Ter-
rorist Financing Act are also required to report such transfers to
the CRA under the Income Tax Act.

On June 22, 2023, the federal government made signifi-
cant amendments to the existing “reportable transaction” rules
and introduced two new categories of disclosure with respect
to “notifiable transactions” and “uncertain tax positions.” The
three categories of changes are collectively referred to as the
“mandatory disclosure rules.”

First, the existing “reportable transaction” rules in section
237.3 were amended effective June 22, 2023 in several ways,
including:

(i) Amending the definition of “reportable transaction” so
that only one of the three generic “hallmarks” needs to be
present for a transaction to be reportable;

(ii) Amending the definition of “avoidance transaction” so
that only one of the main purposes needs to be to obtain
the tax benefit, as opposed to the current requirement that
the primary purpose be to obtain the tax benefit;

(iii) Increasing the penalties for failing to meet the disclo-
sure requirements;

(iv) Accelerating the deadline for filing an information re-
turn with respect to a reportable transaction, as well as
making it more complicated to determine the deadline for
filing an information return;

(v) Requiring all relevant persons to file an information re-
turn with respect to a reportable transaction (previously,
the obligation of each person to file an information return
would be satisfied if one person filed the relevant informa-
tion return); and

(vi) Amending the definition of the “contractual protec-
tion” hallmark to exclude certain types of protections that
are offered in the context of normal commercial transac-

151 For a complete discussion of Canada’s transfer pricing documentary re-
quirements, including CbC reporting, see Chapter 30 of 6945 T.M., Transfer
Pricing: Rules and Practice in Selected Countries (C–D). See also CRA,
RC4651, “Guidance on Country-By-Country Reporting in Canada” (March 1,
2024), online: https://www.canada.ca/en/revenue-agency/services/forms-pub-
lications/publications/rc4651/guidance-on-country-country-reporting-cana-
da.html.

152 ITA, secs. 237.3, 237.4 and 237.5 respectively.

tions to a wide market, such as representation and warranty
insurance and certain types of transactional tax insurance,
but that do not offer contractual protection for a tax treat-
ment with respect to an avoidance transaction.
Second, a new “notifiable transaction” regime was added

as section 237.4 effective June 22, 2023. The rules provide that
the Minister of National Revenue (with the concurrence of the
Minister of Finance — though, as noted above in VII.A., as of
May 13, 2025 one minister is serving concurrently as Minister
of Finance and National Revenue) may designate certain types
of transactions as “notifiable transactions,” which will trigger a
requirement for certain persons to file information returns with
respect to such transactions. The first list of designated trans-
actions and series of transactions was released on November
1, 2023.153 The new rules provide that any transaction that is
expected to achieve the same or similar types of tax conse-
quences and that is either factually similar to a designated noti-
fiable transaction, or based on the same or a similar tax strate-
gy, is considered to be substantially similar to a designated no-
tifiable transaction and thus constitutes a notifiable transaction
subject to a notification requirement. Quebec already has a sim-
ilar regime in place.

Third, a new reporting requirement was enacted with re-
spect to “uncertain tax positions” for any corporation (or a con-
solidated group of which a corporation is a member) that has
audited financial statements prepared in accordance with IFRS
(or other country-specific GAAP in the case of a corporation
listed on a non-Canadian stock exchange) if the carrying value
of the corporation’s assets is Can. $50 million or more at the
end of the taxation year and the corporation is required to file a
Canadian income tax return for the year. Such a reporting cor-
poration is required to report with respect to any tax treatment
of a transaction or series of transactions that the corporation us-
es (or plans to use) in an income tax return or information re-
turn with respect to which uncertainty is reflected in the audited
financial statements of the corporation (or consolidated group)
for the year. Prior to the enactment of the new rules, the gov-
ernment indicated that the prescribed information that must be
provided by a taxpayer would include information such as the
quantum of taxes at issue, a description of the relevant facts,
and the specific provisions relied on by the taxpayer for deter-
mining the tax payable under the ITA. These rules will be ef-
fective for taxation years beginning after 2022.

Certain additional rules support the new mandatory dis-
closure rules. In particular, new penalties apply to taxpayers
that fail to disclose any reportable transactions, notifiable trans-
actions or uncertain tax treatments as and when required, and
advisors or promoters with respect to reportable or notifiable
transactions will be subject to penalties for failure to report
such transactions. Furthermore, the normal reassessment period
with respect to a particular transaction will not commence until
the taxpayer concerned has complied with all mandatory re-
porting requirements with respect to that transaction. Thus, if a
taxpayer failed to report a transaction as and when required by

153 CRA, “Notifiable transactions designated by the Minister of National
Revenue” (November 1, 2023), https://www.canada.ca/en/revenue-agency/pro-
grams/about-canada-revenue-agency-cra/compliance/mandatory-disclosure-
rules-overview/notifiable-transactions-designated-by-minister-national-rev-
enue.html.
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the new rules, the reassessment of the year with respect to that
transaction would not become statute-barred.

Lawyers and other legal professionals acting in their ca-
pacities as legal advisors are currently exempted from the ap-
plication of the mandatory disclosure rules in respect of re-
portable and notifiable transactions. The Federation of Law So-
cieties of Canada obtained an injunction from the British Co-
lumbia Supreme Court pending the outcome of its challenge
to the constitutionality of the mandatory disclosure rules in re-
spect of their application to persons acting as legal profession-
als.

As of January 1, 2024, new rules for digital platform op-
erators based on the OECD model rules require additional re-
porting by certain online platforms to facilitate the compliance
activities of the CRA with respect to sellers using such plat-
forms. The European Union has accepted that Canada’s digi-
tal platform operators rules are equivalent to those of the Eu-
ropean Union for purposes of automatic exchanges of informa-
tion under a related multilateral competent authority agreement
between Canada and certain EU members.154 The administra-
tive guidance on the new rules published by the CRA notes that
the guidance “was developed with the international context in
mind and will be updated when necessary to align with the in-
ternational consensus on the [OECD model rules].”155

Legislative Note: On December 15, 2022, the rules gov-
erning income tax filing and reporting requirements for certain
trusts were expanded for taxation years of trusts that end after
December 30, 2023 (i.e., the 2023 taxation year). In particular,
the amendments include the following:

(i) A trust resident in Canada (including a bare trust) will
be required to file a T3 trust income tax and information
return every year regardless of whether the trust has tax
payable or distributes any portion of its income. No guid-
ance has been provided regarding how the residency of a
bare trust might be determined.

(ii) A trust resident in Canada and a non-resident trust that
is required to file a T3 return will be required to list in
the return each person who at any time in the year was a
trustee, beneficiary or settlor, or had the ability to exert
control over trustee decisions over the allocation of trust
income or capital, and to provide certain personal infor-
mation about those persons (name, address, date of birth
[for individuals], jurisdiction of residence and social in-
surance number or other applicable taxpayer identification
number) (Beneficial Ownership and Control Information).
Information that is subject to solicitor-client privilege will
not be required to be reported.

(iii) New penalties apply to a failure to file a T3 return
containing trust Beneficial Ownership and Control Infor-

154 EU, “Commission Implementing Regulation (EU) 2024/432 of Febru-
ary 2, 2024 determining that the information to be automatically exchanged
pursuant to the agreement signed by the competent authorities of Canada and
certain Member States is equivalent to the information specified in certain pro-
visions of Council Directive 2011/16/EU,” online: https://eur-lex.europa.eu/eli/
reg_impl/2024/432/oj.

155 CRA, “Guidance on the Reporting Rules for Digital Platform Oper-
ators” (Sept. 5, 2024), online: https://www.canada.ca/en/revenue-agency/pro-
grams/about-canada-revenue-agency-cra/compliance/reporting-rules-digital-
platforms/guidance-on-reporting-rules.html.

mation — including, notably, a penalty of no less than 5%
of the highest fair market value of the trust property during
the year where the failure to file was done knowingly, or
due to gross negligence.
The expanded filing and reporting requirements generally

do not apply to certain types of trusts including mutual fund
trusts, segregated funds, master trusts, trusts governed by reg-
istered plans or any trust all of whose units are listed on a des-
ignated stock exchange.

The first returns due under the amended rules were due
on April 2, 2024. On March 28, 2024, one business day before
the due date, the CRA issued a press release stating that “[i]n
recognition that the new reporting requirements for bare trusts
have had an unintended impact on Canadians, the [CRA] will
not require bare trusts to file a [T3 return] for the 2023 tax
year, unless the CRA makes a direct request for these filings.”
Further amendments were released as draft legislation on Au-
gust 12, 2024. The prior expansion of reporting rules to bare
trusts were proposed to be repealed effective for taxation years
ending after December 30, 2024 (which, combined with the
CRA’s administrative decision, would mean the prior expan-
sion was never effective). The new proposed rules apply to tax-
ation years ending after December 30, 2025 and are intended
to increase the number of bare trusts that are exempted from
the new reporting rules. Bare trusts that do not qualify for one
of the exemptions will still have to comply with the expanded
reporting obligations. On October 29, 2024, the CRA issued a
press release stating that bare trusts will not be required to file
a T3 return for the 2024 taxation year unless the CRA requests
them to do so (this statement being necessary given that the Au-
gust 12, 2024 amendments have not yet been enacted).

C. Books and Records

Every taxpayer is required to keep and maintain business
records. These must be kept at the Canadian place of business
or residence in such form and containing such information as
will enable the assessors to verify the taxpayer’s estimate of the
tax payable.156

D. Inspections

The tax authorities have fairly wide powers to enter
premises or places of business to examine the books and
records of a taxpayer, although those powers were reduced to
some extent as a result of amendments introduced in 1986 in
response to taxpayer challenges to the prior legislation based
on the Canadian Charter of Rights and Freedoms. CRA offi-
cials must have a warrant to enter a dwelling-house without the
consent of the occupant. A warrant must also be obtained to
seize documents or other evidence. The CRA may require any
person to provide information or documents; however, where
such information or documents relate to unnamed persons, pri-
or judicial authorization is required.157 The CRA was successful
in two cases at the Federal Court of Appeal in which the CRA
has made such “unnamed persons” requests to two companies.
The court required these companies to disclose information re-
garding their respective customers to the CRA, including busi-

156 ITA, sec. 230.
157 ITA, secs. 231–231.5.
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ness names and numbers, transaction details, invoices, methods
of payment and the customers’ banking information.158 Thus,
companies that do business in Canada should be aware that
the CRA has broad powers to request disclosure of information
about a company’s customers for the purpose of conducting au-
dits on those customers.

Communications between a taxpayer and a solicitor for
purposes of obtaining legal advice are considered to be priv-
ileged and need not be produced for the tax authorities on
compliance with a prescribed procedure for claiming the privi-
lege.159 Similar communications between a taxpayer and an au-
ditor are generally not privileged.

Although the CRA’s powers with respect to administration
are broad, they are not unlimited. In Canada (National Rev-
enue) v. Cameco Corporation,160 the CRA sought an order to
compel certain employees of the Cameco group to attend oral
interviews, but the Federal Court of Appeal held that an auditor
does not have the power to compel such interviews. The CRA
did not seek leave to appeal the decision in Cameco. However,
the CRA has indicated that it will continue to seek interviews
where necessary and expects that the vast majority of taxpayers
will continue to comply with their requests. If a taxpayer de-
clines an interview request, the CRA may use alternative means
to verify the taxpayer’s level of compliance and may make as-
sessments based on assumptions about the nature of a taxpay-
er’s business activities and tax planning.

Legislative Note: In response to the Federal Court of Ap-
peal’s decision in Cameco relating to the CRA’s audit powers,
Parliament amended the general audit powers in section 231.1
with effect from December 15, 2022, to redefine the category of
persons required to provide reasonable assistance and answer
questions orally as a “taxpayer or any other person” and not
just the “owner or manager” or persons who are on the business
premises. The federal government proposed to further amend
the CRA’s audit powers in Budget 2024 to:

(i) impose a significant penalty if the CRA successfully
obtains a compliance order against the taxpayer concerned
under subsection 231.7(6) (where the penalty applies to
the total amount of tax payable with respect to the tax
years to which the order relates, even if the compliance or-
der is wholly unrelated to that amount and even if the com-
pliance order does not result in the assessment of any ad-
ditional taxes);

(ii) allow the CRA to issue a “notice of non-compliance”
with consequences, including potential penalties and the
suspension of the normal reassessment period; and

(iii) allow the CRA to require information (written and
oral) and documents produced by taxpayers during an au-
dit to be provided under oath or affirmation.
In addition, the amendment authorizes an auditor to:

(i) Compel the attendance of a taxpayer or any other per-
son (at a place designated by the auditor or by video-con-
ference or other form of electronic communication) to an-

158 MNR v. Rona Inc., 2017 FCA 118 and Roofmart Ontario Inc. v. Canada,
2020 FCA 82.

159 ITA, sec. 232.
160 2019 FCA 67.

swer proper questions relating to the administration or en-
forcement of the ITA;

(ii) Compel the answer to proper questions relating to the
administration and enforcement of the ITA in writing in
any form specified by the auditor; and

(iii) Require a taxpayer or any other person to provide “all
reasonable assistance” with anything the auditor is autho-
rized to do under the ITA.
Taxpayers have had some success in obtaining from the

courts not merely a rebuke as to the manner in which the pow-
ers of search and seizure are executed,161 but relief as well,
where the technical requirements of the law have been found
not to have been complied with.162

While the CRA’s powers to examine books and records is
generally very broad, the Federal Court of Appeal held in BP
Canada Energy Company v. Minister of National Revenue,163

that the Minister could not routinely compel a taxpayer to dis-
close the uncertain tax positions reflected in its tax accrual
working papers. However, in MNR v. Altas Tube Canada,164

the Federal Court allowed the Minister’s request for a draft due
diligence report (where some of the information in the report
could have been characterized as tax accrual working papers)
prepared by an accounting firm in connection with a transac-
tion involving a taxpayer. Despite this, the CRA has indicat-
ed in its communique entitled “Obtaining Information for Au-
dit Purposes,” that it will continue to request taxpayer tax ac-
crual working papers “where CRA officials determine there is
a higher risk of non-compliance.” The CRA, however, will not
seek these documents if they are subject to solicitor-client priv-
ilege. Therefore, it is important for taxpayers to seek legal ad-
vice early on when preparing their tax accrual working papers.

Furthermore, to target instances of international tax avoid-
ance, the Offshore Tax Informant Program (OTIP) was estab-
lished. The OTIP allows the CRA to reward individuals who
provide specific information regarding major international non-
compliance that leads to the assessment and collection of Cana-
dian taxes in excess of Can. $100,000. The award to the infor-
mant under OTIP ranges between 5% to 15% of the tax collect-
ed.

E. Inquiries

The CRA may institute an inquiry into the affairs of any
taxpayer. Such an inquiry is held before a hearing officer ap-
pointed by the Tax Court of Canada. The taxpayer may be pre-
sent and represented by counsel throughout the inquiry, unless
the hearing officer orders otherwise on application by the Min-
ister of National Revenue and the supply of proof that the tax-
payer’s presence or representation would be prejudicial to the
conduct of the inquiry.165

161 As in Granby Construction & Equipment Co. Ltd. v. Milley, [1974]
CTC 562, 701.

162 See Royal American Shows, Inc. v. MNR, [1977] CTC 52; Kruger Inc.
v. MNR, [1983] CTC 319; see also James Richardson & Sons Ltd. v. MNR,
[1982] CTC 239, Canadian Bank of Commerce v. A.G. of Canada, [1962] SCR
729, MNR v. Parion, Courey, Cohen & Houston, [1980] CTC 131.

163 2017 FCA 61.
164 2018 FC 1086.
165 ITA, sec. 231.4.
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F. Assessments

The Minister of National Revenue examines each income
tax return and assesses the tax payable by the issuance of a No-
tice of Assessment or a notice that no tax is payable (often re-
ferred to as a “nil assessment”). This notice may or may not
agree with the taxpayer’s own calculation; however, in prac-
tice, the original Notice of Assessment would generally differ
only as to relatively obvious or mechanical errors detected, or
existing disagreements as to the quantum of losses available to
be carried forward from prior taxation years. The Minister is
also required to issue a notice of determination of losses where
the taxpayer so requests.166

In the absence of fraud or misrepresentation due to ne-
glect, carelessness or willful default, the CRA may generally
reassess tax, interest or penalties only within three years of the
date of mailing of an original Notice of Assessment or nil as-
sessment. The reassessment period is extended to four years for
mutual fund trusts and all corporations except “Canadian-con-
trolled private corporations” (CCPCs).167 The reassessment pe-
riod is extended to six or seven years, as the case may be, in
several circumstances.168

For example, the normal reassessment period may be ex-
tended:

(i) Where a reassessment is required to give effect to a de-
duction carried back to a prior year;

(ii) As a consequence of a transaction involving the tax-
payer and a non-arm’s-length nonresident;

(iii) Where a nonresident carries on a business in Canada
and the reassessment is a consequence of:

a. The nonresident allocating revenues or expenses with
respect to the Canadian business; or

b. A notional transaction between the nonresident and
its Canadian business that is recognized for purposes of
the ITA or an applicable tax treaty; or

(iv) In respect of income arising in connection with a for-
eign affiliate.
Extensions are also available with respect to loss carry-

backs or with respect to any period in which a taxpayer is con-
testing the CRA’s attempt to access information through a re-
quirement order or compliance order.

The Minister of National Revenue also has discretion to
reassess beyond the three-year period, at the request of an indi-
vidual or testamentary trust, to give the taxpayer a refund or to
reduce taxes payable. This extension also applies with respect
to any other tax year of the particular taxpayer or another tax-
payer, where there is reason, as a consequence of a carryback
deduction, to reassess such other year.169

The rules for assessing outside the standard limitation pe-
riods are not clear. The Minister of National Revenue may
reassess at any time if a taxpayer makes a misrepresentation
that is attributable to neglect, carelessness, or willful default,

166 ITA, subsecs. 152(1)–(1.3).
167 ITA, subsecs. 152(3.1).
168 ITA, para. 152(4)(b).
169 ITA, para. 152(4)(b), subsec. 152(6).

or commits fraud.170 The onus of demonstrating misrepresenta-
tions or fraud is on the Minister of National Revenue. Within
the normal reassessment period, the taxpayer may also file a
waiver to extend the reassessment period with respect to the is-
sues set out in the waiver. This technique is useful where ne-
gotiations between the taxpayer and the tax authorities are in
progress, but the deadline for reassessing is approaching. The
waiver may forestall a particularly negative assessment and
permit the parties to continue discussing more palatable solu-
tions.

Where a reassessment is made, the increased tax payable
bears interest at a prescribed rate from the date on which the
tax should have been paid. The prescribed rate varies quarterly
based on the Bank of Canada Treasury Bill rate, plus 2%. Inter-
est is also charged on any outstanding tax payable. Such inter-
est paid is not deductible by the taxpayer in computing income.

G. Tax Payments

Generally, corporations are liable to pay installments on
account of tax. Corporate installments are generally paid
monthly. An individual is required to make installment pay-
ments on a quarterly basis, where the individual’s total tax
payable for the year or for each of the two preceding tax years
not subject to source withholding exceeds Can. $3,000 (or Can.
$1,800 if the individual is resident in Quebec). The balance of
tax owing is generally to be remitted by corporations within
two months after the close of their tax years. Individuals remit
any balance with their annual returns due April 30.171

In the case of an individual deriving remuneration from
employment, a system of withholding applies whereby the em-
ployer deducts an amount with respect to the employee’s tax
liability, computed in a prescribed manner, and remits it on
the employee’s behalf to the appropriate authorities.172 An ex-
ception applies for certain “qualifying nonresident employers”
that make payments to “qualifying nonresident employees.” To
qualify for this exemption, a nonresident employer is required
to obtain a certification from the CRA and must be a resident
of a country with which Canada has an income tax treaty. Once
a certification has been obtained, a qualifying nonresident em-
ployer is relieved from the obligation to make source withhold-
ings on payments to qualifying nonresident employees. Qual-
ifying nonresident employees are those employees that (i) are
resident of a country with which Canada has an income tax
treaty, (ii) are not required to pay tax under the Income Tax Act
because of the application of such income tax treaty, and (iii)
work in Canada for less than 45 days in a calendar year that in-
cludes the time of payment or is present in Canada less than 90
days in any 12-month period that includes the time of payment.

Generally, no withholding tax is required with respect to
an employee who is neither employed nor resident in Canada.173

Where remuneration is paid to a nonresident with respect to
services rendered in Canada, the payer is obligated to withhold
15% of the payment.174 Where the nonresident is exempt from

170 ITA, subpara. 152(4)(a)(i).
171 ITA, secs. 156, 157. Income Tax Regulations (ITR), Part I.
172 ITA, subsec. 153(1); ITR, Part I.
173 ITR, subsec. 104(2).
174 ITR, sec. 105. An additional 9% must be withheld and remitted to

Revenu Québec if the service is rendered in Quebec.
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Canadian tax under the terms of a tax treaty, there is no gen-
eral exemption from the required withholding. In such a case,
however, relief may be obtained on application to the CRA for
permission not to withhold.175

The government is generally precluded from collecting
amounts of tax that are in dispute until the dispute is resolved.
However, a corporation is required to pay 50% of the amount
in dispute when assessed, if the corporation, or a related corpo-
ration, is a “large corporation” (i.e., generally a corporation that
has taxable capital employed in Canada in excess of Can. $10
million)176 with respect to the year in dispute. Similarly, 50% of
the amount in dispute must be paid in respect of certain chari-
table donation deductions or other tax shelter credits while the
matter is under appeal.

H. Penalties

1. Generally & Failure to File

In addition to the fines or imprisonment that may be im-
posed on prosecution (see XI.A., below), the Income Tax Act
provides for penalties levied administratively by assessment.

The failure to file annual returns of income carries with it
a possible penalty of 5% of the tax unpaid plus 1% per month
(up to an aggregate maximum of 17%). On a second or fur-
ther occurrence, an increased penalty of 10% of the unpaid tax
plus 2% per month (up to an aggregate maximum of 50%) will
apply. Failure to furnish the prescribed information brings a
penalty of Can. $100 for each failure.177

2. Evasion

Most discussion of penalties deals with attempts to evade
tax. Failure to include an amount in income (for a minimum
amount of Can. $500), where a similar failure has occurred in
any of the preceding three tax years, attracts a penalty of 10%
of the unreported amount. A person who unknowingly or by
gross negligence has made or participated in the making of a
false statement or omission in a return or other required state-
ment is liable to a penalty equal to 50% of the tax attributable
to the false statement or omission.178

3. Negligence

A number of penalty cases involve determining whether
gross negligence has occurred where responsibility to file a re-
turn was left to the taxpayer’s accountant. Generally, mere neg-
ligence of the accountant is not imputed back to the taxpayer if
the taxpayer was not a party to it, though the courts will consid-
er the capabilities and experience of the specific taxpayer. In a
case where a taxpayer delivered a blank signed return to his ac-
countant and the latter filled it in, not complying with the pro-
fessional standard of conduct that is to be expected, the penalty
was not imposed.179 Similarly, the penalty did not apply where a
taxpayer made faithful entries in his books of account but em-
ployed a public accountant who made a number of inexplica-

175 See Information Circular 75-6R2 — Required Withholding from
Amounts Paid to Non-Residents Providing Services in Canada (Feb. 23, 2005).

176 ITA, subsec. 225.1(8).
177 ITA, sec. 162.
178 ITA, sec. 163.
179 See Decore v. The Queen, [1974] CTC 791.

ble transposition errors in preparing the tax returns.180 A con-
trary result occurred, however, where a company employed an
accountant to prepare and file financial statements and income
tax returns, using his discretion as to what was to be contained
in those documents without any reference to the taxpayer for
approval in advance of filing. In those circumstances, the Fed-
eral Court of Appeal found that the acts of the accountant were
the acts of the taxpayer.181 Similarly, in 2011, the Federal Court
of Appeal upheld multiple penalties against a group of related
corporations where an accountant did not prepare requisite for-
eign reporting forms, even though all taxes were paid, and the
Minister had all of the relevant information through other tax
reporting.182

4. Burden of Proof

The onus is on the Minister of National Revenue to prove
the facts justifying imposition of the penalty. In addition to the
penalties that may be levied on taxpayers, the Income Tax Act
contains rules governing the conduct of third parties involved
in providing tax advice or preparing tax returns and similar doc-
uments. Information Circular 01-1 outlines the administrative
guidelines established by the CRA that are intended to ensure a
fair and reasonable application of the third-party civil penalties.
In general, the third-party civil penalties are directed at ensur-
ing tax compliance by imposing penalties on tax practitioners
and others who provide false or misleading information relat-
ing to tax matters.

5. Promoters of Tax Shelters

Tax shelter promoters may be caught when they make a
“false statement,” knowingly or in circumstances amounting to
“culpable conduct,”183 in holding presentations to provide infor-
mation with respect to a specific tax shelter.184 The term “cul-
pable conduct” is defined as conduct that is tantamount to in-
tentional conduct, shows an indifference as to whether the In-
come Tax Act is complied with, or shows a willful, reckless or
wanton disregard of the law. It generally refers to conduct that
is not simply an honest error of judgment or failure to exercise
reasonable care. A tax shelter promoter providing a “false state-
ment” in the course of a “planning” or a “valuation” activity is
liable to pay a penalty equal to the greater of Can. $1,000, or
the amounts that the tax shelter promoter is entitled to receive
with respect to the “planning” or “valuation” activity. In any
other case, a tax shelter promoter will be liable to pay a penalty
of Can. $1,000.185

6. Tax Advisors

Tax advisors may also be liable to penalties when they
make or participate in the making of a “false statement,” know-
ingly or in circumstances amounting to “culpable conduct,” in
providing tax advice or preparing a tax return for a specific tax-
payer.186 A tax advisor or a tax return preparer making a “false

180 Udell v. MNR, [1969] CTC 704.
181 The Queen v. Columbia Enterprises Ltd., [1983] CTC 204.
182 Stemijon Investments Ltd. v. A.G. of Canada, 2011 FCA 299.
183 ITA, subsec. 163.2(1).
184 ITA, subsec. 163.2(2).
185 ITA, subsec. 163.2(3).
186 ITA, subsec. 163.2(4).
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statement” will be subject to a penalty equal to the greater of
Can. $1,000, and the lesser of the penalty the particular taxpay-
er would be liable to pay under subsection 163(2) of Income
Tax Act or the total of Can. $100,000 and the compensation
paid to the tax advisor or tax return preparer with respect to the
“false statement.”187

The subsection 163(2) penalty provides that a taxpayer
who:

(i) Knowingly or under circumstances amounting to gross
negligence; and

(ii) Has made a false statement in a tax return or other pre-
scribed document.
Is liable to a penalty of the greater of:

(i) Can. $100; or

(ii) 50% of the excess of the tax that would otherwise be
payable under the Income Tax Act if the taxpayer’s un-
derstatement of income for the year was added to that per-
son’s taxable income over the amount of tax paid based on
the information originally provided by the taxpayer.
Thus, where a lawyer assisted in issuing donation receipts

as part of a tax sham in circumstances in which she knew or
was reasonably expected to have known that other taxpayers
would use those receipts to claim unwarranted tax credits, the
penalty applied.188

The CRA has the burden of proving that an advisor or
preparer knowingly made a “false statement” that constitutes
“culpable conduct.” The standard of proof used for third-party
penalties is the balance of probabilities, with the benefit of the
doubt being given to the advisor or tax return preparer.

Conventional tax planning strategies that do not involve
making “false statements” knowingly or evidencing “culpable
conduct” should not trigger the application of the third-party
civil penalties. Similarly, differences of interpretation should
not attract penalties if a reasonable argument exists as to the
application of the law. Moreover, the rules provide that an ad-
visor or a tax return preparer is not considered to have acted in
circumstances amounting to “culpable conduct” solely because
the advisor relied, in good faith, on information provided by a
taxpayer.189 Generally, the good faith reliance exception can be
used when the information used by the advisor is not, on its
face, clearly false or obviously unreasonable. However, it will
not apply to a statement made by an advisor in the course of an
activity the main purpose of which is to provide a specific tax-
payer with a “tax benefit,” or when an advisor develops a tax
plan that is subsequently sold to clients in consideration for a
fee.190

In addition, failure by a tax advisor or promoter to provide
an information return with respect to a “reportable transaction”
or a “notifiable transaction” will also attract a penalty that is
generally equal to the amount of the fee that the tax advisor
or promoter is entitled to receive from its customer, plus Can.
$10,000 and Can. $1,000 per day the return is late, up to a max-
imum of Can. $100,000.191

187 ITA, subsec. 163.2(5).
188 Guindon v. Canada, 2015 SCC 41.
189 ITA, subsec. 163.2(6).
190 ITA, subsec. 163.2(7); Information Circular 01-1, para. 38.

I. Objections and Appeals

Disputes with the tax authorities usually arise first at the
pre-assessment level. It is a matter of discretion for the CRA
whether the taxpayer will be permitted to make representations
at this stage. In practice, the CRA nearly always informs the
taxpayer of a proposed reassessment if it is substantial and al-
lows the taxpayer a reasonable period of time within which to
make representations.

After an assessment or reassessment has been made, a tax-
payer who disagrees with the CRA’s findings may file a Notice
of Objection with the CRA within 90 days setting forth the rea-
sons why the taxpayer feels the additional tax is not payable.192

An individual or “graduated rate estate” trust can file a Notice
of Objection on or before the later of 90 days after the date
of the assessment or reassessment and one-year after the fil-
ing due date for the taxpayer’s return. A Notice of Objection
is processed at the local tax services office level, but in cer-
tain cases, representations may also be made to head office of-
ficials in Ottawa. CRA officers in the appeals division of the
Agency review all objections and are supposed to act indepen-
dently of the CRA auditors who performed the assessment or
reassessment that gave rise to the objection. If the taxpayer is a
large corporation,193 then the taxpayer’s objection must reason-
ably describe each issue; specify the relief sought with respect
to each issue; and provide facts and reasons with respect to
each issue.194 A large corporation should exercise care in ensur-
ing that each of these requirements is satisfied, as failure to do
so can preclude the large corporation from being able to appeal
an assessment to the Tax Court of Canada.195 A large corpora-
tion should be able to introduce additional facts and reasons,
and, in limited circumstances, may be able to introduce new is-
sues on appeal that were not reasonably described in the Notice
of Objection. This might occur if the taxpayer can demonstrate
that the Minister otherwise became aware of, and accepted, the
alternative issues during the objection stage.196

Following a Notice of Objection, if the assessment is con-
firmed or varied without granting all the relief sought, the tax-
payer may appeal to the Tax Court of Canada within 90 days.197

Taxpayers can also appeal to the Tax Court of Canada be-
fore the CRA renders its decision, provided that 91 days have
passed after filing the Notice of Objection. A special informal
procedure applies to cases involving amounts of tax and penal-
ties at issue of Can. $25,000 or less. The taxpayer, or the CRA,
if unsuccessful before the Tax Court, may appeal to the Feder-
al Court of Appeal. Where the informal procedure has applied,
review by the Federal Court of Appeal is limited to questions
of law and jurisdiction. A further appeal lies from the Federal
Court of Appeal to the Supreme Court of Canada. Leave to ap-
peal to the Supreme Court of Canada is required for tax cases
and can be difficult to obtain.

191 ITA, subsec. 237.3(8).
192 ITA, sec. 165.
193 A large corporation is defined in ITA, subsec. 225.1(8).
194 ITA, subsec. 165(1.11).
195 ITA, subsec. 169(2.1). See also Bakorp Management Ltd., 2014 DTC

5063 (FCA).
196 Devon v. The Queen, 2015 FCA 214.
197 ITA, sec. 169.
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It is possible for the taxpayer, with the agreement of the
CRA, to refer a question of general importance arising under
the Income Tax Act to the Tax Court for determination. It is
not clear in what situations the tax authorities will be willing to
utilize this procedure and it has not been resorted to very fre-
quently.198

J. Advance Rulings

A system of advance income tax rulings was established in
1970. Due to the complexity of various provisions of the law,
taxpayers have become wary of falling foul of the official inter-
pretation. Advance rulings may be useful to determine whether
the tax authorities will view a proposed transaction favorably.
For example, an advance ruling may be sought concerning the
applicability of the General Anti-Avoidance Rule (GAAR) to
a specific transaction. The primary requirement for an advance
ruling is that the transaction be neither hypothetical nor accom-
plished, but “seriously contemplated.” Further, no ruling will
be made on a question of fact, where the transaction is part of
a tax avoidance scheme or has no business purpose, and in var-
ious other situations. Although rulings will not be issued with
respect to draft legislation, the CRA may nevertheless offer
their opinion on the potential applicability of draft legislation.

The fee for an advance ruling or a pre-ruling consultation
is determined on an hourly basis. The hourly fee is indexed to
inflation. For April 1, 2025 to March 31, 2026, the hourly fee
is Can. $301.50.199 To request a pre-ruling consultation, an ad-
vance deposit of Can. $2,500 or undertaking to pay the requi-
site fees is required. The deposit is refundable to the extent it
exceeds the fee for the consultation.

Rulings are binding on the Minister of National Revenue
(subject to changes in the facts or amendments to the law) with
respect to the particular taxpayer and facts addressed in the
sense that the Minister has publicly agreed to be so bound,
although, technically, the legal effect of rulings is uncertain.
Non-binding, informal interpretations of the law may also be
obtained, though in view of changes in CRA thinking, their val-
ue is limited in comparison to that of an advance ruling.

K. Fairness Rules

The fairness rules deal largely with administrative matters
under the Income Tax Act. These rules allow for common sense
in dealing with taxpayers who, because of personal misfortune
or circumstances beyond their control, are unable to comply
with certain provisions of the Income Tax Act. The fairness
legislation covers three main areas.

First, the Minister of National Revenue has the discretion
to waive or cancel all or any portion of any penalty or interest
payable within 10 years from the end of the taxation year with
respect to which the penalty or interest was imposed.200 Penal-
ties and interest may be waived where they arise from circum-

198 ITA, sec. 173.
199 IC70-6R12, “Advance Income Tax Rulings and Technical Interpreta-

tions” (April 1, 2022). The fees are adjusted annually to reflect inflation:
https://www.canada.ca/en/revenue-agency/services/tax/tax-professionals/in-
come-tax-rulings-interpretations/fees-for-advance-income-tax-rulings-pre-rul-
ing-consultations.html. Partial remission of the fee is available in some circum-
stances.

200 ITA, subsec. 220(3.1).

stances beyond a taxpayer’s control, such as natural disasters,
disruption in civil services, serious accident, illness or emotion-
al distress. They can also be waived if the interest or penalties
arose principally because of actions of CRA officials or where
the taxpayer is financially unable to pay the amounts of tax ow-
ing. The factors that may be considered by the CRA in deter-
mining whether to waive the interest or penalties are set out
in Information Circular 07-1R1 (although the Federal Court of
Appeal has held that the Minister’s discretion may extend be-
yond any factors listed in the CRA’s published guidance).201

The waiver of interest and penalties must be distinguished
from the voluntary disclosure program (VDP), which is intend-
ed to promote voluntary compliance with the tax system.202 In
effect, the VDP only provides taxpayers with relief from penal-
ties in limited circumstances, as outlined in Information Circu-
lar 00-1R6 and consists of a two-track system. The first track
is the General Program in which applicants will be eligible for
penalty relief and partial interest relief. The second track is
the Limited Program in which applicants will be eligible for a
form of limited penalty relief and no interest relief is available.
The VDP’s General Program is not available to corporations
with gross revenue in excess of Can. $250 million in at least
two of its last five tax years. In addition, applications related
to transfer pricing adjustments or penalties will be referred to
CRA’s Transfer Pricing Review Committee for their considera-
tion (rather than being addressed under the voluntary disclosure
program).

Second, the Minister has the discretion to extend the time
for making an election for tax years if the taxpayer makes an
application for an extension within 10 years after the end of
the taxation year in which the election was required to have
been made.203 The Minister also has the discretion to permit an
amendment to, or a revocation of, certain elections previous-
ly filed. Information Circular 07-1R1 describes the factors that
may be considered by the CRA in determining whether to ex-
tend the time for making an election, or otherwise amend or re-
voke a prescribed election.

Third, the Minister has the discretion to make a reassess-
ment beyond the “normal three-year period” to provide an in-
dividual or a testamentary trust with a refund if the taxpayer
makes an application within 10 years from the end of the tax
year to which the application applies.204 Information Circular
07-1R1 sets out the factors that may be considered by the CRA
in exercising this discretion.

When a request for relief under the fairness legislation is
denied by the CRA, the taxpayer’s only remedy is to apply for
a judicial review of the decision under section 18.1 of the Fed-
eral Courts Act.205 In that regard, the Federal Court will gener-
ally not interfere with the Minister’s decision, unless it is estab-
lished that the Minister’s statutory discretion was not exercised

201 Stemijon Investments Ltd. v. A.G. of Canada, 2011 FCA 299.
202 For further information on the VDP, including the application, see

https://www.canada.ca/en/revenue-agency/programs/about-canada-revenue-
agency-cra/voluntary-disclosures-program-overview.html.

203 ITA, subsec. 220(3.2).
204 ITA, subsec. 152(4.2).
205 R.S.C. 1985, c. F-7.
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in good faith or in accordance with the principles of natural jus-
tice.206

L. Functional Currency Reporting

Generally, a taxpayer must determine its Canadian tax re-
sults under the ITA in Canadian dollars.207 Amounts that are
otherwise computed in a foreign currency must generally be
converted into Canadian dollars using the relevant spot rate on
the date of the transaction (being the rate quoted by the Bank of
Canada on the particular day or, in certain cases, another rate
of exchange that is acceptable to the CRA).

However, the ITA contains a special functional currency
reporting regime in section 261 which permits a corporation to
elect to report its Canadian tax results using a different curren-
cy if certain requirements are met.208 The functional currency
must be the primary currency in which the corporation main-
tains its books and records, and must be a “qualifying curren-

206 Maple Lodge Farms v. Government of Canada, [1982] 2 SCR 2, 7–8
(SCC). See also Stemijon Investments Ltd. v. A.G. of Canada, 2011 FCA 299.

207 ITA, subsec. 261(2).
208 ITA, subsec. 261(3).

cy.”209 At present, the only official qualifying currencies for
purposes of section 261 are the U.S. dollar, the euro, the pound
Sterling, the Japanese Yen and the Australian dollar.210

A functional currency reporting election must be made in
prescribed form and manner on or before 60 days after the first
day of the particular tax year in which the election is made.
Once a corporation elects to report using a functional currency,
subsections 261(5) to (22) provide detailed rules for calculating
various amounts and the currency conversion dates that must
be used. A taxpayer may revoke a function currency election
after the first year in which the election is made in prescribed
form and manner. A revocation becomes effective for each tax
year that begins six months after the revocation has been filed.
Certain anti-avoidance rules may apply to limit the application
of the rule. For example, certain losses may be denied in re-
spect of transactions between related taxpayers with different
functional currencies.211

209 “Functional currency” definition in ITA, subsec. 261(1).
210 “Qualifying currency” definition in ITA, subsec. 261(1).
211 ITA, subsecs. 261(18) to (21).
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VIII.VIII. Income TaxationIncome Taxation

A. Provincial Income Taxation

All of the Canadian provinces impose an income tax on
individuals and use a tax-on-income structure so that these
provinces have their own tax rate structure and income brack-
ets. With the exception of Quebec, each province uses federal
taxable income as the tax base to which the provincial marginal
tax rates apply. With a few exceptions, for example, in their
treatment of tax credits against provincial tax with respect to
municipal property taxes and provincial resource royalties, the
provincial income tax acts are brief and incorporate by refer-
ence the rules of federal income tax. Quebec has enacted its
own income tax statute,212 modeled generally on the federal act,
but differing with respect to some personal tax credits. A few
provinces also impose a surtax on higher income individuals.
To simplify tax administration and collection, the federal gov-
ernment administers and collects provincial income taxes on
individuals (other than in Quebec). Generally, an individual is
subject to tax in a province if the individual carries on business
in the province or is resident there on December 31. The high-
est combined federal and provincial marginal income tax rates
for individuals are set out in the table shown below. Provincial
individual income tax is not deductible for purposes of federal
income taxation.

Combined Federal and Provincial Individual Tax Rates
(highest marginal rates)

Ordinary
Income

Dividends
(Eligible)

Dividends
(Non-

Eligible)

Capital
Gains

Alberta 48% 34.3% 42.3% 24%
British
Columbia

53.5% 36.5% 48.9% 26.7%

Manitoba 50.4% 37.8% 46.7% 25.2%
New
Brunswick

52.5% 32.4% 46.8% 26.3%

Newfoundland 54.8% 46.2% 49% 27.4%
Northwest
Territories

47.1% 28.3% 36.8% 23.5%

Nova Scotia 54% 41.6% 50% 27%
Nunavut 44.5% 33.1% 37.8% 22.3%
Ontario 53.5% 39.3% 47.7% 26.8%
Prince Edward
Island

52% 36.5% 47.9% 26%

Quebec 53.3% 40.1% 48.7% 26.7%
Saskatchewan 47.5% 29.6% 41.3% 23.8%
Yukon 48% 28.9% 44% 24%

212 Taxation Act, LRQ 1977, c. I-3.

All Canadian provinces also impose a tax on corporate in-
come, which is also nondeductible for determining federal tax.
However, in each case, the provincial tax should be consid-
ered in view of the abatement from federal tax of 10 percentage
points. The effective federal and provincial corporate income
tax rates are set out in the table below.

Combined Federal and Provincial General Corporate
Tax Rates (non-CCPC)

Active Business/
Investment Income

Alberta 23%
British Columbia 27%
Manitoba 27%
New Brunswick 29%
Newfoundland 30%
Northwest Territories 26.5%
Nova Scotia 29%
Nunavut 27%
Ontario 26.5%
Prince Edward
Island

31%

Quebec 26.5%
Saskatchewan 27%
Yukon 27%

All provinces have a split-rate structure, with the lower
rate applying to income subject to the small business deduction
under the federal Income Tax Act (see VIII.E.3.b., below).
Some provinces stipulate a higher threshold for the application
of the higher rate than does the federal ITA.

Currently, all provinces, except Quebec and Alberta,213

have agreed that the federal government should administer and
collect their corporate income tax.

Corporate income is allocated among the provinces on a
relatively uniform basis.214 Corporate income is generally al-
located based on a formula reflecting salaries paid and gross
revenue received. Special rules apply to particular businesses,
such as transport companies and financial institutions. A corpo-
ration usually becomes subject to tax in a province based on a
permanent establishment (PE) test set out in the provincial tax
statute. Generally speaking, a PE will be considered to exist in
a province where the corporation has a fixed place of business,
including an office, branch, mine, oil well, farm, timberland,
factor, workshop, or warehouse. Where a corporation does not
have any fixed place of business, a PE will exist in the principal
place in which the corporation’s business is conducted. In ad-
dition, several deeming rules can deem a corporation to have a
PE in a particular province, such as where the corporation car-

213 Quebec: Taxation Act, LRQ 1977, c. I-3. Alberta: Corporate Tax Act,
RSA 2000, c. A-15.

214 See Income Tax Regulations (ITR), Part IV.
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ries on business through certain agents or employees that have
a general authority to contract on behalf of the corporation.215

Administratively, there is some duplication under the
provincial tax system where tax collection is not performed by
the federal government. Thus, all individuals subject to tax in
Quebec and all corporations subject to tax in Quebec and/or Al-
berta must file provincial income tax returns and face provin-
cial assessments and possible appeals separate from any federal
returns, assessments and appeals.

B. The Canadian Tax Net

1. Tax Residency

Canada taxes the worldwide or global income of every
person (individual, trust or corporation) resident in Canada at
any time during the year.216 Thus, the criterion of residence is
central to the liability to tax in Canada. Citizenship is not a ba-
sis for taxation in Canada.

a. Individuals

Under Canadian law, an individual is resident in Canada
if, in fact, he or she resides in Canada under the criteria estab-
lished by case law. Further, under the Income Tax Act, a ref-
erence to a person resident in Canada includes a person who
was “ordinarily resident.”217 It has never been clear precise-
ly what the word “ordinarily” adds to the word “resident.” It
has been suggested that “ordinarily resident” may be slightly
broader than “resident,”218 but the leading Canadian authority
on the subject merely contrasts “ordinarily resident” with “ca-
sually resident.”219 The best way to appreciate what constitutes
residence under the common law test is to consider some exam-
ples:

(i) An unmarried Canadian lawyer lived with his parents
before World War II. He enlisted in 1939 and went to Eng-
land in 1940, retaining a bank account and safety deposit
box in Canada and continuing as a nonactive partner of his
law firm. He married a British resident in England in 1941
and set up house there. He returned to Canada in May of
1946 and claimed to have become resident in Canada at
that time. The trial court ruled that he was ordinarily res-
ident throughout the year, but the decision was reversed
by the Supreme Court of Canada, which found him neither
resident, nor ordinarily resident, until the month of May.220

(ii) A U.S. citizen transferred to Canada by his U.S. em-
ployer moved to Canada with his family. Three years later
he was transferred back to the United States. He resigned
from his Canadian club, put his house on the market and
physically moved to the United States. He reestablished
residence and club membership in the United States. His
wife and children remained in Canada for approximately
five months to sell the house, during which time he visited
the family on several occasions. Notwithstanding the pres-

215 ITR, s. 400(2).
216 ITA, subsec. 2(1).
217 ITA, subsec. 250(3).
218 See, e.g., Midyette v. MNR, [1985] 2 CTC 362 (FCTD).
219 Thomson v. MNR, [1946] CTC 51 (SCC).
220 Beament v. MNR, [1952] CTC 327 (SCC).

ence of the family in Canada, as well as a car and bank ac-
count left with them, the court ruled that the taxpayer was
not resident after he physically left the country. The sole
reason for the family remaining in Canada, it held, was to
sell the house and this was not sufficient to cause the tax-
payer to retain Canadian residence.221

(iii) A taxpayer left Canada in 1923 to live in a rented
house in Bermuda. He spent little time in Bermuda, how-
ever, and subsequently built a home in North Carolina in
1939, into which his Canadian belongings were moved. In
subsequent years he spent a considerable period of time,
but less than 183 days each year, in Canada, first in a rent-
ed house and then in one he had built. The Canadian house
was staffed by servants year-round. The courts found this
taxpayer to be resident in Canada throughout. A constant
personal presence was found not to be necessary to es-
tablish residence. Though every person must reside some-
where, a person can have more than one residence. The
taxpayer was not a mere casual visitor to Canada, but
rather ordinarily resided there.222

(iv) A U.S. citizen resided in Canada with his wife and
children. Following a divorce, he returned to the United
States. In subsequent years, he spent up to five months an-
nually in Canada visiting the children and managing cer-
tain real property investments there, owned by a Canadi-
an corporation. During his Canadian visits he resided in a
storage suite in an apartment building owned by the com-
pany. The Court found the case “close to the line,” but held
the taxpayer not to be resident in Canada during the years
in question.223

A temporary absence from Canada by a person resident in
Canada would not normally break the residential tie where the
purpose of the taxpayer’s departure was by its nature not per-
manent (e.g., a holiday). In other cases, the question of con-
tinued residence during a relatively short physical absence will
depend on an assessment of the taxpayer’s intent to return, and
the strength and number of residential links with Canada. While
establishment of residence abroad is not decisive, the lack of a
foreign residence will often, as a matter of practice, be a strong
factor in a finding of continued residence in Canada. For exam-
ple:

(i) A taxpayer was absent from Canada for only eight
months. He left for France to participate in a training pro-
gram run by the French parent company of his new em-
ployer. Although he maintained no home in Canada in the
interim, his furniture remained in storage in Canada and
the absence was clearly temporary. Other ties were re-
tained as well, such as a bank account. The court found the
taxpayer had never ceased to reside in Canada, considering
his ties to Canada and to France, his style of living, and the
temporary purpose of his stay abroad.224

221 Schujahn v. MNR, [1962] CTC 364 (Ex. Ct.).
222 Thomson v. MNR, [1946] CTC 51 (SCC).
223 Erikson v. The Queen, [1975] CTC 624 (FCTD).
224 The Queen v. Reeder, [1975] CTC 256 (FCTD); see also Erickson v.

MNR, [1980] CTC 2117 (TRB).
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(ii) A series of cases has been decided dealing with aca-
demic sabbatical leave. Generally, taxpayers have been
found to be ordinarily resident in Canada where the stay
abroad, expressly of a temporary nature, was of only about
a year’s duration.225

(iii) On the other hand, a taxpayer was found to have
ceased to be resident even though his absence from Cana-
da was less than one year. He moved to the United States
to take up employment for a U.S. subsidiary of a Canadian
corporation. Although it appeared that he intended to take
up full residence in the United States, in fact his house in
Canada was never sold and his family never moved. After
a few months, due to a change in the parent company’s ac-
counting set-up, the taxpayer was offered a new position
in Canada on a “take it or leave the organization” basis,
and he chose to return to Canada.226

The CRA has set out its administrative practices in an
Income Tax Folio with respect to the factors for determining
whether an individual has ceased to reside in Canada or has es-
tablished residence in Canada.227 The CRA takes the approach
that residence status in any particular case must be determined
on the specific facts under consideration. However, an individ-
ual will be considered to continue residence if he or she fails
to sever what are considered significant ties with Canada. In
the CRA’s view, the significant residential ties are the loca-
tion of a dwelling, and the location of a spouse and any de-
pendents. There is no specific length of absence from Canada
that establishes non-residence. Instead, the focus is on the num-
ber and type of the individual’s residential ties with Canada
and the individual’s intention to sever those ties. In addition,
secondary ties with Canada include the individual’s personal
property, social connections, economic ties, medical insurance
arrangements, and immigration or work status. Income Tax Fo-
lios do not have the force of law, but they are intended to reflect
administrative practice and the CRA’s view of the law.

In addition to the common law test of residence, the In-
come Tax Act provides an alternative test: A person will be
deemed to have been resident in Canada throughout a year if he
or she “sojourned” in Canada for an aggregate of 183 days or
more in the year.228 Other conclusive presumptions of residence
are also made, for example, regarding members of the Canadi-
an forces and certain diplomatic or other personnel,229 but the
sojourning rule is by far the most important case of deemed res-
idence as applied to individuals. The word “sojourned” is not
a common one and its meaning has not often been elaborat-
ed on by the courts. It would appear, however, that sojourning
involves a casual or transient physical presence. Thus, though
there is some authority to the contrary,230 it would appear that

225 See, e.g., Saunders v. MNR, [1980] CTC 2436 (TRB); Magee v. MNR,
[1980] CTC 2450 (TRB); Lancaster v. MNR, [1980] CTC 2448 (TRB). But see
also Silburn v. MNR, [1985] 2 CTC 2071 (TCC).

226 Bergelt v. MNR, [1986] 1 CTC 212 (FCTD).
227 Income Tax Folio S5-F1-C1, online: https://www.canada.ca/en/rev-

enue-agency/services/tax/technical-information/income-tax/income-tax-folios-
index/series-5-international-residency/folio-1-residency/income-tax-folio-
s5-f1-c1-determining-individual-s-residence-status.html.

228 ITA, para. 250(1)(a).
229 ITA, paras. 250(1)(b)–(g).
230 Truchon v. MNR, [1970] Tax ABC 440.

where, for example, an immigrant arrives in Canada before the
end of June and thereupon establishes permanent residence,
the sojourning rules do not apply so as to deem him resident
throughout the year, but rather he will be resident under the
common law test for the balance of the year starting at the time
of arrival. This is the approach taken by the CRA.231

An individual must be resident somewhere, and one may
be resident in more than one place at the same time. The poten-
tial problems arising out of dual or multiple residence may be
solved by way of bilateral tax treaties. For example, the Cana-
da-United States tax treaty232 provides rules for attributing res-
idence to one or the other territory, but not both, based on fac-
tors such as location of a permanent home, center of vital inter-
ests (personal and economic relations), habitual abode or citi-
zenship. This is the approach of the Organization for Econom-
ic Co-operation and Development (OECD) model treaty and it
is found in most of Canada’s more recent tax treaties. In some
cases, it may be that a dual resident can invoke the treaty as a
resident of either state or that the competent authorities of both
contracting states are to settle the question by mutual agree-
ment.

The issue of dual residence is addressed by the Income
Tax Act in a rule aimed at preventing individuals and corpora-
tions from becoming dual residents. Where a “person” (which
includes an individual and a corporation) would otherwise be
resident in Canada but is, under a tax treaty, resident in another
country and not resident in Canada, that person is deemed not
to be resident in Canada.233 One effect of this rule is to curtail
plans to acquire residence in a treaty partner country without
giving up Canadian residence and, therefore, avoid the Canadi-
an departure tax.

b. Corporations

As in the case of individual residence, the residence of a
corporation in Canada may rest on the application of a common
law test or special statutory deeming provisions. A corporation
is resident in Canada at common law if its “central control and
management” is in Canada. The following examples illustrate
this test:

(i) In a leading English decision, a company incorporated
in South Africa and having its head office there was held
to be resident in the United Kingdom in view of the fact
that its board of directors regularly met in London, and
that real control was exercised there. This was the case
even though no business other than such meetings was car-
ried on in the United Kingdom, because the “real busi-
ness” is carried on where “the central management and
control actually abides.234

231 Income Tax Folio S5-F1-C1 at paras. 1.30 and 1.32.
232 Convention between Canada and the United States with Respect to Tax-

es on Income and on Capital, signed on September 25, 1980 (the “Canada-
U.S. tax treaty”). On September 21, 2007, Canada and the United States signed
a long-awaited protocol (the “Fifth Protocol”) to amend the Canada-U.S. tax
treaty. The Fifth Protocol entered into force on December 15, 2008, though the
effective date of the Fifth Protocol’s provisions generally varies from January
1, 2008 to up to January 1, 2010.

233 ITA, subsec. 250(5).
234 DeBeers Consolidated Mines v. Howe, [1906] A.C. 455. The Supreme

Court of Canada endorsed this test in Fundy Settlement v. The Queen, 2012
SCC 14, discussed further below.
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https://www.canada.ca/en/revenue-agency/services/tax/technical-information/income-tax/income-tax-folios-index/series-5-international-residency/folio-1-residency/income-tax-folio-s5-f1-c1-determining-individual-s-residence-status.html


(ii) A wholly owned subsidiary of an English company
was registered in Kenya. All directors’ meetings were held
in Kenya and, indeed, under the company’s constitution,
its business was to be managed in Kenya. In fact, however,
because of the situation of the company, it had been deter-
mined that management should be taken over by the par-
ent and from that time important decisions that concerned
the business were made in London by the directors of the
parent. The Court found that the seat of the central man-
agement and control of the subsidiary passed from Kenya
to the United Kingdom.235 A similar result occurred in a
case in which the central management and control of a
Dutch corporation was found to reside with its sharehold-
ers in Canada, rather than with its Dutch resident direc-
tor. In particular, the Tax Court of Canada found that the
Dutch director had no prior business experience, received
limited remuneration, routinely acted on the instructions of
the shareholders, and did not participate in the decision-
making process (generally not even being copied on the
relevant correspondence).236

(iii) A Bahamian re-insurance subsidiary of a Canadian
public company was 49% owned by U.K. residents. Four
of its nine directors resided in Canada and five in the Ba-
hamas. The business activity of the subsidiary was mod-
est, but whatever had to be done (largely record keeping,
reporting and corporate acts) was done in the Bahamas.
Board meetings were also held in the Bahamas. The Tax
Review Board found a sufficient “independence of action”
and “sense of permanence” to conclude that management
and control were not in Canada.237

Beyond this test, the Income Tax Act provides that any
corporation incorporated in Canada after April 26, 1965, is
deemed to be resident in Canada.238 Further, in the case of a cor-
poration incorporated in Canada on or before that date, Cana-
dian residence will be conclusively presumed if, at any time in
the taxation year or in any preceding taxation year ending af-
ter that date, it was resident in Canada or carried on business in
Canada.239 That is to say, subject to the potential application of
a tax treaty, companies incorporated in Canada after April 26,
1965 are conclusively presumed to be resident in Canada, while
those incorporated in Canada before that time will acquire per-
petual and irrebuttable Canadian residence if, in any taxation
year ending after that date, the corporation carries on business
in Canada or is resident in Canada under the common law test.

In a case where the application of the latter deeming rule
to a pre-1965 corporation was considered, the Federal Court of
Appeal ruled that a corporation was resident on the basis that
it had carried on business in Canada. The taxpayer had been
inactive for approximately 20 years before 1966, when it was
used by the international group of which it was a member to
enter into contracts with Middle Eastern purchasers. The tax-
payer’s Canadian incorporation and head office were used to
disguise the fact that those purchasers were actually doing busi-

235 Unit Construction Co. Ltd. v. Bullock, [1960] A.C. 351.
236 Landbouwbedrijf Backx B.V. v. The Queen, 2018 TCC 142; rev’d on

other grounds 2019 FCA 310.
237 Victoria Insurance Co. Ltd. v. MNR, [1977] CTC 2443 (TRB).
238 ITA, para. 250(4)(a).
239 ITA, para. 250(4)(c).

ness with a corporation resident in the United States. Sales pro-
motion and manufacturing were performed by other corpora-
tions in the group, and the product was shipped directly to the
purchaser by the manufacturer. The Court, overturning the trial
judge’s decision, concluded that although central management
and control of the taxpayer was exercised in the United States,
the taxpayer carried on business in Canada and was therefore
resident there. The court seemed influenced by the fact that the
success of the scheme used to deceive the Middle Eastern pur-
chasers required the carrying on of a business in Canada. Al-
though this decision may be dependent upon the particular fac-
tual circumstances, it illustrates the care that one must exercise
in this area.240

A further transitional rule applies to the special case of
corporations that qualified as “foreign business corporations”
under the former Income Tax Act.241

Like individuals, corporations may have dual residence.
The matter is sometimes resolved by tax treaties, although in
many cases not definitely or with the appropriate results from a
domestic tax perspective.

To ensure that a taxpayer’s residence status in Canada re-
flects the taxpayer’s residence status under an applicable tax
treaty, the Income Tax Act treats a taxpayer who is otherwise
resident in Canada as a nonresident for purposes of the Income
Tax Act where the taxpayer is considered to be a resident of
another country and not to be a resident of Canada under a tax
treaty.242 This situation may arise where the taxpayer is resident
in both countries under their respective domestic laws and thus
the determination resorts to the tax treaty “tie-breaker” rule,
which deems the taxpayer to be, for purposes of the treaty, res-
ident in only one jurisdiction. The Canada-U.S. tax treaty has a
tie-breaker rule based on place of incorporation. Many other tax
treaties have a tie-breaker rule based on location of place of ef-
fective management or the matter is left for the relevant compe-
tent authorities to resolve. Also, where a corporation is granted
articles of continuance in a particular jurisdiction, it is deemed
to have been incorporated in the jurisdiction into which it has
been continued and not in any other jurisdiction.243 The Canada-
U.S. tax treaty provides that a corporation formed in one coun-
try and continued into another is considered to be resident in
the jurisdiction to which it has been continued. This ensures
generally that a U.S. corporation that has continued to Cana-
da and is thenceforth governed solely by Canadian law is resi-
dent in Canada for both domestic and treaty purposes. The Fifth
Protocol amended the Canada-United States tax treaty to deny
dual residence status where a continued corporation is not dis-
continued in its original jurisdiction. Under that rule, a dually
chartered corporation is not considered to be a resident of either
country and, unless the competent authorities determine other-
wise, is not entitled to any benefits under the Canada-United
States tax treaty.244

240 The Queen v. Gurd’s Products Co. Ltd., [1985] 2 CTC 85 (FCA).
241 ITA, para. 250(4)(b).
242 ITA, subsec. 250(5).
243 ITA, subsec. 250(5.1).
244 This rule, which was originally announced in a Department of Finance

News Release on September 18, 2000, applies to corporate continuances that
occur after September 17, 2000.
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c. Trusts

There is no statutory provision that determines the resi-
dence of a trust, except in certain circumstances dealing with
foreign trusts. A trust is generally taxed as an individual and
identified with its trustees under the Income Tax Act. It may
not, however, follow inexorably that the residence of the trust is
the place of residence of the trustees; indeed, in the case of mul-
tiple trustees resident in different parts of the world, such a test
cannot apply without a more sophisticated analysis of trustee
powers, etc.

Until 2012, the leading case in Canada on this issue was
Thibodeau Family Trust v. The Queen, where the Federal
Court of Canada had to consider whether a trust was a resident
of Canada or Bermuda.245 In Thibodeau, a trust originally
formed in Canada had three trustees: one was resident in Cana-
da and two were resident in Bermuda. The jurisdiction of the
trust was moved to Bermuda, as well as the books and records,
and the trust’s administration. The trust required at least one
Bermuda trustee to decide any trust matters. All trustee de-
cisions were made in Bermuda. The Federal Court held that
the residence principles applicable to individuals and corpora-
tions were not applicable. It held that the trust was resident in
Bermuda as a majority of the trustees resided in Bermuda and
administered the trust there. As a result of this case, the pre-
vailing view in Canada was that the residence of a trust is de-
termined by reference to the residence of the trustees and the
place where the trust is managed. These and other factors are
enumerated by the CRA in an Income Tax Folio.246

The Supreme Court of Canada’s decision in Fundy Set-
tlement v. The Queen247 rejects the principle espoused in Thi-
bodeau that the residence of a trust is determined by reference
to the residence of the trustees and the place where the trust
is managed. Fundy Settlement instead adopted the test for res-
idence used for corporations — the central management and
control test — which looks to where the trust’s central man-
agement and control are located to determine residence. The
Supreme Court stated “[a]s with corporations, residence of a
trust should be determined by the principle that a trust resides
for the purposes of the Act where ‘its real business is carried
on,’ which is where the central management and control of the
trust actually takes place.”248 This will generally be the place
where the trustees meet and make their decisions (unless, as
was the case in Fundy Settlement, someone else is exercising
the central management and control of the trust).

Certain foreign trusts are deemed to be resident in Canada
by virtue of having a Canadian resident contributor or benefi-
ciary under detailed foreign trust rules.249

245 [1978] CTC 539 (FCTD).
246 Income Tax Folio S6-F1-C1.
247 2012 SCC 14, aff’g St. Michael Trust Corp. v. The Queen, 2010 FCA

309 and Garron v. The Queen, 2009 DTC 1287 (TCC). Fundy Settlement was
referred to by the names “St. Michael Trust Corp.” and “Garron” in the lower
courts.

248 Fundy Settlement at para. 15, citing De Beers Consolidated Mines, Ltd.
v. Howe, [1906] A.C. 455.

249 ITA, sec. 94.2.

2. Tax Base of Residents

The Canadian tax net extends to worldwide income from
any source inside or outside Canada including, but not restrict-
ed to, income from an employment, business or property.250 In-
come also includes taxable capital gains, i.e., one-half of the
gain realized from the disposition of capital property anywhere
in the world. The income of a Canadian resident may also
include certain foreign income earned by offshore affiliates.
The computation of income and taxable income is addressed at
length below.

3. Tax Base of Nonresidents

Subject to the provisions of an applicable tax treaty, non-
residents of Canada are liable to ordinary income tax payable
with respect to business or employment income that is regard-
ed, under domestic laws, as having its source in Canada. Non-
residents are also liable to tax on taxable capital gains aris-
ing on the disposition of “taxable Canadian property.” Corpo-
rations that do not qualify as “Canadian corporations” and that
carry on business in Canada are subject to a further “branch
tax.” Furthermore, nonresident withholding tax is imposed with
respect to what is essentially Canadian-source property or in-
vestment income. For the rates of source country taxation ap-
plying to investment income, services income and capital gains
under Canada’s domestic law and tax treaties and the context
for the application of those rates, see the Withholding Tax
Chart.

a. Business Income

(1) Carries on Business in Canada

A nonresident who carries on business in Canada in a giv-
en year or any previous year is taxable on income from such
business.251 The reference to a previous year ensures that in-
come from carrying on business in Canada cannot escape tax
merely by its being deferred until such time as the nonresident
no longer carries on business in Canada. “Business” is broad-
ly defined to include a profession, calling, trade, manufacture
or undertaking of any kind whatever, and an adventure in the
nature of trade.252 An isolated transaction that constitutes an ad-
venture in the nature of trade does not necessarily amount to
carrying on business where it is not the corporation’s sole ac-
tivity.253 As to whether a business conducted by a nonresident is
being carried on in Canada, the courts look to where the con-
tracts are formed,254 as well as to the place in which the opera-
tions take place from which the profits in substance arise.255 A
nonresident who holds an interest in a partnership that carries
on a business in Canada may be considered to be carrying on

250 ITA, para. 3(a).
251 ITA, para. 2(3)(b), subpara. 115(1)(a)(ii).
252 ITA, subsec. 248(1).
253 Tara Exploration and Development Co. Ltd. v. MNR, [1970] CTC 557

(Ex. Ct.), aff’d for other reasons [1972] CTC 328 (SCC). Compare Birmount
Holdings Ltd. v. The Queen, [1977] CTC 34 (FCTD), aff’d [1978] CTC 358
(FCA).

254 Geigy (Canada) Ltd. v. Comr. Social Services Tax, [1969] CTC 79 (BC-
SC); GLS Leaseco Inc. v. MNR, [1986] 2 CTC 2034 (TCC).

255 Firestone Tyre & Rubber Co. Ltd. v. Lewellin, (1957), 37 T.C. 111;
London Life Insurance Co. v. Canada, [1990] 1 CTC 43 (FCA).
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business in Canada, even if the nonresident is a silent or limited
partner.256

Furthermore, the Income Tax Act provides that a nonres-
ident is deemed to have been carrying on business in Canada
where the nonresident:257

(i) Produces, grows, mines, creates, manufactures, fabri-
cates, improves, packs, preserves or constructs, in whole
or in part, anything in Canada whether or not the person
exports that thing without selling it before exportation;

(ii) Solicits orders or offers anything for sale in Canada
through an agent or servant, whether the contract or trans-
action is to be completed inside or outside Canada, or part-
ly in and partly outside Canada; or

(iii) Disposes of certain Canadian resource property, tim-
ber resource property or real property situated in Canada
that is held as inventory, including options or interests
therein.
It has been held, however, that even under this extended

definition, mere advertising does not constitute carrying on
business in Canada.258 Nor does the mere making of loans to
Canadians constitute the soliciting of orders or offering any-
thing for sale in Canada where the loans are completed outside
Canada.259

(2) Exemption for Certain Investment Management
Services

A special rule in section 115.2 of the Income Tax Act pro-
vides that a nonresident person will not be considered to be car-
rying on business in Canada solely due to the engagement by
that person of certain investment management or advisory ser-
vices of a Canadian resident. This rule was introduced because
of the concerns of the Canadian investment services industry
that a nonresident pension fund, mutual fund or other collec-
tive investment vehicle would be considered to be carrying on
business in Canada where the nonresident uses the services of a
Canadian resident to provide asset management services, advi-
sory functions or back-office investment administration. Gen-
erally, the rule applies provided the nonresident fund (if orga-
nized as a corporation or a trust) does not itself (or through its
agents) sell or promote the sale of its units to investors in Cana-
da, does not itself (or through its agents) file any documents
with a government or public regulatory body in Canada, and,
after the fund’s first year of existence, persons and partnerships
affiliated with the Canadian service provider (other than certain
designated entities) do not own more than 25% of the fair mar-
ket value of investments in the fund. In the case of a fund orga-
nized as a partnership of which a nonresident person is a mem-
ber, the rule will apply for the fund’s first year of existence, af-
ter which the 25% ownership test must be met. The rule applies
to nonresident individuals as well. If the services are provided
to a nonresident individual, other than a trust, the nonresident

256 Randall v. The Queen, [1985] 1 CTC 268 (FCTD); Grocott v. The
Queen, [1996] 1 CTC 2311 (TCC); Robinson Trust v. Canada, 98 DTC 6065
(FCA).

257 ITA, sec. 253.
258 Sudden Valley Inc. v. The Queen, [1976] CTC 297 (FCTD), aff’d

[1976] CTC 775 (FCA).
259 Pullman v. The Queen, [1983] CTC 52 (FCTD).

individual must not be affiliated with the service provider to
avail itself of the deeming rule. If the rule does not apply, the
normal rules for determining whether a particular nonresident
person is carrying on business in Canada will apply.

(3) Treaty Exemption

A nonresident who is carrying on business in Canada may
nevertheless be exempt from Canadian tax due to the operation
of one of Canada’s tax treaties. Though the structure of these
treaties varies somewhat, the general rule is that a treaty-pro-
tected nonresident is subject to Canadian tax on business profits
only to the extent that these are attributable to a “permanent es-
tablishment” in Canada. “Permanent establishment” is defined
in each treaty. Each treaty must be carefully examined to de-
termine its applicability (e.g., the definition of residence) and
effect.260

For example, several cases under a prior version of the
Canada-U.S. tax treaty have drawn subtle distinctions in con-
nection with the availability of protection to U.S. resident indi-
viduals who speculated in Canadian real property. Under most
of Canada’s treaties, Canadian federal tax may be levied on
the profits of the Canadian operation if the nonresident oper-
ates through a factory, office or other fixed place of business
in Canada. The income for Canadian purposes is computed as
if the Canadian business were separate from any other busi-
ness carried on by the taxpayer with a determination of the in-
come earned from the Canadian business less applicable deduc-
tions.261 In some treaties, a deemed arm’s-length or other trans-
fer pricing formula is established with respect to branch opera-
tions. In any event, the question of pricing and particularly the
deduction of “head office expenses” will often prove difficult
and a potential source of conflict between the taxpayer and the
Canadian taxation authorities.

Tax treaties do not apply per se to provincial tax, since
a federal treaty does not bind the provinces’ ability to levy
provincial tax. Nevertheless, similar provincial treatment gen-
erally arises pursuant to the tax collection agreement with the
provinces or by virtue of provincial law.

(4) Branch Tax

There is no Canadian tax per se on the repatriation of earn-
ings by a Canadian branch of a foreign corporation. Howev-
er, a corporation other than a “Canadian corporation” carrying
on business in Canada may be subject to an additional tax on
branch profits. A “Canadian corporation” is a corporation res-
ident in Canada and either incorporated in Canada or continu-
ously resident since June 18, 1971. Very generally, the branch
tax is imposed at the rate of 25% on after-tax profits of the for-
eign corporation’s branch that are not reinvested in specified
Canadian assets.262 Canada’s tax treaties may have an effect on
the rate of, and the quantum of profits subject to, the imposition
of this tax. Some of the more recent treaties protect the juris-
diction of Canada to impose the tax, but they limit the rate to
15%. Furthermore, where a tax treaty does not specifically lim-
it the rate of branch tax, but specifies a maximum rate on divi-

260 See, e.g., Rutenberg v. MNR, [1979] CTC 459 (FCA); Abed v. The
Queen, [1982] CTC 115 (FCA).

261 ITA, subsec. 4(1).
262 ITR, sec. 808 and ITA, subsec. 219(1).
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dends, the branch tax rate is reduced to that dividend rate.263 Un-
der the Canada-United States tax treaty, the rate of branch tax
applicable to U.S. corporations carrying on business in Canada
through a PE is 5%, and the first Can. $500,000 of profits are
exempted from its application. The CRA’s view is that certain
hybrid entities (such as U.S. limited liability companies that are
disregarded or treated as partnerships for U.S. federal income
tax purposes) may be liable for 25% branch profits tax with no
relief under the Canada-United States tax treaty. However, that
position may not be upheld by the courts having regard to the
Tax Court of Canada’s decision in TD Securities LLC v. The
Queen,264 which held that a U.S. LLC with U.S. members could
be entitled to treaty benefits (albeit for years prior to the Fifth
Protocol coming into force).

In computing a nonresident’s taxable income earned in
Canada for a year, a loss from carrying on a business in Canada
is only taken into account where the income of the business
would not be exempt from Canadian income tax under the
terms of a tax treaty.265 Thus, income taxable in Canada cannot
be offset with a loss from a treaty-protected business or proper-
ty.266

b. Employment Income

A nonresident who was employed in Canada in the year or
in a previous year is subject to tax on his or her income from
the duties of offices and employment performed in Canada.267

The reference to a prior year prevents avoidance of tax through
deferred compensation arrangements.

Further, a nonresident individual who receives remunera-
tion with respect to employment paid directly or indirectly by a
Canadian resident and who had, in any previous year, been res-
ident in Canada, may be subject to Canadian tax on such remu-
neration.268 This is the case unless the remuneration is attribut-
able to duties performed anywhere outside Canada and either:

(i) Is subject to income tax in a foreign country; or

(ii) Is paid in connection with the selling of property, the
negotiation of contracts or the rendering of services for the
employer (or a related person) in the ordinary course of the
employer’s business.
The rule extends as well to certain contract signing bonus-

es.
An illustration of this rule involves a U.S. resident who

was taxed with respect to the exercise of a stock option he had
received as an employee of a Canadian company. The taxpayer
attempted, unsuccessfully, to demonstrate that the employment
income generated by exercise of the option was not related to
Canadian employment and, therefore, not subject to Canadian
tax. Alternatively, he claimed an exemption under Articles VII
(Business Profits) and VIII (Transportation) of the then applic-
able Canada-United States tax treaty. It was held that the ben-
efit was realized as an employee of the Canadian company, al-

263 ITA, sec. 219.2.
264 2010 TCC 186 (TCC).
265 ITA, para. 115(1)(c).
266 Definitions in ITA, subsec. 248(1).
267 ITA, para. 2(3)(a), subpara. 115(1)(a)(i).
268 ITA, paras. 115(2)(c), (c.1), (d), (e).

though not received until after the employee was no longer a
resident, and the amount was properly subject to tax.269

The provisions of a tax treaty can affect the taxation of
nonresident employment income. Typically, such protection
depends upon the duration of the employee’s stay in Canada,
the level of remuneration, and the source of the payments. For
example, under Article XV (Dependent Personal Services) of
the Canada-United States tax treaty, Canada will not tax a U.S.
resident if the remuneration does not exceed Can. $10,000 in a
calendar year, or the U.S. resident is present in Canada for less
than 183 days in any 12-month period commencing or ending
in the fiscal year concerned, and the remuneration is not paid
by, or on behalf of, a person who is resident in Canada (and is
not borne by a Canadian PE of the employer).

c. Capital Gains

A somewhat unusual feature of the Canadian income tax
system is that nonresidents are also liable for Canadian tax if
they dispose of “taxable Canadian property.”270 Thus, a disposi-
tion of the following types of property (or an option to acquire
such property or an interest in such property) raises a potential
liability to tax on capital gains:

(i) Real property situated in Canada;

(ii) Any other capital property used or held by a nonresi-
dent in a business carried on in Canada;

(iii) If the nonresident is an insurer, its designated insur-
ance property for the year;

(iv) A share of a Canadian resident corporation or nonresi-
dent corporation that is not listed on a designated stock ex-
change, a partnership interest or an interest in a trust (other
than a unit of a mutual fund trust or an income interest in
a trust resident in Canada) if, at any time during the pre-
ceding 60-month period, more than 50% of the fair mar-
ket value of such share or interest was derived, directly
or indirectly, from one or any combination of: (I) real or
immovable property situated in Canada; (II) Canadian re-
source property; (III) timber resource property; and (IV)
options or interests in respect of the foregoing (the Value
Requirement);

(v) A share of a Canadian corporation or a nonresident cor-
poration that is listed on a designated stock exchange, a
share of a mutual fund corporation or a unit of a mutual
fund trust if, at any time during the 60 months preceding
the disposition, the nonresident, alone or together with
persons with whom the nonresident did not deal at arm’s
length, owned at least 25% of any class of the corpora-
tion’s shares or the trust’s issued units (the Ownership Re-
quirement) and the Value Requirement is satisfied; and

(vi) An option with respect to, or an interest in, or for civil
law a right in, a property described in (i) to (v), whether or
not the property exists.
A nonresident is not liable to capital gains taxation on

the disposition of “taxable Canadian property” that is excluded

269 Hurd v. The Queen, [1981] CTC 209 (FCA).
270 ITA, para. 2(3)(c), subparas. 115(1)(a)(iii) and 115(1)(b). The definition

is in ITA, subsec. 248(1).
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from Canadian tax under the provisions of an applicable tax
treaty, which is referred to as “treaty-protected property.”
“Treaty-protected property” is defined as property, the income
or gain from the disposition of which would be exempt from
tax under Part I (Income Tax) of the Income Tax Act because
of a Canadian tax treaty.271

Also, the disposition of certain property that, under Cana-
dian principles, gives rise to ordinary income rather than capital
gains also falls within the tax net applicable to nonresidents.
For instance, the disposition by a nonresident of Canadian re-
source property, timber resource property, income interests in
Canadian resident trusts and certain rights to the income of
partnerships may generate income taxable in Canada.272 The
same applies to certain life insurance policies that give rise to
income on disposition.273 Recapture of capital cost allowance
previously claimed, to the extent it is not already caught by the
reference to business income, may also be taxed.274

To support the system of taxing nonresidents on “Cana-
dian” capital gains, the Income Tax Act requires nonresidents
who dispose of taxable Canadian property to send a notice con-
taining certain information to the Canadian tax authorities.275

Upon receipt of the notice and payment of an amount equal
to 25% of any gain arising on the disposition (or provision of
security acceptable to the Minister), the Canadian tax authori-
ties issue a certificate indicating that payment on account of the
nonresident’s tax liability (or the provision of sufficient securi-
ty) has been made.276 If the certificate is not obtained, or if the
limit set out in the certificate is less than the cost of the tax-
able Canadian property to the purchaser (which should general-
ly equal the purchase price paid by the purchaser), the purchas-
er is entitled to withhold 25% of such cost (or, if a certificate
with an insufficient limit has been issued, of the difference be-
tween the cost and the certificate limit), and is required to re-
mit this amount to the Canadian tax authorities within 30 days
after the end of the month in which the property was acquired.
The purchaser is liable for this amount should he or she fail to
withhold and remit, and may recover from the nonresident any
amount paid by him or her on account of the tax.277 Where a cer-
tificate has not been obtained and the proper withholding was
not performed, the purchaser may be liable to a penalty equal to
10% of the amount that should have been withheld in addition
to the amount that should have been withheld.278 The process for
obtaining a certificate is often times a lengthy one, so it may be
advisable for a nonresident to apply for one well in advance of
any proposed disposition of taxable Canadian property. Alter-
natively, in circumstances where the CRA is not able to timely
review a request for a certificate the CRA may provide an infor-
mal “comfort letter” stating that penalties will not apply if the
requisite withholding is not remitted within the 30-day period

271 Defined in ITA, subsec. 248(1).
272 ITA, subparas. 115(1)(a)(iii.1), (iii.3), (iv) and (iv.1).
273 ITA, subpara. 115(1)(a)(vi).
274 ITA, subpara. 115(1)(a)(iii.2). See also ITA, subsec. 216(5).
275 ITA, subsecs. 116(1) and 116(3).
276 ITA, subsecs. 116(2) and 116(4).
277 ITA, subsec. 116(5).
278 ITA, subsec. 227(9).

(particularly in circumstances where there may not be a taxable
gain on the sale). In some cases, the nonresident vendor may
not have the proceeds to pay the 25% tax prior to the comple-
tion of the disposition (and thus cannot obtain a certificate). In
such cases, the CRA may provide an informal “comfort letter”
to the nonresident which advises the purchaser to withhold and
remit an amount equal to 25% of the nonresident vendor’s gain
from the disposition of the taxable Canadian property (rather
than 25% of the total purchase price).

The certificate procedure extends, with some modifica-
tions, to dispositions of depreciable property, Canadian re-
source property and timber resource property, and of real prop-
erty (other than capital property) situated in Canada. In these
cases, the tax liability is less mechanically determined. There-
fore, if Canadian tax is owing on the disposition, a certificate
is obtained on payment of an amount “acceptable to the Minis-
ter [of National Revenue].”279 Absent a certificate, the purchaser
must withhold and remit 50% of the purchase price.280

In any case, a certificate may be obtained without payment
if acceptable security is provided.281 What is considered accept-
able security is within the discretion of the CRA. Where treaty
protection applies, suitable undertakings and representations by
the vendor may be treated as acceptable security for this pur-
pose. A nonresident vendor must generally demonstrate that it
is resident in a tax treaty jurisdiction and is entitled to the bene-
fits of the treaty. Thus, in some cases where treaty protection is
available, certificates are obtained without payment on the pro-
vision of adequate evidence that no tax is ultimately owing due
to a treaty exemption, coupled with an undertaking to pay any
tax that is levied.

The jurisdiction of Canada to tax capital or other gains
of nonresidents may be reduced by a tax treaty. Many recent
treaties allow Canada to tax gains from the disposition of real
property and business assets used in connection with a PE in
Canada. Under some treaties, this jurisdiction also includes
shares of corporations the principal asset of which is real prop-
erty, or even shares of any Canadian corporation, if the nonres-
ident owns 25% or more of the shares.

As noted in the discussion of capital gains at VIII.C.3.d.,
below, Canada deems a disposition of capital property to occur
with the result that capital gain may be realized when a person
ceases to be a resident of Canada. Where the taxpayer is an
individual, certain property is excluded from the deemed dis-
position. Many of Canada’s tax treaties preserve Canada’s ju-
risdiction to tax residents of the treaty country who formerly
resided in Canada. This prevents a former Canadian resident
from avoiding tax on gains accrued on taxable Canadian prop-
erty while he or she was resident in Canada by becoming a non-
resident and then selling the property under protection of a tax
treaty.

The cumulative lifetime capital gains exemption, dis-
cussed at VIII.C.3.b., below, is not available to nonresidents of
Canada.

279 ITA, subsec. 116(5.2).
280 ITA, subsec. 116(5.3).
281 ITA, subsecs. 116(4), 116(5.2).
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d. Nonresident Withholding Tax

Certain other sources of income are subject to a flat rate
tax on the gross amount of payments made to nonresidents, the
collection of which is assured by withholding at source. Gener-
ally, this tax applies to property or investment income, and cer-
tain income from services that is regarded as having its source
in Canada for these purposes (which may broadly apply to pay-
ments made to a nonresident in respect of services rendered in
Canada).282 For a more detailed discussion of this tax, see XI.F.,
below. Generally, however, the following payments, as well as
amounts paid or credited “in lieu of” such payments, are sub-
ject to nonresident withholding tax:283

(i) Management or administration fees or charges;284

(ii) Interest;

(iii) Estate or trust income;

(iv) Rents, royalties, and, in certain cases, payments for in-
formation or services of an industrial, commercial or sci-
entific character;

(v) Timber royalties;

(vi) Patronage dividends;

(vii) Pension and death benefits, retiring allowances, and
similar payments;

(viii) Certain payments under a restrictive covenant (in-
cluding noncompete payments);

(ix) Certain grants;

(x) Certain annuity payments; and

(xi) Dividends.

e. Part-Time Residents

In the case of an individual only, a special rule applies
where the taxpayer is resident in Canada for one part of the year
and during some other part of the year is not resident, employed
or carrying on business in Canada.285 In this case, the taxpay-
er’s income for the period during which he or she was resident,
employed or carrying on business is determined under the usu-
al rules applicable to Canadian residents, and for the rest of the
year, his or her income is determined under the rules applic-
able to nonresidents. Deductions such as personal exemptions
are prorated based on the period of Canadian residence.

4. Global Minimum Tax

a. Global Minimum Tax Act

As a member of the G20/OECD Inclusive Framework,
Canada has committed to implementing a 15% global min-
imum tax, which is the keystone of the G20/OECD’s Pillar
Two initiative. On June 20, 2024, Canada enacted the Global
Minimum Tax Act (GMTA), which introduces two tax mea-

282 ITR, sec. 105.
283 ITA, sec. 212.
284 Usually exempted under Article VII of Canada’s tax treaties as business

profits.
285 ITA, sec. 114.

sures of the Pillar Two initiative: a 15% global minimum tax (a
“top-up amount”) under the income inclusion rule (IIR)286 and
a 15% domestic minimum top-up tax,287 which are intended to
be qualified IIR and qualified domestic minimum top-up tax
(QDMTT) regimes, respectively.

The global minimum tax under the IIR and domestic min-
imum top-up tax applies for fiscal years of qualifying multina-
tional enterprise (MNE) groups288 beginning on or after Decem-
ber 31, 2023, provided that those MNE groups have:

(i) Consolidated revenue of at least 750 million euros that
are reported in the consolidated financial statements289 of
the ultimate parent entity (UPE) in at least two of the four
fiscal years immediately preceding fiscal years; and

(ii) Business presence in two or more jurisdictions.
The consolidated financial statements of the UPE should

normally be prepared in accordance with an acceptable finan-
cial accounting standard,290 meaning either the international fi-
nancial reporting standards (IFRS) or the generally accepted
accounting principles (GAAP) of the members of the European
Union and the European Economic Area as well as the 14
leading economies, including Canada and the United States.
Where the UPE does not apply an acceptable financial account-
ing standard, the consolidated financial statements must be ad-
justed to prevent material competitive distortions.291 A material
competitive distortion arises where an application of a specific
principle or procedure results in an aggregate variation in ex-
cess of 75 million euros relative to the amounts that would have
been determined if the corresponding IFRS principle or proce-
dure were applicable.292

Governmental entities, international organizations, non-
profit organizations, and certain funds are excluded from the
scope of the GMTA.293 A qualifying MNE group can also be
exempted from paying a tax under the GMTA with respect to
its members or jurisdictions in which those members are locat-
ed, as the case may be, if those MNE members or jurisdictions
qualify for the de minimis exclusion294 or a safe harbor, and the
relevant elections are made on a timely basis.

On August 12, 2024, the Department of Finance released
legislative proposals that encompass, among other things, the
first set of amendments to the GMTA, including the undertaxed
profit rule (UTPR) and the UTPR safe harbor.

The UTPR is the third tax measure under the G20/OECD’s
Pillar Two initiative that is intended to serve as a back-stop rule
for the other two tax measures (i.e., a global minimum tax un-
der the IIR and the QDMTT).

The UTPR safe harbor deems the top-up tax of the rele-
vant entities located in the jurisdiction in which the ultimate
parent entity (UPE) of the qualifying MNE group is located

286 Part 2 of the GMTA.
287 Part 3 of the GMTA.
288 GMTA, sec. 9.
289 GMTA, subsec. 2(1).
290 Ibid.
291 GMTA, subsec. 2(1), “consolidated financial statements”, para. (c).
292 GMTA, subsec. 2(1).
293 GMTA, subsec. 13(1).
294 GMTA, sec. 33.
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(UPE jurisdiction) to be nil, provided that the following condi-
tions are fulfilled:

(i) An election for the UPE jurisdiction is made;

(ii) The corporate income tax rate of the UPE jurisdiction
is at least 20%; and

(iii) The fiscal year begins before January 1, 2026 and ends
before December 31, 2026.
The transitional UTPR safe harbor mitigates the impact of

the Pillar Two rules with respect to jurisdictions that do not im-
plement those rules but have high statutory income tax rates
and are home to headquarters of large MNE groups (most no-
tably, the United States).

The UTPR and UTPR safe harbor rules are proposed to ap-
ply to fiscal years of qualifying MNE groups that begin on or
after December 31, 2024.

The GMTA is a standalone statute that conceptually fol-
lows the Global Anti-Base Erosion (GloBE) Model Rules re-
leased by the OECD on December 20, 2021, the related GloBE
commentary and three sets of administrative guidance that were
released before 2024.295 In contrast to certain jurisdictions that
have opted to incorporate the rules of the GloBE source docu-
ments by reference, Canada has re-designed the structure and
text of the rules from the GloBE source documents to better
align them with Canadian legal conventions and practices.

Although the approach adopted has many inherent advan-
tages, it inevitably complicates cross-referencing of the GMTA
provisions to the rules in the GloBE source documents that the
GMTA intends to implement and is prone to inadvertent incon-
sistencies with those rules that can pose challenges in applying
and interpreting the GMTA rules.

b. Interpretation

To facilitate the cross-referencing and interpretation of the
GMTA rules, the Explanatory Notes released by the Depart-
ment of Finance for the GMTA include a table of concordance
for cross-referencing the relevant GMTA provisions with the
GloBE source documents, as well as the usual provision-by-
provision comments of the Department of Finance on the GM-
TA.296 Generally, the commentary is limited to mere statements
that the relevant GMTA provisions implement an analogous
provision from a GloBE source document. The Explanatory
Notes are helpful for connecting the “Canadianized” provisions
in the GMTA with the model rules in the GloBE source docu-
ments on which those provisions are based, but otherwise have
a limited value for in-scope MNEs and their advisors.

The GMTA includes an interpretation provision in sub-
section 3(1) that may assist in addressing the textual divergen-
cies and inevitable inconsistencies between the GMTA and the
GloBE source documents. Subsection 3(1) requires the provi-
sions of Part 1 (Interpretation and Application), Part 2 (Glob-
al Minimum Tax) and relevant provisions of Part 5 (General
Provisions, Administration and Enforcement) to be interpreted

295 The GloBE Model Rules, GloBE Commentary and administrative guid-
ance that OECD releases from time to time are hereinafter jointly referred to as
the “GloBE source documents.”

296 Explanatory Notes Relating to the Global Minimum Tax Act (May
2024), online: https://fin.canada.ca/drleg-apl/2024/nwmm-amvm-0424-n-3-
eng.html.

consistently with the GloBE source documents unless the con-
text otherwise requires. Part 3 (Domestic Minimum Top-up
Tax) is required to be interpreted consistently with the GloBE
Commentary rather than all GloBE source documents. Part 4,
which provides that Canada’s domestic general anti-avoidance
rule (GAAR) applies to the GMTA, does not have an interpre-
tation provision.

c. The Income Inclusion Rule

A global minimum tax under the IIR is paid by UPEs, par-
tially-owned parent entities (POPEs) and certain intermediate
parent entities (IPEs) of qualifying MNE groups that are locat-
ed in Canada297 if and to the extent that:

(i) The effective tax rate (ETR) for a jurisdiction in which
their directly or indirectly owned constituent entities, in-
cluding permanent establishments (PEs), are located is less
than 15%; and

(ii) There is an excess profit for that jurisdiction.
Although the ETR and global minimum tax are typically

determined on a jurisdictional basis, in the case of certain en-
tities or groups of entities the ETR is computed and a global
minimum tax is determined on a standalone or group basis, as
the case may be. Subject to some exceptions, no global mini-
mum tax is payable if there is a loss for the jurisdiction or the
relevant entity or group of entities, as the case may be.

The jurisdictional ETR298 is determined by dividing the ad-
justed covered taxes of all constituent entities located in the ju-
risdiction by the net GloBE income of those constituent enti-
ties for that jurisdiction. The net GloBE income299 is the posi-
tive difference between GloBE income and GloBE loss of the
constituent entities located in the jurisdiction.

GloBE income or loss of a constituent entity is its after-tax
financial accounting net income or loss as adjusted under the
GMTA.300 The financial accounting net income or loss is gen-
erally based on the constituent entity’s financial accounts that
are prepared under the acceptable financial accounting stan-
dard used to prepare the consolidated financial statements of
the UPE of the qualifying MNE group. An exception from this
general rule exists where it is reasonably practical to apply an-
other acceptable financial accounting standard or an authorized
financial accounting standard that is used to prepare financial
accounts with reliable information, subject to adjustments for
permanent differences in excess of one million euros to account
for the use of an accounting standard that is different from the
financial accounting standard used by the UPE.301

The term “authorised financial accounting standard” is de-
fined in GMTA subsection. 2(1) as a set of generally accept-
able accounting principles permitted by the body responsible
for prescribing, establishing or accepting accounting standards
for financial reporting purposes in the jurisdiction where the
entity is located. Consolidation adjustments are ignored in de-
termining the constituent entity’s financial accounting net in-

297 GMTA, sec. 14.
298 GMTA, subsec. 29(1).
299 GMTA, subsec. 29(2).
300 GMTA, sec. 16.
301 GMTA, para. 17(1)(a).
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come or loss except where a tax consolidated group election is
made.302

Net income or loss of a permanent establishment is nor-
mally determined in the financial accounts that are separate
from the financial accounts of the main entity and are prepared
(or should have been prepared) in accordance with an accept-
able financial accounting standard, or an authorized financial
accounting standard (as adjusted to prevent material competi-
tive distortions).303 It should include only income and expenses
that are attributable to the permanent establishment and regard-
less of whether such income is subject to tax and expenses are
tax deductible in the jurisdiction where the permanent estab-
lishment is located.304

Noteworthy adjustments to the after-tax financial account-
ing net income or loss to arrive at the GloBE income or loss
include:305

(i) Excluded dividends and excluded equity gains or loss-
es;

(ii) Certain anti-avoidance adjustments relating to transfer
pricing and intra-group financing arrangements;

(iii) Certain tax credits;

(iv) Purchase price accounting adjustments;

(v) Revaluation method gains or losses;

(vi) Reorganization adjustments;

(vii) Asymmetric foreign currency gains or losses;

(viii) Stock-based compensation expenses; and

(ix) Prior period errors and changes in accounting princi-
ples.
The GloBE income or loss computations can also be im-

pacted by various elections.
Adjusted covered taxes306 is the second variable of the ETR

calculations. Adjusted covered taxes include covered taxes307

and deferred taxes (defined as the “total deferred tax adjust-
ment amount,”308 TDTAA) that are adjusted under the GMTA.

Covered taxes include income (profit) taxes and substi-
tutes for such taxes that are allocated to constituent entities on
the basis that covered taxes follow and match the income with
respect to which they are incurred. Based on this general prin-
ciple, covered taxes that are paid or withheld by one constituent
entity can be attributed to another constituent entity for purpos-
es of the GMTA. For example, covered taxes of the main entity
that are paid with respect to the income of a PE are allocable to
the PE. Likewise, covered taxes of a parent entity with respect
to the income of a direct or indirect controlled foreign affiliate
are allocable to that affiliate.

Covered taxes include neither a QDMTT nor a tax under
the IIR or UTPR and are subject to numerous adjustments. For
example, it is necessary to exclude taxes or a portion thereof

302 GMTA, sec. 18(24).
303 GMTA, para. 17(1)(b).
304 GMTA, subsec. 17(2).
305 GMTA, Part 2, Subdivision B.
306 GMTA, subsec. 22(1).
307 GMTA, subsec. 23(1).
308 GMTA, subsec. 25(1).

that relate to income items excluded from GloBE income (for
example, excluded dividends or excluded equity gains), or con-
versely to include eligible tax credits (for example, qualified
refundable tax credits).

The TDTAA represents an adjusted or recast deferred tax
expense that is taken into account in computing the adjusted
covered taxes to eliminate the impact of temporary differences
on the current income tax position of the relevant constituent
entity. Doing so is necessary to prevent unintended GloBE out-
comes where timing differences can produce an abnormally
high ETR that inappropriately reduces or eliminates a global
minimum tax, or an abnormally low ETR that gives rise to a
global minimum tax in circumstances in which no tax would be
due from a GloBE policy perspective.

If the jurisdictional ETR is less than 15%, a global mini-
mum tax is typically due for the jurisdiction only if there is an
excess profit for the jurisdiction. The excess profit for the juris-
diction309 is a positive difference between the net GloBE income
and the substance-based income exclusion (SBIE) amount,
which is determined with reference to eligible payroll costs and
the averaged carrying value of eligible tangible assets in the ju-
risdiction multiplied by the rate of 5%. Transitional rates apply
for a period of 10 years, during which time they will gradual-
ly decrease from 10% for payroll and 8% for eligible tangible
assets until they reach the regular 5% rate for fiscal years that
begin in or after 2033.310

Even if there is a global minimum tax for the relevant ju-
risdiction under the IIR, it can be reduced or eliminated to the
extent of a QDMTT that is paid in that jurisdiction.

d. Domestic Minimum Top-up Tax

A domestic minimum top-up tax is payable in Canada by
constituent entities of qualifying MNE groups that are located
in Canada311 if:

(i) The ETR for Canada is less than 15%; and

(ii) There is excess profit for Canada.
The Canadian domestic minimum top-up tax is intended

to be a qualified domestic minimum top-up tax with qualified
domestic minimum top-up tax safe harbor status, and the Cana-
dian rules on that tax are to be interpreted consistently with
the GloBE Commentary.312 The GloBE Commentary outlines
special rules and requirements for a “qualified domestic mini-
mum top-up tax”313 that can be computed with reference to fi-
nancial accounting income in the financial accounts that are
prepared in accordance with either an acceptable financial ac-
counting standard or an authorized financial accounting stan-
dard (as adjusted to prevent any material competitive distor-
tions). This possibility is embedded in the “qualified domestic
minimum top-up tax” definition in Article 10.1 of the GloBE
Model Rules and is discussed further in the GloBE Commen-
tary.

309 GMTA, subsec. 30(4).
310 GMTA, sec. 49.
311 GMTA, subsec. 51(1).
312 GMTA, sec. 50.
313 As determined per GMTA, subsec. 2(1), and Article 10.1 of the GloBE

Model Rules.
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The methodology for computing a domestic minimum top-
up tax is consistent with the methodology for computing a glob-
al minimum tax under the IIR, as outlined above, subject to
some minor adjustments prompted by the GloBE commentary,
in particular Chapter 3 (QDMTT Safe Harbour) of Annex A
thereto.314

The adopted approach is necessary to ensure that the Cana-
dian domestic minimum top-up tax:

(i) Is functionally equivalent to and produces outcomes
that are consistent with (or more onerous than) the global
minimum tax under the IIR (which is necessary for a do-
mestic minimum top-up tax to qualify as a QDMTT); and

(ii) Meets a set of additional standards necessary to qualify
as a QDMTT with a safe harbor status.

e. Safe Harbors

The GMTA includes one transitional Country-by-Country
Report (CbCR) safe harbor and three permanent safe harbors
that are modelled with reference to the rules in Annex A to the
GloBE commentary.

The transitional CbCR safe harbor315 deems a top-up
amount for the jurisdiction to be nil provided an election is
filed316 and certain requirements are met, including satisfaction
of at least one of three simplified tests:

(i) De minimis test: the total revenue in the jurisdiction is
less than 10 million euros and the pre-tax profit is less than
1 million euros (or there is a loss);317

(ii) Simplified ETR test: the simplified ETR is not lower
than 15% (2023–2024), 16% (2025) or 17% (2026);318 and

(iii) Routine profits test: the profit before income tax is
equal to or less than the SBIE amount (or there is a loss).319

To access the transitional CbCR safe harbor, a qualifying
MNE group must file either a CbCR with respect to the ju-
risdiction, or, where there is no obligation to file a CbCR, a
GloBE information return (GIR, described below) for the rele-
vant fiscal year provided section 2.2.1.3(a) is completed using
the data from qualified financial statements.320 The latter gener-
ally means the financial accounts that are either used to prepare
the consolidated financial statements of the UPE, or prepared

314 GMTA, sec. 52.
315 GMTA, sec. 47.
316 GMTA, subsec. 47(2).
317 GMTA, subsec. 47(3).
318 GMTA, subsesc. 47(4) and 47(5).
319 GMTA, subsec. 47(6).
320 GMTA, para. 47(2)(b).

in accordance with an acceptable financial accounting standard
or authorized financial accounting standard provided that the
information in those accounts is maintained based on that ac-
counting standard and is reliable.321

The transitional CbCR safe harbor applies to fiscal years
that begin before January 1, 2027 and end before July 1, 2028.322

Of the three permanent safe harbors in the GMTA, the
QDMTT safe harbor is the most important.

The QDMTT safe harbor deems a top-up amount of a con-
stituent entity or a joint venture entity located in the jurisdiction
with a qualified domestic minimum top-up tax to be nil provid-
ed an election is filed with respect to the relevant entity.323 To
be able to rely on the QDMTT safe harbor, the jurisdiction’s
QDMTT must have safe harbor status (which includes transi-
tional qualified status) and be included in the list of jurisdic-
tions with the QDMTT safe harbor status that is posted on the
OECD’s website. Finally, the constituent entity must be per-
mitted under the GloBE source documents to elect to use the
QDMTT safe harbor, which includes the requirement that the
“switch-off rule” set out in Chapter 3 of Annex A to the GloBE
commentary does not apply to the entity concerned.324

In contrast to the transitional CbCR safe harbor that ap-
plies to each jurisdiction and covers all entities located therein,
the QDMTT safe harbor operates on an entity-by-entity basis.

The two other permanent safe harbors are the simplified
calculations safe harbor325 and the non-material constituent en-
tity (simplified calculations) safe harbor.326

f. General Anti-Avoidance Rule

The Canadian GAAR in section 245 of the ITA applies
to the GMTA, subject to “any modifications that the circum-
stances require.”327

The 25% GAAR penalty in subsection 245(5.1) of the ITA
applies to transactions that occur on or after June 20, 2024.

The mandatory disclosure rules in the ITA are also extend-
ed to the GMTA with respect to the voluntary filing of an in-
formation return under the mandatory disclosure rules (as dis-
cussed in XI.C.1., below).328 Where such a voluntary disclo-
sure is made, the GAAR penalty will not apply to the disclosed
transaction or series of transactions.329

321 GMTA, subsec. 47(1).
322 GMTA, para. 47(2)(a).
323 GMTA, sec. 44.
324 GMTA, sec. 44.
325 GMTA, sec. 45.
326 GMTA, sec. 46.
327 GMTA, subsec. 54(1).
328 GMTA, para. 54(2)(a).
329 GMTA, para. 54(2)(b).
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g. Reporting and Compliance

A GloBE information return (GIR) must be filed in Cana-
da by:330

(i) The UPE of an MNE group that is located in Canada;

(ii) A designated filing entity (in lieu of the UPE) located
in Canada; or

(iii) If neither circumstance (i) nor (ii) applies (for ex-
ample, because the UPE and designated filing entities are
not located in Canada), each constituent entity located in
Canada (or a designated local entity).
Where a GIR is filed by a qualifying foreign filing entity

with a foreign tax authority, the CRA must be notified of such
filing by each constituent entity located in Canada,331 or by the
designated notification entity located in Canada,332 as the case
may be.

GIRs must be filed within 15 months after the end of the
fiscal year, with the exception of the first GIR, which is due
within 18 months but not earlier than June 30, 2026.333

Taxpayers must file tax returns with estimates of their tax
liabilities under Part 2 (Global Minimum Tax)334 and Part 3
(Domestic Minimum Top-up Tax)335 on or before the GIR due
date.

All top-up amounts are paid in Canadian dollars.336 Cur-
rency conversion is normally effected using the average for the
fiscal year of the daily rates of exchange as quoted by the Bank
of Canada.337

h. Assessments and Appeals

The assessment limitation period is seven years starting on
the latter of the following two dates:338

(i) The date on which the relevant return is filed; and

(ii) The date on which the Minister receives the GIR.
The assessment limitation period does not apply if there

is:339

(i) Misrepresentation attributable to neglect, carelessness
or willful default; or

(ii) Fraud in filing a return, applying for a refund or pro-
viding any information under the GMTA.
Taxpayers have 90 days to object to a notice of assess-

ment.340 A one-year extension is allowed at the discretion of the
Minister of National Revenue if a notice of objection is not
filed on a timely basis.341 A taxpayer can ask the Tax Court of
Canada to grant the extension if the Minister of National Rev-

330 GMTA, subsec. 60(1).
331 GMTA, subsec. 60(4).
332 GMTA, subsec. 60(5).
333 The definition of “GIR due date” in GMTA, subsec. 55(1).
334 GMTA, subsec. 61(1).
335 GMTA, subsec. 61(2).
336 GMTA, subsec. 68(1).
337 GMTA, subsec. 68(2).
338 GMTA, sec. 85(1).
339 GMTA, subsec. 85(2).
340 GMTA, subsec. 87(1).
341 GMTA, sec. 88.

enue has refused the extension application, or 90 days have
elapsed following that application and the Minister fails to no-
tify the taxpayer of her decision.342

A taxpayer can appeal to the Tax Court of Canada if the
Minister of National Revenue:

(i) Confirms the assessment or reassesses in response to
the objection; or

(ii) 180 days have passed since the objection was filed and
the Minister has not notified the taxpayer of her decision.343

i. Enforcement

A penalty of Can. $25,000 per month (up to a maximum
of Can. $1,000,000, being 40 months) applies for:

(i) Failing to file a GIR on a timely basis;

(ii) Filing a substantially incomplete GIR; or

(iii) Failing to notify the CRA of the GIR if it was filed in
a foreign jurisdiction.344

A penalty of 5% of unpaid tax (plus an additional 1% per
month late for a maximum of 12 months) applies for late-filing
of Part 2 (Global Minimum Tax) and Part 3 (Domestic Mini-
mum Top-up Tax) returns.345

A penalty of up to 10% of the disputed amount applies
where the taxpayer files an “unreasonable appeal,” meaning:346

(i) The court concurs with CRA that one of the main pur-
poses for instituting or maintaining the appeal was to defer
a GMT payment; and

(ii) The court determines there were no reasonable
grounds for the appeal.
Finally, the GMTA includes onerous consequences in the

form of both imprisonment (ranging from 12 months to five
years) and fines347 for various offences under the GMTA. A
due diligence defense is available under the GMTA,348 presum-
ably in addition to any common-law due diligence defense that
might otherwise be available against criminal charges.

C. Computation of Income

Under the Income Tax Act, tax payable is computed by
applying a percentage rate or, in the case of an individual, a se-
ries of progressive marginal rates, to the taxpayer’s “taxable in-
come” (or, in the case of a nonresident, the nonresident’s “tax-
able income earned in Canada”). “Taxable income” is deter-
mined by making certain deductions from “income.” The com-
putation of the latter is, therefore, the starting point for the de-
termination of tax. In this section, the computation of income
is considered by examining the more common sources of in-
come. It should be recalled, however, that Canadian residents
are liable to tax on income from all sources worldwide, subject
to the foreign tax credits349 and Canada’s tax treaties with oth-

342 GMTA, subsec. 89(1).
343 GMTA, subsec. 90(1).
344 GMTA, subsec. 98(1).
345 GMTA, subsec. 99(1).
346 GMTA, sec. 101.
347 GMTA, secs. 106–110.
348 GMTA, sec. 111.
349 ITA, sec. 126.
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er countries. Tax on nonresidents is limited to Canadian-source
income.350

1. Employment and Similar Income

Income from an office or employment is defined as the
salary, wages and other remuneration, including gratuities, re-
ceived by the taxpayer in the year.351 “Office” means the posi-
tion of an individual entitling the individual to a fixed or ascer-
tainable remuneration, while “employment” means the position
of an individual in the service of some other person (includ-
ing a government).352 For greater certainty, the statute itemizes
various categories of benefits or forms of remuneration that are
specifically included in computing income from an office or
employment. Only certain specific statutory deductions are al-
lowed in computing income from an office or employment.353

Because of the severe limitation on deductions available
in computing income from employment, there has been a fair
amount of litigation instigated by taxpayers seeking to classify
their revenue as income from a business rather than salary. The
leading case on this issue states that a determination of whether
a taxpayer is an employee or independent contractor must be
made taking into account all the facts surrounding the relation-
ship between the taxpayer and the persons receiving the tax-
payer’s services.354 In examining this relationship, the Court de-
veloped a four-part test that looks at the level of control over
the taxpayer, and the taxpayer’s ownership of tools, chance of
profit and risk of loss.

Regarding the withholding requirements imposed on em-
ployers, see VII.F., above.

a. Benefits and Remuneration

(1) In General

Included in computing income from employment is the
value of board, lodging and other benefits of any kind (exclud-
ing certain pension, insurance or other plans, specifically ad-
dressed in VIII.C.1.c., below) received or enjoyed by a tax-
payer in the year with respect to, in the course of or by virtue
of, an office or employment.355 This broad inclusion of benefits
has been used to reach the many possible “fringe benefits,” all
of which could not possibly have been specifically dealt with.
Notwithstanding the breadth of this provision, however, the
CRA has exercised a certain degree of restraint in its applica-
tion. It has done so by interpreting what, administratively, will
be considered a “benefit.” The following list reflects the views
of the tax authorities:356

350 ITA, subsec. 2(3), secs. 212 and 216–219.
351 ITA, sec. 5.
352 ITA, subsec. 248(1).
353 ITA, sec. 8.
354 Wiebe Door Services Ltd. v. MNR, 87 D.T.C. 5025.
355 ITA, para. 6(1)(a).
356 T4130(E) Rev. 22, “Employers’ Guide: Taxable Benefits and Al-

lowances" (November 24, 2022), is applicable while Income Tax Folio
S2-F3-C2, “Benefits and Allowances Received from Employment” is being re-
viewed.

Taxable Benefit Non-Taxable Benefit

Board and lodging Discounts on merchandise
Rent-free and low-rent hous-
ing

Transportation passes

Gifts (other than certain und-
educted gifts under a thresh-
old amount)

Uniforms and special cloth-
ing

Holiday trips and other prizes Subsidized school services
“Frequent flyer” program
credits

Subsidized meals

Premiums under government
health plans

Transportation to the work-
place

Employer paid educational
costs

Recreational facilities

Traveling expenses of em-
ployee’s spouse

Moving expenses

Reimbursement of cost of
tools

Premiums under private
health plans

Certain wage loss replace-
ment plans

Health counselling services

Financial counselling fees Professional membership fees

The Income Tax Act covers some of these items, while
others have been drawn from the case law. For example, hol-
iday trips have been considered in a number of cases and a
benefit equal to the value thereof included in the employee’s
income; indeed, this is the case even where the benefit flows
not from the direct employer but from a manufacturer.357 On
the other hand, the courts have held that the reimbursement of
moving expenses does not give rise to income. In one case, a
reimbursement for the loss incurred on the sale of a house ne-
cessitated by a transfer was held non-taxable.358

(2) Automobile Use

In view of the difficulty of valuing the benefit of an em-
ployer-supplied vehicle, statutory rules replace the general em-
ployee benefit principles.

Where an employer makes an automobile available to an
employee or a related person, an amount as a reasonable stand-
by charge for the number of days in the year during which
it was so available is included in computing income. This
amount, however, is reduced by amounts actually paid by the
employee to the employer for use of the automobile.359 Es-
sentially, the minimum reasonable standby charge is, where
the employer owned the automobile, its capital cost multiplied
by 2% per month of ownership, and where the automobile is
leased, two-thirds of the lease cost.360

A reasonable allowance paid to an employee for the use of
a motor vehicle for traveling in the performance of his or her
employment duties is not included in the employee’s income as

357 Waffle v. MNR, [1968] CTC 572.
358 Ransom v. MNR, [1967] CTC 346.
359 ITA, para. 6(1)(e).
360 ITA, subsec. 6(2).
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a taxable benefit. To be considered “reasonable,” an allowance
must be based on the number of business kilometers driven.361

Similarly, the employer may deduct such an allowance in cal-
culating his or her income in accordance with annually adjusted
prescribed rates per kilometer driven.362

(3) Interest-Free and Low-Interest Loans

An employee must include in income an amount as an em-
ployment benefit deemed received where he or she receives
a low-interest or interest-free loan by virtue of one’s employ-
ment. The benefit takes the form of deemed income equal to a
prescribed rate of interest less any interest actually paid by the
employee.363

The benefit is deemed to be an amount paid as interest by
the employee on borrowed money.364 Accordingly, a balancing
deduction may be available where the borrowed funds are used
to earn income, for example, to purchase shares under employ-
ee stock participation plans.

(4) Lump-Sum Payments

Income from employment includes an amount received by
one person from another while the former was employed by the
latter or in satisfaction of an obligation arising out of an agree-
ment made immediately before, during or immediately after a
period of employment. An exception is made if it can be shown
that the payment cannot be reasonably regarded as having been
received wholly or partly as consideration for accepting em-
ployment, as remuneration for services rendered, or in consid-
eration for a covenant to do (or not to do) something before or
after the termination of employment.365

This provision ensures taxation of all employment-related
benefits whenever paid. Taxpayers have attempted to circum-
vent this rule by clothing such payments with the marks of an
acquisition of capital assets. For example, one of two brothers
sold his shares in a family business of which he was an employ-
ee to the other for a lump sum payable over 10 years, seeking
to attribute the full amount to the purchase price of the shares
rather than a covenant not to compete. He was unsuccessful.
The amount payable was treated as employment income.366

(5) Stock Options

A popular incentive is the stock option plan whereby an
employee receives a right to purchase shares of the employer
company, or a parent or affiliate, at a fixed price. For many
years the Income Tax Act has taxed the value of the benefit re-
ceived with respect to such an option as employment income.367

The general rule is that the difference between the value
of shares when acquired and the option price is deemed to have
been received by virtue of employment in the year in which the
shares are acquired on the exercise of the option (whether or
not the taxpayer is an employee at that time). Similarly, where
the option rights are transferred, the consideration received is

361 ITA, para. 6(1)(b).
362 ITA, para. 18(1)(r); ITR, sec. 7306.
363 ITA, sec. 80.4.
364 ITA, sec. 80.5.
365 ITA, subsec. 6(3).
366 Richstone v. MNR, [1974] CTC 155.
367 ITA, subsec. 7(1).

taxed as employment income. In certain cases, the recognition
of the benefit may be deferred until the tax year in which the
employee disposes of or exchanges the shares.

Where the stock option is granted by a “Canadian-con-
trolled private corporation” (CCPC — defined at VIII.E.3.b.,
below) to an arm’s-length employee, the inclusion of the ben-
efit in the employee’s income is deferred until the tax year in
which the employee disposes of or exchanges the shares.368

A deduction equal to one-half of the benefit required to be
included in the employee’s income is permitted in certain cir-
cumstances. In effect, this deduction gives the employee capi-
tal gains treatment with respect to the deemed benefit. Arm’s-
length employees are generally entitled to deduct one-half of
the deemed benefit provided the share is a “prescribed share”
(essentially, a common share) and the option price was not less
than the fair market value of the share at the time the relevant
agreement was entered into.369

Where the employee surrenders an option for cash in lieu
of exercising it, the paragraph 110(1)(d) deduction may be
available in certain circumstances. An employee will generally
be prevented from claiming the deduction under paragraph
110(1)(d) unless the employer elects in the prescribed form to
forgo a corporate deduction for the cash payment.

However, based on the 2011 decision of the Federal Court
of Appeal in Imperial Tobacco Canada Ltd. v. The Queen,370

cash payments made on the surrender of options in the context
of a corporate takeover may not be deductible (leave to appeal
the case further to the Supreme Court of Canada was denied,
so the Court of Appeal decision is final for this case). An em-
ployer may reduce the exercise price stipulated in the original
agreement without prejudicing the employee’s right to the de-
duction if certain conditions are fulfilled.371

Thus, to take advantage of these provisions, care should
be taken to ensure that options issued to employees are not “in
the money” at the time of issuance. Similarly, an employee of
a CCPC deemed to have received a benefit in the year he or
she disposes of or exchanges a share can deduct one-half of the
deemed benefit, provided the employee does not dispose of or
exchange the share within two years of acquiring it.372

Withholding and remittance of income tax must be made
in respect of stock option benefits to the same extent as if the
amount of the benefit had been paid to the employee as a cash
bonus.373 Subsection 153(1.31) precludes the Minister of Na-
tional Revenue from waiving a withholding requirement in re-
spect of a stock option benefit solely because it is received as a
non-cash benefit. However, the employer’s withholding and re-
mittance obligations do not generally extend to any portion of
the benefit that is deductible by the employee under paragraph
110(1)(d) of the ITA (in which case, the amount of the bene-
fit subject to withholding may be reduced by one-half) or to a
benefit resulting from stock options granted by CCPCs.

368 ITA, subsec. 7(1.1).
369 ITA, para. 110(1)(d).
370 2012 DTC 5003 (FCA).
371 ITA, subsecs. 110(1.7), (1.8).
372 ITA, para. 110(1)(d.1).
373 ITA, subsection 153(1.01).
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For capital gains tax purposes, the full value of the benefit
taxed to the employee is added in computing the employee’s
adjusted cost base of the shares.374

Effective as of July 1, 2021, employee stock options grant-
ed by an employer that is not a Canadian-controlled private cor-
poration (CCPC) and has annual gross revenue of more than
Can. $500 million (“non-qualified options”) will be subject to
a Can. $200,000 annual cap in respect of the employee stock
option deduction based on the fair market value of the under-
lying shares at the times the option is granted.375 The cap will
apply to non-qualified options that become vested in the same
calendar year to the extent that the fair market value of the op-
tioned shares under those options at the time of their grant is
more than Can. $200,000. This is similar to the U.S. $100,000
annual cap that applies to incentive stock options under the U.S.
Internal Revenue Code.376 To the extent that the option benefit
realized in a tax year exceeds the Can. $200,000 annual cap, the
employer that granted the options may be entitled to deduct the
amount of such excess. No annual limit is contemplated for em-
ployee stock options granted by a CCPC or a non-CCPC with
annual gross revenue of less than Can. $500 million.

b. Deductions

Employees often consider themselves the least favored of
Canadian taxpayers due to the paucity of deductions available
to them in computing income. Unlike those whose income is
derived from a business or property, employees generally can-
not deduct expenses incurred to earn their income.377 Rather,
employees are limited to certain statutory deductions. Deduc-
tions permitted include legal expenses incurred to collect any
amount owed to the employee that, if received, would be in-
cluded in his or her income from an office or employment,378

and certain expenses of salesmen, transportation employees
and others who must travel in connection with their employ-
ment.379

Other deductions available to all taxpayers include deduc-
tions for alimony and maintenance payments,380 and expenses
of objections or appeals from income tax assessments.381 De-
ductions are also allowed for moving expenses incurred by em-
ployees (and students) in certain cases and for a limited amount
with respect to childcare expenses.382

All taxpayers with “earned income” (essentially, employ-
ment or business income or income from renting real property)
may make deductible contributions up to certain specified lim-
its to private pension plans, known as registered retirement sav-
ings plans (RRSPs).383

374 ITA, para. 53(1)(j).
375 ITA, subsecs. 110(1.3)–(1.44).
376 I.e., I.R.C. §422.
377 ITA, subsec. 8(2).
378 ITA, para. 8(1)(b).
379 ITA, paras. 8(1)(e), (f), (g), (h).
380 ITA, para. 60(b), sec. 60.1.
381 ITA, para. 60(o).
382 ITA, secs. 62, 63.
383 ITA, para. 60(i), sec. 146.

c. Deferred and Special Compensation and Tax-Free
Savings Accounts

Subject to a number of conditions established by the CRA,
employers may establish registered pension plans to which de-
ductible employer and employee contributions may be made.384

The employee contribution is deductible up to an annual limit
that, combined with any employer contribution, cannot exceed
the prescribed comprehensive limit for the particular year, dis-
cussed in more detail below. Benefits received from the plan,
whether lump sum or periodic, are taxable.385 Among the more
important administrative requirements is the refusal to register
most foreign plans. This often entails a tandem Canadian fund
for Canadian employees within a multinational group.

The Income Tax Act also recognizes certain profit-sharing
plans, either ordinary or deferred. An employee profit-sharing
plan is an arrangement whereby profits are allocated to specific
employees, either contingently or absolutely, and are taxable as
allocated.386 A deferred profit-sharing plan may be registered if
certain conditions are met, and the taxability of benefits is de-
ferred until receipt.387

An integrated system of tax assistance for retirement sav-
ings has been in place since 1991. Under this system, a uniform
comprehensive “contribution limit” is imposed. Employers
sponsoring registered pension plans or deferred profit-sharing
plans are annually required to report a pension adjustment for
each plan member, reflecting the benefits accruing to the mem-
ber for the year. The pension adjustment is subtracted from
the plan member’s comprehensive limit to determine the de-
ductible RRSP contribution that the plan member may make for
the following year. The comprehensive annual limit is the less-
er of 18% of the previous year’s earned income and a stated
limit, which is Can. $32,490 for 2025.388

The rules dealing with deferred compensation plans are
fairly strict and intended to prevent any tax assistance on de-
ferred compensation outside the limits set by the statute.

Certain anti-avoidance rules exist to deal with issues asso-
ciated with the use of RRSPs in tax planning schemes. These
rules include taxing certain advantages received under RRSPs
at their fair market value and subjecting certain “prohibited in-
vestments” and “non-qualified investments” to a tax of 50%
when they are acquired or held by the plan.

The rules restrict an employer’s ability to defer the recog-
nition of employment income through the use of a “salary
deferral arrangement” (SDA). An SDA is, essentially, a plan
(funded or unfunded) under which an employee has a right to
receive an amount in a later year, if that right exists to post-
pone tax on an amount that effectively is salary or wages of the
employee for services rendered in the current year or an earlier
year. The rules generally require the “deferred amount” to be
included in the employee’s income as a benefit received in the
current year389 and permit the employer to deduct that amount

384 ITA, paras. 8(1)(m), 20(1)(q).
385 ITA, subpara. 56(1)(a)(i).
386 ITA, sec. 144.
387 ITA, sec. 147.
388 ITA, subsecs. 146(1) and 147.1(1).
389 ITA, subsec. 6(11), para. 6(1)(a).
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currently.390 However, the SDA rules do not apply to certain de-
ferred amounts under plans established primarily for the bene-
fit of nonresident employees with respect to services to be ren-
dered outside Canada.

The SDA rules have severely restricted the use of the
once common non-statutory deferred compensation plans, un-
der which employers undertook to make future payments to
employees if certain conditions were met. The Income Tax Act
now provides that a “deferred amount,” for purposes of the
SDA rules, includes an amount that an employee has a right to
receive where that right is subject to one or more conditions,
unless there is a substantial risk that the condition(s) will not be
satisfied.

A special tax regime deals with funded “retirement com-
pensation arrangements” (RCAs). An RCA is a plan under
which an employer makes payments to a custodian in connec-
tion with benefits that are to be, or may be, paid to an em-
ployee on, after, or in contemplation of his or her retirement or
termination. Employer contributions are currently deductible.391

Contributions and income earned thereon are subject to a spe-
cial 50% refundable tax.392 As benefits are paid out of the plan,
the employee is taxed on those he or she receives,393 and the
special 50% tax is refunded. An RCA is defined to exclude a
plan maintained primarily for the benefit of nonresidents with
respect to services rendered outside Canada. However, a spe-
cial rule deems a separate “resident’s arrangement” to exist (to
which the RCA rules apply) where contributions under such a
plan are made with respect to services rendered by an employ-
ee who was resident in Canada at the time the services were
rendered and, if the employee was a member of the plan before
becoming so resident, for more than 60 of the 72 months before
the time the services were rendered.

An employee benefit plan is an arrangement under which
an employer makes contributions to a custodian and under
which payments are to be made to or for the benefit of employ-
ees. SDAs and RCAs are excluded from this definition. Gener-
ally, an employer may make unlimited non-deductible contri-
butions to an employee benefit plan. The employee is taxed and
the employer obtains a deduction when amounts are paid out of
the plan.394

Canada also has a special registered savings account re-
ferred to as the “Tax Free Savings Account” (TFSA), which
generally permits taxpayers to invest after-tax dollars, with any
income or capital gains earned within the TFSA not being sub-
ject to tax.395 As of 2025, a taxpayer may contribute up to Can.
$7,000 per year to this plan, with any unused contribution room
carrying over to a future year. Prior yearly contribution lim-
its have ranged from $5,000 to $10,000. In addition, unlike the
RRSP, any withdrawals from a TFSA increase the taxpayer’s
unused contribution room, although the increase does not take
effect until the taxpayer’s next tax year following the with-
drawal.

390 ITA, para. 20(1)(oo).
391 ITA, para. 20(1)(r).
392 ITA, Part XI.3.
393 ITA, para. 56(1)(x).
394 ITA, para. 6(1)(g), sec. 32.1.
395 ITA, sec. 146.2.

The “Tax-Free First Home Savings Account” is a new tax-
free savings account specifically designed to assist first-time
Canadian homebuyers with saving the down payment for pur-
chasing a new home. This account permits up to Can. $40,000
of tax-deductible contributions and the tax-free withdrawal of
funds (including any earned investment income on contribu-
tions) to make qualifying first home purchases.

d. Termination of Employment

Death benefits and retirement allowances are taxable when
received.396 The definition of “death benefit”397 is such that, ef-
fectively, up to Can. $10,000 or the amount received by the
beneficiary, whichever is less, is not taxed.

“Retiring allowances” include amounts received on or af-
ter retirement in recognition of long service, as well as any pay-
ment for loss of office.398 The latter inclusion effectively revers-
es a line of cases that held that certain termination payments
were non-taxable. Retiring allowances may, to a limited extent,
be rolled over tax-free to a RRSP.399

2. Income from Business or Property

Though on occasion it may be important to know whether
income is from a business, from property, from both or from
some other source, in view of the taxation of worldwide income
under the Income Tax Act, the distinction is generally of less
importance than the breadth of the concepts themselves. The
difference between income from such sources as these and cap-
ital gains remains important due to the different regime of tax-
ation that applies to the latter. Capital gains are discussed in
greater detail in VIII.C.3., below.

a. Accounting for Profit

A taxpayer’s income for the year from a business or prop-
erty is the profit therefrom for the year.400 Profit from a business
or property is the result of reducing gross profit, i.e., sales less
cost of goods sold, by various outlays and expenses incurred
to earn the income. The Supreme Court of Canada has indicat-
ed that in ascertaining profit, taxpayers are free to adopt any
method that is not inconsistent with the provisions of the In-
come Tax Act, established case law principles and well-accept-
ed business principles.401 Generally accepted accounting princi-
ples (GAAP) are not rules of law and, more generally, GAAP
is simply one of the interpretative aids that can be used to deter-
mine income for tax purposes. Further, the goal in computing
profit is defined to be the presentation of an accurate picture of
the taxpayer’s profit.

The precise scope of the generally accepted commercial
practice has long been a subject of debate. Certain well-recog-
nized and accepted accounting principles have been rejected by
the courts, such as last-in-first-out (LIFO) accounting.402 How-
ever, while a number of clearly reasoned early cases made a
sharp distinction between commercial principles and the codi-

396 ITA, subpara. 56(1)(a)(ii), (iii).
397 ITA, subsec. 248(1).
398 ITA, subsec. 248(1), definition of “retiring allowance.”
399 ITA, subsec. 60(j.1).
400 ITA, sec. 9.
401 Canderel Ltd. v. The Queen, 98 DTC 6100 (SCC).
402 MNR v. Anaconda American Brass Ltd., [1954] CTC 319.
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fied practices of the accounting profession, i.e., GAAP, the pre-
cise scope for GAAP in the computation of income remained
for many years a subject of dispute. For example, while courts
sometimes firmly rejected any “matching principle,”403 in other
cases matching appeared to be raised almost to the status of a
legal principle.404

In a trilogy of cases, the Supreme Court of Canada clas-
sified the status of GAAP and outlined the guiding principles
for the computation of income for tax purposes.405 The cases all
concerned tenant inducement payments, and the timing of the
deduction and inclusion in income for both the landlord and the
tenant. The Court decided that an immediate deduction and in-
come inclusion were appropriate, but of more importance were
comments made regarding the essential basis of tax accounting
in such circumstances. The analysis led to the enunciation of
certain principles or guidelines that may be useful in other cas-
es:

(i) The determination of profit is a question of law. Since
the word “profit” is used in the statute, its meaning must be
determined by the court in any particular circumstance and
cannot be proven by facts, including evidence of GAAP or
other accounting treatment.

(ii) The profit of a business for a tax year is the revenue
from the business less the expenses incurred to earn it.

(iii) In seeking to ascertain profit, the goal is to obtain
“an accurate picture” of the taxpayer’s profit for the given
year.

(iv) In ascertaining profit, the taxpayer is free to adopt any
method that is not inconsistent with the provisions of the
statute, established case law principles that may apply to a
particular type of income or income-earning process, and
well-accepted business principles.

(v) Such well-accepted business principles, which include
but are not limited to GAAP, are not rules of law but inter-
pretive aids. They can influence the calculation of income
only on a case-by-case basis.

(vi) On reassessment, once the taxpayer has shown that he
or she has provided an accurate picture of income for the
year, consistent with the Income Tax Act, case law and
well-accepted business principles, the onus shifts to the
Minister of National Revenue to show either that the fig-
ure provided does not represent an accurate picture, or that
another method of computation would provide a more ac-
curate picture.
In response to concerns with avoidance through tax shelter

arrangements, the matching principle has been incorporated in
the Income Tax Act in the context of defined “matchable ex-
penditures.”406 In essence, the matchable expenditure rules are
designed to prevent the immediate deduction of payments made
in consideration for a right to receive other payments in the
future from another person’s business or property. The trans-

403 The Queen v. Oxford Shopping Centres Ltd., [1981] CTC 128.
404 West Kootenay Power and Light Co. v. The Queen, (1991) 92 DTC

6023.
405 Canderel Ltd. v. The Queen, 98 DTC 6100 (SCC); Toronto College Park

Ltd. v. The Queen, 98 DTC 6088; Ikea Limited v. The Queen, 98 DTC 6092.
406 ITA, sec. 18.1.

actions that gave rise to the perceived need for such a rule
involved advance funding of deferred commissions of mutual
fund distributions.

In the case of business income, the accrual basis of com-
puting profit is generally mandated by the Income Tax Act.
More precisely, the Act provides that in computing income
from a business for the year, any amount receivable with re-
spect to property sold and services rendered in the course of
the business in the year must be included, notwithstanding that
the amount may not be due until a subsequent year. Similarly,
amounts are taxable in the year if received in the year in the
course of a business even if on account of services not rendered
or goods not yet delivered before the end of the year (subject to
a reserve requirement, discussed below).407

Thus, as a rule, amounts are included in computing income
if received or receivable. The inclusion of receivables is, how-
ever, subject to the caveat that where the method adopted by the
taxpayer for computing income from the business, and accept-
ed by the tax authorities, does not require one to include such
a receivable in computing income for a year unless it has been
received, then this system will govern.

This exception to accrual accounting is, in fact, a conces-
sion to commercial practice. In certain industries, a method of
accounting other than the accrual basis has been accepted over
the years and continues to govern. Thus, for example, the CRA
has recognized that certain taxpayers in the construction indus-
try may more accurately compute their profit on a completed
contract or other basis.408 Similarly, a limited number of tax-
payers continue to bring their profits to account under a cash
method, reporting revenue and expenses as received and dis-
bursed.

The cash basis is recognized under the Income Tax Act,
but only for taxpayers carrying on a farming or fishing busi-
ness.409 Special rules apply to prevent those in farming from
changing their accounting basis. Where the business is carried
on jointly by several persons, each must have elected to have
his or her income computed on a cash basis if any are to do so.

b. Tax Year

Income is reported based on a “taxation year,” which, in
the case of a corporation, is a fiscal period; in the case of an
individual, a calendar year; and, in the case of a testamentary
trust, the period for which the accounts of the trust are made up
for purposes of assessment under the ITA.410 Though an indi-
vidual always reports income on a calendar year basis, a busi-
ness of which he or she is the sole proprietor, or that is carried
on by a partnership of which he or she is a member, may have
a different fiscal period.

Generally, the fiscal period of a business means the period
for which its accounts have been ordinarily made up and ac-
cepted for purposes of assessment and, in the absence of an es-
tablished practice, the fiscal period is that adopted by the tax-
payer, subject to the restriction that no fiscal period may ex-
ceed, in the case of a corporation, 53 weeks or, in the case

407 ITA, paras. 12(1)(a), (b).
408 Interpretation Bulletin IT-92R2 (12/29/83).
409 ITA, sec. 28.
410 ITA, sec. 249.
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of any other taxpayer, 12 months.411 Also, the fiscal period of
an individual, inter vivos trust, certain partnerships or a pro-
fessional corporation must not end after the end of the calen-
dar year in which the period began (other than in the case of
a business carried on outside Canada and certain other limited
exceptions). Once a fiscal period is established, it may not be
changed for tax purposes without the concurrence of the Min-
ister of National Revenue.

As an adjunct to certain loss streaming and stop loss rules
discussed in VIII.D.6.e., below, a corporation has a deemed
year-end immediately before the acquisition of control of the
corporation by a person or group of persons.412 Control general-
ly means ownership of a sufficient number of shares to elect a
majority of the board of directors and extends through a chain
of corporations. Thus, the acquisition of control of a corpora-
tion constitutes the acquisition of control of all of the direct and
indirect subsidiaries of that corporation.

c. Inventory

Inventory is valued at the lower of cost or market value.
Opening inventory must be valued at the same amount as clos-
ing inventory of the preceding year.413 Certain adjustments are
made to the inventory valuation of land with respect to interest
and property taxes that are disallowed as current expenses.
Where the business is an adventure in the nature of trade, the
inventory must be valued at the cost at which the property was
acquired.414

The determination of value for inventory accounting may
raise a number of issues — such as obsolescence and use of
replacement cost. “Cost” can also present difficulties. The In-
come Tax Act seeks to resolve the matter of full absorption
costing, as regards depreciation, by requiring an annual income
adjustment.415

As to the method of inventory valuation (e.g., lower of
cost or market), there remain areas of dispute despite the statu-
tory prescription. For example, the CRA often seeks to impose
the same method for tax and financial accounting purposes,
although this appears unwarranted. Changes to the method of
valuation must be approved by the Minister of National Rev-
enue and will be permitted only where the taxpayer proves that
the new method is more appropriate, is consistent with the tax-
payer’s financial accounting and will be used consistently go-
ing forward.416

As previously noted, LIFO has generally been rejected as
an acceptable method of determining the flow of inventory, al-
though it remains to be determined whether this method might
not be acceptable where inventory disposed of could be traced
to a particular source.

Under the Income Tax Act, inventory valuation is specif-
ically required for certain materials and supplies (such as ad-
vertising or packaging material or parts) and also for work-in-
progress of certain professional businesses.417

411 ITA, subsec. 249.1(1).
412 ITA, subsecs. 249(4), 256(9).
413 ITA, sec. 10; ITR, Part XVIII.
414 ITA, subsec. 10(1.01).
415 ITA, para. 12(1)(r).
416 ITA, subsec. 10(2.1), Interpretation Bulletin IT-473R (12/21/98).
417 ITA, subsecs. 10(4), (5).

d. Statutory Inclusions

Complementing the rules for accounting for profit are pro-
visions specifically including certain amounts in the computa-
tion of income. These provisions may override the general prin-
ciple that “capital” receipts are not “income.”

Some of these rules are addressed in this Portfolio in other
contexts (e.g., recapture of capital cost allowance and goodwill
proceeds, taxation of resource income, and taxation of corpo-
rate benefits). A few general provisions are considered in
VIII.C.2.d., below.

(1) Interest

A taxpayer must include any income received or receiv-
able in the year (depending upon the method regularly followed
in computing the taxpayer’s profit) due to interest.418 While this
seems to permit either cash or receivable accounting for inter-
est, in fact, some version of accrual is required.419

In the case of certain “prescribed debt obligations,” inter-
est is deemed to accrue to the holder.420 Generally, these rules
provide a system for “accruing” a notional return on deep dis-
count or zero-coupon bonds and similar obligations, based on a
computed yield to maturity.

(2) Imputed Interest

Subject to certain exceptions, where a nonresident person
owes an amount to a corporation resident in Canada, the cor-
poration must include interest on the amount owing at a pre-
scribed rate in computing its income if the amount owing re-
mains outstanding for longer than one year without interest at a
reasonable rate having been included in computing the corpora-
tion’s income.421 Amounts owing include not only loans, but al-
so other types of indebtedness including trade receivables, out-
standing guarantees and the unpaid purchase price of property
or services.

The interest imputation rules do not apply if the amount
owing has been subject to nonresident withholding tax, gener-
ally as a deemed dividend, or, if the nonresident person is not
related to the Canadian resident corporation, the amount ow-
ing arose with respect to goods sold or services rendered in
the ordinary course of business, and the terms and conditions
are those that would have been created had the parties dealt at
arm’s length.422 A special exception is also provided for loans
or advances made to a controlled foreign affiliate of a Cana-
dian resident corporation where the funds are used by the for-
eign corporation in an active business.423 For these purposes, a
special, extended definition of “controlled foreign affiliate” ap-
plies.

The interest imputation rules may also apply to amounts
owing by nonresidents to either a partnership or a trust of which
a corporation resident in Canada is a member or beneficiary.424

If, for instance, a nonresident owes an amount to a partnership

418 ITA, para. 12(1)(c).
419 ITA, subsecs. 12(3), (4).
420 ITA, subsec. 12(9); ITR, Part LXX.
421 ITA, sec. 17.
422 ITA, subsecs. 17(7), (9).
423 ITA, subsec. 17(8).
424 ITA, subsecs. 17(4), (5).
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that remains outstanding for more than one year, the Income
Tax Act requires each member of the partnership to include a
portion of the imputed interest in the member’s income at the
end of the tax year. Similarly, the Income Tax Act also address-
es situations where amounts are owing by a nonresident to a
trust. Where the trust is nondiscretionary, the amount owing by
the nonresident debtor is deemed owed to the beneficiaries of
the trust in proportion to the value of their trust interests. The
beneficiaries must include any imputed interest in their income.
Where the trust is discretionary, any nonresident indebtedness
is considered owed to the trust’s settlors rather than the benefi-
ciaries. In such a case, the settlors will be subject to the interest
imputation rules.

The interest imputation rules also apply to certain amounts
owing by nonresident persons that are indirectly funded by a
Canadian resident corporation. The indirect loan rule applies
where a nonresident person owes an amount to a person or part-
nership (other than a corporation resident in Canada) and the
amount became owing or remained outstanding because it is
reasonable to conclude that a corporation resident in Canada
made, or was anticipated to make, a transfer or loan of prop-
erty. In such cases, the nonresident debtor is deemed to owe
the amount outstanding to the corporation resident in Canada so
that the general interest imputation rules discussed in the para-
graph above apply. In many instances, it could be factually dif-
ficult to determine whether a particular amount owing arose be-
cause a corporation resident in Canada transferred or lent prop-
erty. The indirect loan rule does not apply where both the non-
resident creditor and the debtor are controlled foreign affili-
ates of the Canadian resident to whom the rule would otherwise
have applied.425 Another exception applies where the creditor
and debtor are not related, the terms and conditions are at arm’s
length, and, if interest were payable, it would not be subject
to current Canadian tax as passive income under the Canadian
controlled foreign corporation rules.426 Specific loans and trans-
fers by a Canadian resident corporation are also exempted from
the rule.427 A similar imputation rule applies where any share-
holder of a corporation receives a loan from or otherwise incurs
a debt to the corporation by virtue of such shareholding. The
rule extends as well to most persons who do not deal at arm’s
length with the shareholder.428 The imputation is based, again,
on a prescribed rate (less interest actually paid) and results in a
deemed dividend paid to the nonresident in the amount of the
imputed interest, giving rise to a withholding tax obligation on
that amount.

(3) Contingent Payments

A taxpayer must include in computing income any amount
received in the year that was dependent on the use of or produc-
tion from property, even if it represents an installment on the
sale price of the property.429 It is generally accepted that this rule
would not extend to the purchase price of corporate shares that
is based, in whole or in part, on the performance of the busi-
ness.430

425 ITA, para. 17(3)(a).
426 ITA, para. 17(3)(b).
427 ITA, subsec. 17(15), definition of “exempt loan or transfer.”
428 ITA, subsec. 80.4(2).
429 ITA, para. 12(1)(g).

(4) Restrictive Covenant Payments

Certain amounts with respect to restrictive covenants that
are received or receivable by a taxpayer (or by a non-arm’s-
length person) must be included in computing a taxpayer’s in-
come (unless certain exceptions are satisfied).431 These rules are
intended to ensure that non-compete payments are treated as
proceeds of disposition, income or amounts subject to with-
holding tax, reversing the decision of the Federal Court of Ap-
peal in Manrell,432 where certain non-compete payments were
held to be non-taxable. However, these rules are drafted ex-
tremely broadly and may apply in other (potentially unintend-
ed) circumstances. For example, the definition of “restrictive
covenant” does not require the existence of a covenant or a
restriction. These rules are subject to certain exceptions that
should be carefully reviewed, especially where noncompete
payments are being made.

e. Deductions

As a rule, current expenses are deductible in computing
income from business or property. The principle is phrased in
the negative; i.e., no deduction may be made with respect to an
outlay or expense except to the extent that it was made or in-
curred for the purpose of gaining or producing income.433 Few
expenses incurred in the ordinary course of business will fail
to meet this criterion, and, indeed, a number of cases indicate
a more liberal trend toward greater current expense deductibil-
ity.434 “Personal or living expenses,” as defined, are not de-
ductible.435 To be deductible, an expense must also be absolute
rather than contingent. In McLarty v. R.,436 the Supreme Court
of Canada ruled that a debt for the purchase of seismic data that
provided that the lender only had recourse at maturity to the
seismic data itself was an absolute liability and was not contin-
gent.

Probably the most important hurdle in the deductibility of
expenses is the rule that no amount may be deducted with re-
spect to an outlay, loss or replacement of capital, except as per-
mitted by the capital cost allowance system (tax depreciation)
established under the Income Tax Act.437

The line between expenses on capital and income account
is a fine one and court decisions are numerous. The general
principle of the distinction is whether the expenditure is an in-
tegral part of the income-earning process or rather relates to the
“profit-making apparatus” of the business as such, i.e., its cap-
ital structure. By analogy, items on the income account relate
to the fruit grown on a tree, while items on the capital account
relate to the tree itself. Thus:

(i) A payment made to cancel an agency agreement will
generally be deductible, unless the agreement establishes

430 Interpretation Bulletin IT-426 R (9/28/04).
431 ITA, sec. 56.4.
432 [2003] 3 CTC 50 (FCA).
433 ITA, para. 18(1)(a).
434 See Royal Trust Co. v. MNR, [1957] CTC 32; MNR v. Algoma Central

Ry., [1968] CTC 161; Pigott Investments Ltd. v. The Queen, [1973] CTC 693;
65302 British Columbia Ltd. v. The Queen, [2000] 1 CTC 57.

435 ITA, subsec. 248(1), para. 18(1)(h).
436 2008 SCC 26.
437 ITA, para. 18(1)(b).
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an exclusive agency and payment is made to acquire the
ability to do business.438

(ii) The deductibility of legal expenses depends on the rea-
son for which they were incurred. Thus, expenses in an
action to defend a company’s trade name have been per-
mitted, as have expenses to amend an aging charter of a
trading company.439 Legal expenses relating to a “capital”
transaction (for example, investment) are generally capi-
tal. Legal expenses incurred in connection with an income
item (for example, the recovery of receivables) are de-
ductible.440

(iii) Loans and guarantees, particularly in favor of related
persons, have been the source of some difficulty. Special
rules governing bad and doubtful debts generally apply
with respect to debts that have been included in computing
the income of the taxpayer (such as accounts receivable)
or are owed to a taxpayer that is an insurer (or the ordinary
business of which includes the lending of money), and that
made or acquired the loan in the ordinary course of its
business as an insurer or money lender. Apart from such
special rules, amounts paid out (or not collected), guaran-
tees or loans may be deductible as business expenses in
certain circumstances. Thus, in one case, the taxpayer suc-
cessfully deducted the amount of a loan that was not re-
paid, made by him in his capacity as landlord to a tenant in
order that the latter might remain in business and contin-
ue to pay his rent.441 In another, an investment corporation
made loans to a related company and successfully deduct-
ed these amounts on the basis that they were an integral
part of its investment business.442 On the other hand, a de-
duction has been denied where a taxpayer has been unable
to establish that it made a loan for purposes of earning in-
come on the loan.443 Where “loans” are not properly docu-
mented as such and appear to be capital contributions to a
corporation, a deduction may not be allowed.

(iv) Engineering and feasibility studies for establishing a
capital plant may be deductible where, ultimately, no cap-
ital asset is created. In such a case, the cost may be treated
as having been incurred as part of the cost of doing busi-
ness.444 Some such expenses may fall within a statutory al-
lowance with respect to investigating the suitability of a
site.445

438 Automatic Toll Systems Ltd. v. MNR, [1974] CTC 30; Dymo of Canada
Ltd. v. MNR, [1973] CTC 205.

439 MNR v. Kellogg Co. of Canada Ltd., [1943] CTC 1; C.I.R. v. Carron
Co., (1968) 45 T.C. 18.

440 See, e.g., Neonex International Ltd. v. The Queen, [1977] CTC 472;
aff’d in part, [1978] CTC 485.

441 The Queen v. Lavigueur, [1973] CTC 773.
442 MNR v. Kelvingrove Investments Ltd., [1974] CTC 450; The Queen v.

F.H. Jones Tobacco Sales Co. Ltd., [1973] CTC 784. Cf. The Queen v. Pollock
Sokoloff Holdings Corp., [1976] CTC 349.

443 The Queen v. Doral Investment Corp., [1979] CTC 398; H.Y. Louie
Company v. The Queen, [1986] CTC 499.

444 Bowater Power Co. Ltd. v. MNR, [1971] CTC 818; MNR v. M.P.
Drilling Ltd., [1976] CTC 58.

445 ITA, para. 20(1)(dd); see The Queen & Metcalfe Carpark Ltd. v. MNR,
[1973] CTC 810.

(v) A purchase of customer lists may be on either income
or capital account. If the purchase is part of the acquisition
of an entire business of a going concern, the expenditure
will generally be regarded as capital.446 A restricted write-
off may then be available under statutory rules. (See the
discussion at VIII.C.2.e.(4), below.)

(vi) Historically, the CRA took a restrictive interpretation
to allowing the deductibility of transaction costs or
takeover expenses, such as the costs of borrowing, issuing
shares, investment bankers’ fees, professional fees (fees
of lawyers, accountants, valuators and economists, for ex-
ample) and circular printing fees. Three leading decisions
markedly expanded the scope of deductibility of these ex-
penses well beyond the limits historically imposed by the
CRA.447 In each of these cases, the disputed fees were in-
curred by the taxpayer as a target company in response to
third-party attempts to acquire control of the target on a
share acquisition. In all three cases, the court determined
that the fees at issue were incurred for the purposes of
gaining or producing income from a business and were not
capital in nature. However, the Federal Court of Appeal
held in Imperial Tobacco Canada Ltd. v. The Queen that
cash payments for the surrender of stock options in con-
nection with a takeover were on account of capital and not
deductible.448

In Rio Tinto Alcan Inc. v. The Queen, the Federal Court
of Appeal held that investment banker fees and certain other
expenses incurred prior to deciding whether to proceed with
an acquisition, were deductible as oversight expenses, while
similar expenses incurred after that decision was made were
on capital account (as they were made to implement a capital
transaction).449 Other less significant decisions have also ad-
dressed the deductibility of transaction costs. For example, in
one case,450 the issue was whether fees paid to outside profes-
sionals (including lawyers, accountants and financial consul-
tants) for services rendered with respect to the acquisition of
competitors’ shares, interests in joint ventures and the acquisi-
tion of other assets were on current account, or were capital in
nature. The services rendered in this case included performing
due diligence checks, developing an acquisition strategy, writ-
ing takeover bid circulars and preparing a request for an ad-
vance ruling certificate from the Competition Bureau. The fees

446 See Cumberland Investments Ltd. v. The Queen, [1975] CTC 439; R v.
Farquhar Bethune Insurance Ltd., [1986] 1 CTC 2326.

447 BJ Services Co. Canada and the Successor to Nowsco Well Services
Ltd. v. Her Majesty the Queen, 2004 DTC 2032; International Colin Energy
Corp., 2002 DTC 2185; and Boulangerie St. Augustin Inc., 97 DTC 5012
(FCA), aff’d, 95 DTC 164 (TCC). The specific costs under dispute in Boulan-
gerie St. Augustin were related to the preparation of directors’ circulars in re-
action to takeover bids. For the most part, in International Colin, the contested
fees were for developing strategic financial alternatives to a takeover bid, find-
ing, evaluating and recommending third parties interested in merging, negoti-
ating a merger, and preparing a directors’ circular (including the provision of
a fairness opinion). In BJ Services, the disputed fees were similar to those in
International Colin but also included certain “hello” and “break” fees that were
paid in the course of responding to a hostile takeover.

448 2012 DTC 5003 (FCA). Leave to appeal to the Supreme Court of Cana-
da was denied.

449 Rio Tinto Alcan Inc. v. The Queen, 2018 FCA 124. Leave to appeal to
the Supreme Court of Canada was denied.

450 Rona Inc. v. R., 2003 TCC 121.
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relating to the construction of new stores were held to be on
capital account and thus were nondeductible, primarily because
the company was steadily expanding and building stores every
year.

Conversely, in another case,451 the Federal Court of Appeal
allowed deductions for regular expenses paid by a company to a
contractor that found locations and negotiated leases and lease
renewals for the company’s stores, on the basis of its finding
that the business was not expanding.

Legal and accounting fees paid by a corporation for the
preparation of a unanimous shareholders’ agreement were de-
ductible for the corporation and did not constitute shareholder
benefits under Subsection 15(1) of the Income Tax Act in an-
other case.452 The court’s view was that the BJ Services case and
the other decisions cited in BJ Services should not be restricted
in their application to situations involving hostile takeover bids
or economically difficult circumstances.

Beyond these general rules are various statutory deduc-
tions designed either to provide greater certainty or to allow for
the deduction of amounts that may not otherwise be deductible.
Thus, interest and other financing costs, generally considered
to be capital outlays, are deductible in certain cases. Similarly,
a system of allowances is established with respect to the cap-
ital cost of depreciable property and for goodwill and similar
intangible property. Scientific research expenses, both current
and capital, are deductible. A system of reserves is established,
though only in some cases, outside of which no reserves are al-
lowed. These deductions will be considered in greater detail be-
low. In addition, the following partial list indicates some of the
other statutory deductions:

(i) Share transfer and similar fees;453

(ii) Pension fund contributions, in certain circumstances;454

(iii) Certain manufacturer’s warranty reserves;455

(iv) An amount payable by a lessor for the cancellation of
a lease;456

(v) Investment counsel and portfolio management fees;457

(vi) Expenses of representations made to governments or
governmental bodies;458 and

(vii) Utilities service connection.459

Recognition of an expenditure where a taxpayer or non-
arm’s-length person has a right to reduce or eliminate an
amount in respect of the expenditure, including a contingent
right where it is reasonable to conclude that the right will be-
come exercisable, is denied or deferred until such time as the
contingent amount is paid.460

451 Pantorama Industries Inc., 2005 DTC 5230.
452 Truckbase Corp. et al. v. The Queen, 2006 TCC 215. This case was an

informal procedure case, which does not hold precedential value. Many judges,
however, do consider these decisions in rendering their opinions and, accord-
ingly, they may carry some weight.

453 ITA, para. 20(1)(g).
454 ITA, para. 20(1)(q).
455 ITA, para. 20(1)(m.1).
456 ITA, paras. 20(1)(z), (z.1).
457 ITA, para. 20(1)(bb).
458 ITA, para. 20(1)(cc).
459 ITA, para. 20(1)(ee).

(1) Interest and Related Charges

For decades, whether a debt obligation was on capital ac-
count or on income account seemed to be determined by the
use of the proceeds of the debt obligation. If the proceeds were
used to acquire capital assets, the debt obligation was consid-
ered to be on capital account; if the proceeds were used to ac-
quire income assets, the debt obligation was considered to be
on income account. It seemed to many to be the case that, if a
debt obligation was considered to be on capital account, then
interest, as well as other expenses, associated with the oblig-
ation would also be on capital account and the deduction of
these expenses would depend on statutory authority.461 This lat-
ter proposition was challenged in the Supreme Court of Canada
decision of Gifford.462 In this decision, and notwithstanding the
case law discussed further below, the Court set out a new test
to determine whether a debt obligation is on income or capital
account. The test focused on the nature of the obligation itself,
rather than on the use of proceeds.

In Gifford, the taxpayer was a broker who borrowed Can.
$100,000 to acquire a client list. The issues were:

(i) Whether the Can. $100,000 payment for the client list
was deductible; and

(ii) Whether the interest on the Can. $100,000 borrowing
used to acquire the client list was deductible.
The Supreme Court found that the payment for the client

list was on account of capital and therefore not deductible. The
basis for this finding was that the list significantly expanded the
taxpayer’s client network and reduced competition from oth-
er brokers. Under traditional tests in the Canadian tax jurispru-
dence (as outlined later below), this finding would suggest that
the interest paid on the Can. $100,000 borrowing was also on
capital account. However, in Gifford, the Supreme Court stat-
ed that interest is not always a capital expense. To determine
whether interest is on income or capital account, one must look
at the nature of the liability itself rather than the use of the
proceeds of the liability. The Supreme Court found the inter-
est payment in Gifford was “on account of capital” because
the funds borrowed to make the payment added to the finan-
cial capital of the taxpayer and as such are expressly denied
deductibility under ITA, subparagraph 8(1)(f)(v). In contrast,
if a borrowing arises as part of a taxpayer’s business (e.g., if
the borrowing arises in the context of a banking business) then
interest payments will be on income account regardless of the
taxpayer’s actual use of the borrowed funds.

Under the Income Tax Act, an amount paid or payable
with respect to the year (depending on the method regularly
followed in computing income) pursuant to a legal obligation
to pay interest is deductible if the interest relates to borrowed
money used for the purpose of earning income from a business
or property, or to a balance of sale with respect to property ac-
quired for the purpose of gaining or producing income there-
from or from a business, and the amount of interest does not ex-

460 ITA, sec. 143.4, effective for taxation years ending on or after March 16,
2011.

461 Canada Safeway Ltd. v. MNR, [1957] CTC 335; Inter-Provincial Pipe
Line Co. v. MNR, [1968] CTC 156.

462 Gifford v. The Queen, [2004] 1 SCR 411.
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ceed a reasonable amount.463 Generally, one would expect that
an interest rate determined between two arm’s length persons
would be a reasonable rate of interest for purposes of para.
20(1)(c). Interest is not deductible with respect to borrowed
money, or a balance of sale relating to exempt income or a life
insurance policy. Intercorporate dividends, which are not taxed
due to the deduction available in computing taxable income,
are not considered “exempt income” for these purposes, and
therefore interest on money borrowed by a corporation to buy
common shares is generally deductible.

Generally speaking, there is no limitation on the amount
of interest that a taxpayer can deduct in a tax year, other than:

(i) The requirement that the amount of interest deducted
by a taxpayer in the year with respect to a particular debt
obligation cannot be more than a “reasonable amount”;

(ii) The thin capitalization limits discussed in further detail
below; and

(iii) The new “excessive interest and financing limitation”
(EIFEL) rules discussed in further detail below.
Capital gains are, by definition, not income from proper-

ty,464 and therefore interest on money borrowed to acquire prop-
erty that is not income-producing and is not acquired for the
purpose of resale at a profit is not deductible.

On the other hand, interest on money borrowed to acquire
property for resale may be deductible. One major issue relating
to the deductibility of interest is the extent to which borrowed
money must be traced to a particular use. This “tracing” prob-
lem may arise in a variety of situations. For example, where
an employer borrows money that is “used” to make low-inter-
est loans to employees, the CRA has, on occasion, challenged
the deduction of interest by the employer. Another situation in
which the question of deductibility may arise is the acquisi-
tion of a corporation followed by a merger of the acquired and
acquiring corporation. Generally, the CRA is prepared to rule
that, provided the assets of the subsidiary continue to be used in
the business, interest on money borrowed to finance the acqui-
sition will continue to be deductible notwithstanding that the
assets acquired (the shares) have disappeared.

In an important decision, the right of a corporate taxpayer
to deduct interest on borrowed money used, in the first in-
stance, to redeem preferred shares, was recognized on the
ground that deductibility depends not on the first use of the
money but on its use in the business; i.e., where the money en-
ters the working capital of an ongoing business, interest is de-
ductible.465

However, the Supreme Court of Canada466 denied the de-
ductibility of interest paid by a trust on borrowed money used
“directly” by the trust to make capital distributions to its bene-
ficiaries, although the taxpayer argued that the borrowed funds
were “used” to enable it to make the distributions to its bene-
ficiaries without having to dispose of income-producing prop-
erties. The trust argued, and the Crown conceded, that if it had
sold income-producing assets to fund the capital distributions

463 ITA, para. 20(1)(c).
464 ITA, subsec. 9(3).
465 Trans-Prairie Pipelines Ltd. v. MNR, [1970] CTC 537.
466 The Queen v. Bronfman Trust, [1987] 1 CTC 117.

and had then borrowed the money to reacquire such income-
producing assets, the interest would have been deductible. The
Court seriously questioned this concession. The Court held that
the “use” of the funds was to make the capital distributions and
the interest was therefore not deductible. In its reasons for judg-
ment, the Court stated that the income produced by the trust as-
sets was minimal relative to the interest expense sought to be
deducted.

In a subsequent case,467 a lower court relied on this deci-
sion to deny the deductibility of interest expense incurred by a
taxpayer in satisfying its obligations arising under guarantees
of various debts of an operating corporation it owned in con-
junction with a joint venturer. The taxpayer received no fees
for providing such guarantees but argued that the interest ex-
pense arose as a consequence of borrowed money “used” to
fund its business activities. In another case, the same Supreme
Court decision was applied to deny a taxpayer an interest de-
duction in the following situation.468 While waiting for funds to
arrive from overseas relatives, the taxpayer borrowed money
at a 10 3/4% interest rate, which he used to purchase a resi-
dence. When he subsequently received the overseas funds, he
was able to invest the money in term deposits that, at the time,
were earning 14% to 16% interest. The court denied the inter-
est deduction on the basis that the indirect use of the borrowed
funds did not make the deduction permissible.

In all cases, the issue depends on the current use of the
borrowed money. For example, if a taxpayer borrows money to
buy personal property, which he subsequently sells, the interest
payments will become prospectively deductible if the proceeds
of sale are used to purchase eligible income-earning property.
There is, however, an important natural limitation on this prin-
ciple. The borrowed funds must still be in the hands of the tax-
payer, as traced through the proceeds of disposition of the pre-
ceding ineligible use, if the taxpayer is to claim the deduction
based on current eligible use.469

In The TDL Group Co. v. The Queen,470 the Federal Court
of Appeal overturned a decision of the Tax Court and held that
interest was deductible where borrowed money was used by
a Canadian corporation to acquire shares of a U.S. subsidiary
during the period in which the U.S. subsidiary made an inter-
est-free loan to the Canadian corporation’s U.S. parent compa-
ny.

The CRA’s administrative practice with respect to interest
deductibility is set out in Income Tax Folio S3-F6-C1. In ac-
cordance with such practice, interest is deductible on borrowed
money used by:

(i) A corporation to pay dividends not exceeding its ac-
cumulated profits determined immediately before the div-
idends are paid; or

(ii) A partnership to make distributions of profits not ex-
ceeding its accumulated profits determined immediately
before the distributions are made, to the extent the accu-
mulated profits were used by the corporation or the part-
nership for a qualifying purpose (i.e., to earn income, and

467 Bowater Canadian Ltd. v. The Queen, [1987] 2 CTC 47.
468 S.M. Attaie v. M.N.R., [1990] 2 CTC 157.
469 Bronfman Trust at pp. 125–126.
470 2016 FCA 67.

Detailed AnalysisDetailed Analysis VIII.C.2.e.(1)VIII.C.2.e.(1)

7050-2nd © 2025 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-63359-385-5 11/01/2025 A - 71



not to acquire property the income from which is exempt
or to acquire a life insurance policy).
In addition, any money used by:

(i) A corporation to return capital to its shareholders by
way of a redemption, an acquisition, a cancellation of any
shares, a reduction of capital or otherwise; or

(ii) A partnership to make a distribution of capital,
is deductible to the extent that such capital was used by the cor-
poration or the partnership for a qualifying purpose. Interest is
generally deductible under this policy where it is payable with
respect to money borrowed to make loans to the employees of
a company. A deduction is also allowed with respect to loans
made by a shareholder to a corporation in situations where the
recipient of the loan uses the proceeds to earn income and is un-
able by reason of its own financial position to obtain financing
on comparable terms.

As stated above, interest may, if certain conditions are
met, be deductible if it relates to borrowed money used for
the purpose of earning income. In Mark Resources Inc. v. The
Queen,471 the Tax Court of Canada rendered a judgment that,
while perhaps raising more questions than it answers, held that
an arrangement without a money-making motive does not give
rise to an interest deduction when the purpose of the loan is not
to earn income. Essentially, a Canadian parent borrowed mon-
ey to contribute to the capital of its U.S. subsidiary. The U.S.
subsidiary had loss carryforwards that it used to shelter interest
income earned on the funds so received. Although the Cana-
dian corporation earned dividend income on the shares in the
subsidiary, the court found that the true purpose for which the
borrowed money was used was to implement a plan to absorb
into the Canadian parent’s income the losses of the foreign sub-
sidiary. Accordingly, the funds were not borrowed for the pur-
pose of earning income and interest deductibility was denied.

In Ludco Enterprises Ltd. et al. v. The Queen,472 the
Supreme Court of Canada considered:

(i) The judicial test for determining a taxpayer’s purpose
for which borrowed money is used in the context of the
general interest deduction provision, paragraph 20(1)(c) of
the Income Tax Act; and

(ii) The meaning of “income” for purposes of that provi-
sion.
In Ludco, the taxpayers borrowed funds to acquire shares

in a number of offshore corporations. In accordance with their
business plans, the offshore corporations earned income from
debt securities, reinvested almost all the profits and distributed
a relatively small portion of the income earned as dividends
to their shareholders. During the eight years that the taxpayers
owned the shares they received approximately Can. $600,000
in dividends and incurred approximately Can. $6 million in in-
terest expenses. The disposition of their shares resulted in gains
of approximately Can. $9.2 million.

The Supreme Court rejected the notion that the purpose of
earning income need be the primary or dominant purpose for
the use of the funds. Absent sham or “window dressing,” inter-

471 93 DTC 1004.
472 2001 DTC 5505.

est may be deductible provided one of the purposes is to earn
income and that purpose is present if the taxpayer has a rea-
sonable expectation of earning income when the investment is
made.

In discerning the meaning of “income,” the Supreme Court
in Ludco noted that there is no statutory definition of the word
and rejected the commonly held belief that “income” is equiv-
alent to “profit” or “net income.” Instead, “income” in para-
graph 20(1)(c) of the Income Tax Act refers to amounts that
are included in computing income for taxation purposes. In oth-
er words, investment of the borrowed funds for the purpose
of earning gross income is sufficient. The Supreme Court ap-
peared to take support for this view from the purported ob-
jective of the interest deductibility provision, which is to en-
courage the accumulation of capital from which income is pro-
duced. Therefore, the Supreme Court held in favor of the tax-
payers. The Court found that they had a reasonable expecta-
tion of earning dividend income on the share investments and
there was no requirement in paragraph 20(1)(c) that the divi-
dend income exceed the interest expense for the interest to be
deductible.

In certain circumstances, interest will continue to be de-
ductible on borrowed funds where such funds were initially
borrowed to acquire property that has been sold at a loss or to
carry on a business that has been discontinued.473 This rule ap-
plies, for example, where the borrowed funds were used to ac-
quire property that has declined in value and was subsequently
sold at a loss.

Because interest is deductible only when paid pursuant to
a legal obligation, and because it must be deducted against in-
come for the year with respect to which it is payable if the ac-
crual method is followed, it is not possible for a lender to make
a retroactive request for interest and thereby enable the borrow-
er to deduct the entire amount so requested in the year. This
situation may arise where the lender is a nonresident that finds
itself subject to an interest imputation under the tax laws of
its own jurisdiction and wishes the borrower, a related Cana-
dian taxpayer, to get the benefit of a deduction. In one such
case, the Canadian borrower was not allowed a deduction, first
because the retroactive request probably did not create a legal
obligation to pay and second because, even if it did, the interest
would be deductible only in the year with respect to which it
was charged, i.e., in the year in which the borrowed money was
used.474

A long-standing controversy has related to participating
interest arrangements under which a borrower agrees to pay an
amount of interest that depends on the profits of its business.
The CRA has expressed a narrow view, arguing based on cer-
tain case law, that many forms of participating interest would
not be deductible.

In The Queen v. Sherway Centre Corporation Ltd.,475 the
Federal Court of Appeal rejected the notion that it is an absolute
requirement for interest to accrue per diem. Instead, the court
relied on a reasonable commercial notion that interest is fun-
damentally compensation for the use of money. The CRA be-

473 ITA, sec. 20.1.
474 MNR v. Mid-West Abrasive Co. of Canada Ltd., [1973] CTC 548.
475 98 DTC 6121.
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lieves that the Sherway decision should be limited to the spe-
cific facts of the case — namely, if the participation payment
is in lieu of interest it will be considered interest.476 Where the
evidence shows, as it did in Sherway, that the participation pay-
ments are intended to increase the interest rate of the loan to
the prevailing market rate, the CRA will consider the payments
to be interest under paragraph 20(1)(c) of the Income Tax Act.
Outside of these circumstances, the CRA would generally not
permit a deduction for participation payments as interest ex-
penses.

Another important decision regarding the deductibility of
interest expenses involved the use of a financing “product” and
weak currency borrowings. In Shell Canada Limited v. The
Queen,477 Shell required U.S. $100 million for general business
purposes. Rather than borrowing the funds directly, however,
Shell acquired NZ$150 million from a foreign bank. The inter-
est rate on the New Zealand dollar loan was much higher than
the prevailing U.S. lending rates at the time. Shell then pro-
ceeded to enter into a series of forward contracts and debenture
agreements whereby the New Zealand dollar loan was, in ef-
fect, economically converted into a U.S. dollar borrowing. The
taxpayer deducted the higher interest cost of the New Zealand
dollar loan, being the Canadian equivalent of the New Zealand
dollar interest rate. At the end of the loan term, the effect of the
forward contracts was to give rise to a predetermined and fixed
foreign exchange gain, in economic terms offsetting the exces-
sive interest costs. The taxpayer reported the currency gain as a
capital gain taxable in the year of realization.

The Supreme Court held that Shell was entitled to deduct
the full amount of interest on the New Zealand dollar loan. The
Court reasoned that the requirements for deducting interest on
borrowed money, as provided for in the Income Tax Act, were
met: the interest was payable in the year in which it was sought
to be deducted; it was paid pursuant to a legal obligation to pay
interest on borrowed money; the borrowed money was used for
the purpose of earning income from business or property; and
the interest deduction was reasonable. In choosing to adhere
to the legal form of the transaction, the Court decided that the
characterization of the payment on the New Zealand dollar loan
could not be changed by other legal relationships that the tax-
payer may have concluded with third parties. This included any
additional arrangements Shell entered into involving the bor-
rowed funds after receiving them from the foreign lenders.

As for the characterization of the foreign exchange gain
arising from the hedging contract and debenture agreement,
the Supreme Court held that it was to be viewed as a capital
amount because the characterization of the debt obligation to
which it related was also on account of capital. This was con-
sistent with the “linkage” principle developed in other foreign
exchange gain cases.

As a result of the Supreme Court of Canada decision in
Shell, the government added section 20.3 to the Income Tax
Act, effectively to limit the deductibility of interest on such
weak currency borrowing arrangements or “Kiwi loans” to the
interest that would have been payable had the borrowing been
in the currency that the taxpayer actually used to earn income.

476 CRA Income Tax Technical News, Issue No. 16 (3/8/99).
477 99 DTC 5669.

Section 20.3 applies where a taxpayer borrows in a currency
(the “weak currency”) other than the currency (the “final cur-
rency”) that is used by the taxpayer to earn income and the in-
terest rate on the weak currency debt is two percentage points
higher than the interest that would have been payable on a sim-
ilar debt denominated in the final currency. The interest deduc-
tion permitted is the interest that the taxpayer would have paid
had the debt been denominated in the final currency. Regard-
less of the nature of the transaction (i.e., as a transaction on a
capital account), any foreign exchange gain or loss arising on
the settlement or extinguishment of the debt is deemed to be
on an income account. The disallowed portion of the interest
expense is deemed to be an amount paid to settle the debt that
serves to reduce any exchange gain or increase any exchange
loss arising on debt settlement or extinguishment. A de minimis
rule provides that section 20.3 applies only to debt exceeding
Can. $500,000.

Accordingly, the outcome of the decision in Shell is now
of limited application to weak currency borrowing transactions,
but remains of some importance, more generally, for the inter-
pretation of the interest deduction provisions and, indeed, the
relationship between economic substance and taxation in Cana-
da.

Another Supreme Court decision followed the reasoning
in Shell with respect to the requirements of paragraph 20(1)
(c) of the Income Tax Act and also held that the legal effect
of a taxpayer’s transactions cannot be ignored in determining
the tax consequences of the transactions. In The Queen v. John
R. Singleton,478 the taxpayer received Can. $300,000 out of the
capital account of the law firm of which he was a partner, used
this amount to assist in the purchase of a personal residence,
and then used borrowed funds to contribute to his law firm’s
capital account. The CRA argued that the “true economic pur-
pose” of the borrowing was to fund the acquisition of the per-
sonal residence (a non-income-earning use) and that the steps
taken to achieve this objective should be viewed together as a
simultaneous transaction. The Court rejected the argument that
the legal nature of the transactions could be ignored for purpos-
es of paragraph 20(1)(c) in the circumstances. In the Court’s
view, each transaction had to be viewed independently to give
effect to the legal relationships. On this view, the direct use of
the borrowing was to refinance the taxpayer’s partnership cap-
ital account to earn income from the law firm. The fact that
partnership capital was used to purchase residential property
was irrelevant in determining the deductibility of the interest
on the borrowed funds used to invest back into the partnership.
The borrowings were directly used for the purpose of earning
income from the partnership and there was no need to exam-
ine the matter further. See the decision in Lipson, referred to at
XI.C.2., below, regarding the potential application of the gen-
eral anti-avoidance rule (GAAR) on similar facts.

Interest on interest is deductible in the same circumstances
(although, technically, only when actually paid), as is interest
on money borrowed to repay borrowed money.479 Certain other
financing charges may also be deducted (generally on a
straight-line basis over five years), such as expenses incurred

478 2001 DTC 5533.
479 ITA, para. 20(1)(d), subsecs. 20(2), (3).
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in the course of issuing or selling shares of the taxpayer or in
the course of borrowing money used by the taxpayer for the
purpose of earning income from a business or property.480 Com-
missions or fees paid to underwriters in the course of issuing
shares have been a source of contention, however, and warrant
careful consideration.481

Fees paid in consideration for a reduction in interest rates
or penalties or bonuses paid in consideration for the early re-
payment of borrowed funds are deductible, although they must
be amortized over the remaining term of the loan (or the term
that would have remained if the loan had not been repaid).482

The treatment of discount obligations is also a subject of con-
troversy, where the statutory rules do not apply.483

The treatment of discount obligations was considered by
the Supreme Court of Canada in two cases.484 By a four-to-three
majority, the Court held that a debtor’s foreign exchange loss
on the repayment or repurchase of a capital debt denominated
in a foreign currency was not deductible from its business in-
come under paragraph 20(1)(f) of the Income Tax Act,485 and
that the loss was a capital loss under a residual provision of the
Act.486 The immediate result of the Court’s decisions in Imper-
ial Oil and Inco is that foreign exchange losses incurred on the
repayment or repurchase of capital debts are not deductible in
computing business income, but are capital losses. The facts of
these cases and the broader implications for other taxpayers are
discussed in greater detail at VIII.C.3.e., below.

Subsequent to the Supreme Court of Canada’s decisions in
Imperial Oil and Inco, the Federal Court of Appeal, in Tem-
bec Inc. et al. v. The Queen, considered whether taxpayers were
entitled to deduct the difference between the fair market val-
ue of common shares issued on the conversion of convertible
debt obligations and the issue price of the obligations.487 Apply-
ing Imperial Oil, the Court held that under paragraph 20(1)(f),
the “principal amount” of an obligation is required to be deter-
mined at the time of its issuance, not at the time of its conver-
sion into shares. Therefore, the deductions were denied.

Prior to the Supreme Court’s decision in Imperial Oil, the
CRA had administratively taken the view that the principal
amount of an exchangeable debenture was the fair market value
of the shares delivered, thus allowing a deduction under para-
graph 20(1)(f) if the fair market value of shares delivered ex-
ceeded the issue price of the obligation. The CRA had similarly
stated that a paragraph 20(1)(f) deduction would be available
with respect to a commodity-based loan if the amount payable
on maturity exceeded the issue price due to fluctuations in com-
modity prices. The CRA has since stated that its prior position

480 ITA, para. 20(1)(e).
481 See The Queen v. Royal Trust Corp. of Canada, [1983] CTC 159.
482 ITA, subsec. 18(9.1).
483 The ITA deals with certain deep discount obligations (ITA, paras. 18(1)

(f), 20(1)(f)), but not zero-coupon debt.
484 Imperial Oil Ltd. v. Canada; Inco Ltd. v. Canada, 2006 SCC 46. Both

cases were heard together.
485 Under ITA, para. 20(1)(f) (which has traditionally been associated with

original issue discounts), 50% of the excess of: (i) the principal amount repaid
over (ii) the amount for which the debt was issued, is deductible by a taxpayer
from business income unless the excess is a “shallow” discount (in which case,
the full amount of the excess would be deductible).

486 ITA, subsec. 39(2).
487 2009 DTC 5089.

was not supported by law and that it will follow Tembec for ex-
changeable debentures.488

Special rules are designed to prevent borrowers from
claiming tax deductions for interest payments on long-term
debt obligations, where purported interest payments in sub-
stance represented repayments of principal.489 Essentially, the
rules treat the amount of principal owing on debt as having
been reduced by the amount of deductible interest by reference
to this reduced principal amount.

Of particular interest in international operations are the
“thin capitalization” and the EIFEL rules.

To prevent the expatriation of earnings by way of de-
ductible interest rather than non-deductible dividends, the thin
capitalization rules in the Income Tax Act provide that a Cana-
dian resident corporation may deduct only that part of interest
paid or payable on “outstanding debts to specified nonresi-
dents” that corresponds to a debt-to-equity ratio of 1.5 to 1.490

For these purposes, the “specified nonresidents” referred to in
the above definition effectively include a nonresident share-
holder or group of shareholders owning either 25% or more
of the voting shares of the corporation, or shares having a fair
market value equal to 25% or more of the fair market value of
all issued and outstanding shares of the corporation, and a non-
resident person who does not deal at arm’s length with the non-
resident shareholder or group of shareholders. For purposes of
determining when the 25% thresholds have been met, rights to
acquire shares and rights to require the corporation to redeem
any other shares will be considered exercised.

In computing the debt portion of the debt-to-equity ratio,
only interest-bearing debts owing to specified nonresidents are
taken into account.491 Debt is defined as the average of the great-
est total amount of interest-bearing debt owed to specified non-
residents at any time during each calendar month that ends in
the particular year. Equity is the total of three amounts.492 The
first amount is the retained earnings of the corporation at the
start of the particular tax year. The second amount is the av-
erage of the contributed surplus at the start of each calendar
month that ends during the particular year that was contributed
by a specified nonresident shareholder of the corporation. The
third amount is the average of the paid-up capital at the start of
each calendar month that ends during the tax year that is attrib-
utable only to shares owned by a specified nonresident share-
holder of the corporation. It is important to note that if the ratio
is exceeded at any time in the year, the rule comes into effect
and interest on the portion of the debt that exceeds the 1.5 to
1 ratio is not deductible. Where a specified nonresident lends
money to another person on condition that the latter lend mon-
ey to the Canadian corporation, the second loan is treated as
if it were made by the specified nonresident, i.e., the “back-to-
back” loan rule (see below for further discussion).493

488 CRA Document No. 2009-0347251C6, Exchangeable debentures =
Débentures échangeables — 20(1)(f) (November 24, 2009).

489 ITA, subsecs. 18(9.4) to (9.8).
490 ITA, subsecs. 18(4) to (8). The 1.5-to-1 ratio became effective for tax

years beginning after 2012. Previously, the ratio was 2-to-1.
491 Definition of “outstanding debts to specified nonresidents” in ITA, sub-

sec. 18(5).
492 ITA, subsec. 18(4).
493 ITA, subsec. 18(6).
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Interest expense of a Canadian resident corporation that
cannot be deducted because it exceeds the 1.5 to 1 debt-to-eq-
uity ratio will be recharacterized as a dividend and will be sub-
ject to Canadian withholding tax at a rate of 25% (or a reduced
rate under an applicable income tax treaty).

In the case of partnerships, Canadian resident corporate
partners of a partnership are allocated their proportionate share
of debts owed by a partnership and each property owned by
the partnership for purposes of determining whether the debt-
to-equity ratio of the corporation with respect to debts owing to
specified nonresidents has been exceeded. If the debt-to-equity
ratio of a corporation with respect to debts owing to specified
nonresidents is exceeded with respect to debt allocated from a
partnership, the corporation will have an income inclusion that
offsets the interest expense allocated to the corporate partner by
the partnership.494

In the case of Canadian resident trusts, the rules disallow
any deductions of interest paid out to beneficiaries in relation
to any debt that exceeds a debt-to-equity ratio of 1.5 to 1. Cana-
dian resident trusts with disallowed interest deductions have
the option of designating such amounts as distributions to non-
resident beneficiaries, thereby attracting withholding tax to the
beneficiaries rather than additional tax to the trust. Similar to
the concept of “specified nonresidents” referred to above, the
rules incorporate the analogous concept of “specified nonresi-
dent beneficiaries.”

The rules discussed above also apply to certain nonresi-
dent corporations and trusts that carry on business through a
Canadian branch. The rule is implemented through a debt-to-
asset ratio that parallels the debt-to-equity ratio used for resi-
dent corporations and trusts. The maximum proposed debt-to-
asset ratio for nonresidents is 3 to 5.

Certain anti-avoidance rules have been implemented that
prevent taxpayers from circumventing the application of the
thin capitalization rules through the use of back-to-back loans.
These rules apply generally where a Canadian taxpayer is ob-
ligated to pay an amount to an intermediary and either:

(i) A nonresident person has provided an interest in prop-
erty as security to the intermediary for the Canadian tax-
payer’s obligation; or

(ii) The intermediary has a debt or other obligation out-
standing to a nonresident which is limited recourse to the
Canadian taxpayer’s obligation.
In such a circumstance, the Canadian taxpayer would be

deemed to owe the amount to the nonresident person for pur-
poses of the thin capitalization rules and withholding tax rules
(which could result in withholding tax being payable by the
Canadian taxpayer in respect of interest paid to the intermedi-
ary).

The new “excessive interest and financing limitation”
(EIFEL) rules impose a general restriction on the deductibility
of interest that is broadly in line with OECD BEPS Action 4.
Under the EIFEL regime, the amount of “interest and financing
expenses” that a taxpayer may deduct in computing income for
a particular taxation year will be limited to a fixed percentage
of “adjusted taxable income,” which is generally defined as the

494 ITA, subsec. 18(7).

taxpayer’s taxable income after adding back certain deductions
such as interest and other financing expenses, capital cost al-
lowance, and certain other amounts. Since the definition of ad-
justed taxable income is based on “taxable income,” it reflects
deductions for dividends received under sections 112 (for in-
ter-corporate dividends) and 113 (for dividends received from
foreign affiliates). Thus, the new rules can limit the deductibil-
ity of interest expense incurred to invest in shares that produce
such dividends.

In addition to interest payments, the EIFEL rules define
“interest and financing expenses” to include many other types
of expenses such as guarantee (or similar) fees, certain lease fi-
nancing amounts and certain net amounts earned from agree-
ments or arrangements entered into in relation to a loan or fi-
nancing arrangement.

The rules do not apply to any entity that is an “excluded
entity,” which is generally:

(i) A Canadian-controlled private corporation (CCPC)
that, together with any associated corporations, has taxable
capital employed in Canada of less than Can. $50 million;

(ii) A corporation or trust that, together with certain Cana-
dian-resident corporations or trusts with which it forms a
group (defined as “eligible group entities”), has aggregate
net interest expense of Can. $1 million or less; or

(iii) A Canadian-resident corporation or trust, and a group
consisting exclusively of Canadian-resident corporations
and trusts that carry on substantially all of their business in
Canada, provided: no non-resident with book cost or share
value of more than Can. $5 million is a foreign affiliate
of any group member; no non-resident holds a significant
interest in any group member; and no group member has
any significant amount of interest and financing expenses
payable to a non-arm’s length “tax indifferent investor,”
currently defined in the ITA to include non-residents of
Canada and tax-exempt entities.
As noted, the EIFEL rules limit the amount of interest and

financing expenses that a taxpayer may deduct in computing
its income to a fixed percentage of the taxpayer’s adjusted tax-
able income. For most taxpayer’s, the fixed percentage will be
30% (40% for taxation years that commence on or after Octo-
ber 1, 2023 and before January 1, 2024). However, members of
a consolidated group may use a “group ratio” that is higher than
30% if the consolidated group’s net third-party interest expense
to book EBITDA ratio (as reflected on the group’s consolidat-
ed financial statements) exceeds 30%. A “group ratio” elec-
tion would permit the allocation of this maximum deductible
amount among Canadian group members. However, since the
group ratio is based on the applicable accounting rules, rather
than taxable income, it will not always be available to a particu-
lar group due to various book-to-tax differences that may arise.

To the extent the deduction of interest is denied under the
EIFEL rules, a taxpayer may carry forward the denied interest
expense. The EIFEL rules also permit members of a consoli-
dated group to transfer excess unused interest deduction capac-
ity to other members of the same group.

The EIFEL rules generally apply with respect to taxation
years that begin on or after October 1, 2023. The rules apply to
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interest and other financing expenses for new and existing bor-
rowings.

Another restriction on the deductibility of interest relates
to money borrowed to acquire land. Such interest is not de-
ductible unless the land is held for the purpose of gaining or
producing income therefrom in the year, or is used in a busi-
ness, other than a business of selling or developing land.495

For these purposes, “land” does not generally include land on
which a building is situated or contiguous land. Although gen-
erally denied a deduction with respect to interest expense, land
traders and developers are entitled to a safe harbor calculated as
a notional amount of interest payable annually on Can. $1 mil-
lion of debt. Corporations with common ownership must gen-
erally share this safe harbor limit.

Finally, interest (and other expenses) incurred during the
construction, alteration or renovation of a building and related
costs, or costs incurred during that period relating to the own-
ership of subjacent or contiguous land, must be capitalized.496

This results in a denial of “soft costs.”

(2) Reserves

No amount may be deducted with respect to a reserve, con-
tingent account or sinking fund except as expressly permitted
under the Income Tax Act.497

A commonly claimed reserve is that for doubtful debts.498

A reasonable amount may be deducted as a reserve for doubtful
debts that have been included in computing the income of a tax-
payer for the year or a previous year. In addition, in the case
of a taxpayer that is a financial institution or the ordinary busi-
ness of which includes the lending of money, a reserve may be
claimed with respect to certain impaired loans or lending as-
sets. In the case of a bank, the deductible reserve is based on
the reserve reported by the bank in its annual report with its
regulatory authority or in its financial statements for the year
as provisions against impaired loans or lending assets.499 In ef-
fect, a loan will be considered impaired for tax purposes when
it is considered impaired for financial statement reporting pur-
poses. Alternatively, with respect to any claim not otherwise re-
served against, an insurer or moneylender may generally claim
a reasonable amount as a reserve based on the amortized cost
of the claims, but the amount may not exceed 90% of the re-
serve claimed in accordance with GAAP with respect to such
claims.500

Insurers and money lenders may also claim a reasonable
reserve with respect to credit risks associated with guarantees,
indemnities, letters of credit or other credit facilities, bankers
acceptances, swaps, future or options contracts, and other simi-
lar instruments.501

The amount claimed as a reserve in one year is brought in-
to income in the next. Bad debts may be deducted in similar
circumstances. Although this is not technically a “reserve,” the

495 ITA, subsecs. 18(2)–(3).
496 ITA, subsecs. 18(3.1)–(3.7).
497 ITA, para. 18(1)(e).
498 ITA, paras. 20(1)(l), 12(1)(d).
499 ITA, subpara. 20(1)(l)(ii), reg. 8000.
500 ITA, subpara. 20(1)(l)(ii).
501 ITA, para. 20(1)(l.1).

result is similar, as bad debts recovered are also taxable as in-
come.502

A reserve is also available with respect to amounts includ-
ed in computing income on account of goods not yet delivered
or services not yet rendered.503 It is noteworthy, however, that
this reserve is not available with respect to future reclamation
obligations.

Equally important is the reserve that relates to inventory
sales; i.e., for amounts not due until a subsequent year with re-
spect to property sold in the year.504 This reserve is available
with respect to the sale of land if proceeds are not due until after
the end of the year, and, in the case of other property, if pro-
ceeds are not due until after the end of the year and more than
two years after the date on which the property was sold. The
calculation of this reserve is subject to two restrictions. First,
the amount must represent a “reasonable” reserve. Second, no
reserve at all can be claimed if the sale occurred more than
36 months before the end of the year, thus effectively limiting
the deferral to three years.505 A taxpayer who is not resident in
Canada and does not carry on business in Canada cannot claim
this reserve.506

(3) Capital Cost Allowances

Since 1949, the Income Tax Act has contained a system of
allowances available with respect to the capital cost of depre-
ciable property.507 At the heart of the system lies a classification
of such assets into categories, with respect to each of which a
maximum allowance is available, usually equal to a fixed per-
centage of the “undepreciated capital cost” of the class; i.e., the
capital cost of property in the class, less capital cost allowances
previously claimed and the proceeds of disposition of proper-
ty of the class previously disposed of (up to the original capi-
tal cost). Capital cost allowance is available on a diminishing
balance basis only (subject to a few exceptions) and taxpay-
ers may claim any amount up to the maximum allowed in the
year. Thus, unclaimed allowances are effectively conserved, as
the undepreciated capital cost is not diminished if no claim is
made.

The class system operates so as to defer any “recapture” of
capital cost allowance until such time as the proceeds of dispo-
sition of a depreciable property exceed the undepreciated capi-
tal cost of the class of property to which that property belongs,
otherwise causing a negative balance in the account.508 Thus,
if the class is continuously replenished with new property, re-
capture may be postponed indefinitely. The undepreciated cap-
ital cost of property of a class is determined at the end of each
tax year. The cost of any depreciable property of the class pur-
chased in the year, therefore, affects this balance, as do the pro-
ceeds of any such property disposed of in the year.

This class system affords a high degree of flexibility. Al-
though taxpayers may not claim an allowance greater than the
amount determined by applying the fixed percentage to the un-

502 ITA, paras. 20(1)(p), 12(1)(i).
503 ITA, paras. 20(1)(m), 12(1)(e), 20(7)(d).
504 ITA, paras. 20(1)(n), 12(1)(e).
505 ITA, para. 20(8)(b).
506 ITA, para. 20(8)(a).
507 ITA, para. 20(1)(a); ITR, Part XI.
508 ITA, subsec. 13(1).
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depreciated capital cost of property of the class at the end of
the year, they may claim less, deferring but not losing the de-
duction. Effectively, this allows taxpayers to use straight-line
depreciation, or depreciation on a declining balance basis at a
different rate, so long as the maximum allowance is not exceed-
ed. It may be advantageous to claim no allowance at all, for ex-
ample, if the taxpayer is in a loss position. Further flexibility is
added through provisions that allow taxpayers, in some cases,
to group properties of several classes into a single class, gen-
erally for administrative simplicity.509 Although the rate of de-
preciation is not increased, property used in a single business
may potentially be included in a single class, with the effect
of preventing untoward recapture of capital cost allowance that
might otherwise occur if the property were spread among sev-
eral classes.

On the other hand, in certain cases, separate classes are
prescribed for properties that would otherwise be included in a
single class. For example, separate classes are required for de-
preciable property used to produce income from different busi-
nesses.510 The effect of creating separate classes is to prevent
the deferral of recapture of capital cost allowance. In this re-
gard, special rules are designed to prevent such deferral and,
in certain cases, the use of depreciation losses against other in-
come, with respect to rental real property and leasing proper-
ties. A separate class is prescribed for each rental building with
a cost exceeding Can. $50,000, and for leasing properties (per-
sonalty) that would otherwise fall within a particular prescribed
class.511

Furthermore, as a rule, it is not possible to use excess cap-
ital cost allowance claims with respect to such rental or leasing
properties to reduce other income.512 As this prohibition is de-
signed to prevent the proliferation of tax shelter investments, it
does not apply to certain taxpayers whose principal business is
renting or leasing such property.

To qualify for capital cost allowance, property must be in-
cluded in one of the enumerated classes. No capital cost al-
lowance may be claimed, however, with respect to the follow-
ing types of property:513

(i) Land;

(ii) Property, the cost of which is deductible in computing
income;

(iii) Property included in inventory;

(iv) Property not acquired for the purpose of gaining or
producing income;

(v) Property of a nonresident that is situated outside Cana-
da; and

(vi) Certain artwork and antiques.
Once it has been determined into what class a property

falls, the maximum capital cost allowance is determined by ap-
plying the prescribed percentage to the undepreciated capital
cost of property of the class. As noted, these percentages are

509 ITR, sec. 1103.
510 ITR, subsec. 1101(1).
511 ITR, subsecs. 1101(1a–c), (5c).
512 ITR, subsecs. 1100(11)–(14), (15)–(20).
513 ITR, subsecs. 1102(1), (2).

fixed with respect to each class and vary from 4% to 100%.
Leasehold interests and certain patents and franchises receive
special treatment amounting, in effect, to straight-line depreci-
ation.

In certain circumstances, capital cost allowance beyond
the usual amount may be available. For example, an additional
allowance applies to some property acquired before 1999 that
is certified by the Minister of Supply and Services as pollution
control equipment.514

The deductions described above are subject to reduction
or prorating in certain cases. First, a “half-year” convention ap-
plies. Normally, one-half of the otherwise available capital cost
allowance is deductible in the year an asset is acquired.515 Sec-
ond, where the taxation year is less than 12 months, as may be
the case where a business is formed or wound-up, the available
allowance is proportionately reduced.516 The determining factor
is the length of the fiscal year of the business, not when the de-
preciable property was acquired.

Five possible outcomes could arise on the disposition of
depreciable property. First, the property may be disposed of
for proceeds that do not exceed the undepreciated capital cost
of property of the class. This will most likely occur where the
class contains several properties. In this case, the only income
tax effect is that the proceeds (to the extent of original cost) re-
duce the balance of the undepreciated capital cost of the class
(as discussed below, any excess would be a capital gain).

Second, the proceeds may be less than the undepreciated
capital cost, but all the property has been disposed of or trans-
ferred out of the class. For example, the class may contain a
single property and this property is disposed of for proceeds
that are less than the undepreciated capital cost. In these cir-
cumstances (assuming additional property of the same class is
not acquired before year end), a deduction equal to the unde-
preciated capital cost must be claimed as a terminal loss in
computing income.517 There is never a capital loss on the dispo-
sition of depreciable property.518

Third, the proceeds may exceed the undepreciated cost of
property of the class but not the capital cost of the property dis-
posed of. In this case, there will be a recapture of capital cost
allowance previously claimed equal to this excess.519

Fourth, the proceeds may exceed both the undepreciated
capital cost and the capital cost. In this case, there is a recapture
of capital cost allowance equal to the difference between cost
and undepreciated capital cost, and the excess over capital cost
is treated as a capital gain, the taxation of which is discussed in
VIII.C.3., below.

Finally, if the proceeds exceed cost but not undepreciated
capital cost, a capital gain without recapture will result.

A number of rules may deem proceeds to have been re-
ceived in certain circumstances and, at the same time, a number
of other provisions allow for the rollover of depreciable prop-
erty at its tax cost. Both are discussed at VIII.C.3., below, as

514 ITR, paras. 1100(1)(t), (ta), Class 27 of schedule II.
515 ITR, para. 1100(1)(t), subsec. 1100(2).
516 ITR, subsec. 1100(3).
517 ITA, subsec. 20(16).
518 ITA, subpara. 39(1)(b)(i).
519 ITA, subsec. 13(1).
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they apply to capital property generally, including depreciable
property.

Taxpayers may only begin claiming capital cost allowance
once a property has become “available for use.” The Income
Tax Act contains specific rules for determining when property
is available for use. In general, property is considered available
for use when the property has been acquired and either:

(i) Used by the taxpayer for the purpose of earning in-
come; or

(ii) Owned for two years.
In the case of certain types of property, special rules may

apply for determining the time the property is first available for
use. In some instances, the time of acquisition is unclear. For
example, where a taxpayer entered into a written agreement be-
fore its year-end to acquire depreciable property, but the prop-
erty was in fact delivered and paid for in the subsequent year,
the property is considered acquired in the year in which the
agreement was signed. In this and other cases, the courts have
usually looked to the relevant private law to determine when ti-
tle passes, and this view has generally been adhered to by the
CRA.520 Where the taxpayer is a public corporation, all (or a
portion) of the property (other than a building) will be available
for use if the property (or the portion thereof, as the case may
be) is subject to a depreciation claim in accordance with GAAP
in the corporation’s financial statements.521

A special election is available with respect to long-term
construction or manufacturing projects (other than buildings
that are to be used principally for the purpose of earning rent).
By filing an election form with its tax returns, a taxpayer may
accelerate, in accordance with a complex formula, the time at
which a portion of the project will be regarded as available for
use.522

Capital cost allowance is based on an asset’s capital cost,
a term that is not defined in the Income Tax Act. In general
terms, the capital cost of an asset is the amount laid out by the
taxpayer to acquire the asset. Acquisition costs include the ac-
tual cost of the asset as well as any legal, accounting and en-
gineering fees that are incurred in connection with the acquisi-
tion. The courts have taken a relatively lenient view as to what
incidental costs may be included in computing the capital cost
of depreciable property.523 A number of rules in the Income Tax
Act can apply to deem a taxpayer to have a particular cost. For
instance, where a property used for a non-income-earning pur-
pose commences to be used for the purpose of earning income,
the taxpayer is deemed to have disposed of the property and
reacquired the property at a determined cost.524 Similarly, the
cost of depreciable property acquired in non-arm’s-length or
tax-deferred transactions is computed in accordance with spe-
cific rules.525 The capital cost of depreciable property is reduced
to the extent the taxpayer deducts certain federal investment tax

520 MNR v. Wardean Drilling Ltd., [1969] CTC 265; Construction Berou
Inc. v. The Queen, 99 DTC 5868 (FCA).

521 ITA, subsecs. 13(27), (28).
522 ITA, subsec. 13(29).
523 See, e.g., Sherritt Gordon Mines Ltd. v. MNR, [1968] CTC 262. See In-

terpretation Bulletin IT-285R2.
524 ITA, para. 13(7)(b).
525 See, e.g., ITA, para. 13(7)(e), subsecs. 85(1), 85(2), and 87(2).

credits or receives governmental assistance with respect to the
property.526

(4) Goodwill and Other Intangibles

Prior to January 1, 2017, goodwill and other intangible
property were not subject to the capital cost allowance regime.
Rather, properties were treated as “eligible capital properties”
and subject to a modified version of the capital cost allowance
regime that was generally less favorable for taxpayers. As of
January 1, 2017, the distinction between eligible capital prop-
erty and “ordinary” depreciable property has been eliminated.
As a result, expenses relating to goodwill and other intangible
property are now included in a new class of depreciable prop-
erty, Class 14.1, with taxpayer’s being entitled to an annual 5%
deduction (on a diminishing balance basis).

Under the current rules, Class 14.1 property includes any
purchased goodwill of the taxpayer and any other property of
the taxpayer other than:

(i) Property that is tangible or corporeal property;

(ii) Property that is not acquired for the purpose of gaining
or producing income from business;

(iii) Property with respect to which any amount is de-
ductible (otherwise than as a result of being included in
this class) in computing the taxpayer’s income from the
business;

(iv) Property with respect to which any amount is not
deductible in computing the taxpayer’s income from the
business because of any provision of the ITA (other than
paragraph 18(1)(b)) or the ITA Regulations);

(v) An interest in a trust;

(vi) An interest in a partnership;

(vii) A share, bond, debenture, mortgage, hypothecary
claim, note, bill or other similar property; or

(viii) Property that is an interest in, or for civil law a right
in, or a right to acquire, a property described in any of (i)
to (vii).
A taxpayer will only have a single goodwill property and

any acquisitions or dispositions of goodwill will increase or de-
crease the capital cost of the goodwill associated with the tax-
payer’s business.527 In addition, a taxpayer may be deemed to
have acquired or disposed of goodwill if it incurs capital ex-
penses or obtains capital receipts that do not relate to a specific
property (i.e., amounts that would have been “eligible capital
expenditures” or “eligible capital receipts” under the old eligi-
ble capital property regime).528

(5) Scientific Research

Current expenditures made in Canada by a taxpayer on sci-
entific research and experimental development (SR&ED) relat-
ed to its business, and directly undertaken by the taxpayer or on
the taxpayer’s behalf, are fully deductible in the year, or may be
carried forward for deduction in a subsequent year. The same

526 ITA, subsec. 13(7.1).
527 ITA, subsec. 13(34).
528 ITA, subsecs. 13(35) and (36).
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treatment extends to certain payments to universities and ap-
proved research institutions, or generally to a corporation res-
ident in Canada for scientific research related to the taxpay-
er’s business, provided the taxpayer is entitled to exploit the re-
sults of such SR&ED.529 Capital expenditures cannot be deduct-
ed under the SR&ED regime. A more restricted rule permits
the deduction of current expenditures on scientific research car-
ried on outside Canada.530 Certain types of SR&ED claims have
more onerous disclosure requirements through a requirement to
disclose the identity of any third parties that have assisted in the
preparation of applications for SR&ED claims and penalties for
SR&ED program claims that have not been correctly filed.

“Scientific research and experimental development” is de-
fined to include basic research and applied research and devel-
opment (R&D), so long as there is a systematic investigation
or search carried out in a field of science or technology by
means of experiment or analysis.531 Certain prescribed activities
are excluded from the definition, such as market research, sales
promotion, quality control, routine testing, and routine data col-
lection.

Additional tax incentives are available with respect to
SR&ED, such as the investment tax credit (ITC) — see
VIII.E.4.a. and b., below).

f. Business Cessation

A number of rules apply where a taxpayer ceases to carry
on a business or ceases to use property in a business.

Where a taxpayer sells all or substantially all of the prop-
erty used in carrying on its business, including accounts receiv-
able, the taxpayer may jointly elect with the purchaser that a
series of statutory rules applies to those receivables.532 The pur-
pose is to obviate the difficulties that can otherwise arise re-
garding any discount computed based on collection costs or
doubtful debts. Such a discount is not otherwise deductible as
a business expense or reserve. The effect of the joint election,
which states an amount as having been paid for the receivables,
is that any discount may be deducted by the seller and is taxed
in the hands of the purchaser. The latter, however, may claim
a deduction with respect to receivables that prove to be uncol-
lectible.

Another rule is designed to override the case law, which
has established that the profit realized on the sale of a business
is a capital gain rather than income. Where a taxpayer has sold
all or any part of its inventory on disposing of or ceasing to car-
ry on business, this property will be deemed to have been sold
by the taxpayer in the course of carrying on the business, giv-
ing rise to ordinary income rather than a capital gain.533

Specific rules apply where a nonresident taxpayer ceases
to use property in connection with a business carried on by the
nonresident in Canada. Where a nonresident carrying on busi-
ness in Canada ceases to use property that is inventory in con-
nection with that business, the nonresident is deemed to have
disposed of the property at fair market value and to have reac-
quired the property at the same value.534 These rules would ap-

529 ITA, subsec. 37(1).
530 ITA, subsec. 37(2).
531 ITA, subsec. 248(1).
532 ITA, sec. 22.
533 ITA, sec. 23.

ply, for instance, where the nonresident removes the property
from its Canadian business and subsequently uses the proper-
ty in a business carried on outside Canada. The deemed dispo-
sition ensures that any change in value of the property is sub-
ject to Canadian tax. Similar rules apply where a nonresident
acquired capital property for the purpose of gaining or produc-
ing income from a source in Canada and commences to use
the property for some other purpose.535 For capital gains tax
and capital cost allowance purposes, the nonresident will be
deemed to have disposed of and reacquired the property imme-
diately after the change in use at the property’s fair market val-
ue.536

3. Capital Gains

The taxation of capital gains was introduced in 1972, with
one-half (50%) of a gain being included in a taxpayer’s income
and taxed at the applicable income tax rate (less allowable capi-
tal losses). Over the years, the inclusion rate was first increased
to 75% of the gain but has since been reduced back to 50%.
Special transitional rules may apply to tax years during which
the inclusion rates were changed. The federal government has
abandoned a Budget 2024 proposal to increase the inclusion
rate to two-thirds of the capital gain (proposed to be effective
after June 24, 2024 but never enacted).

a. What Is a Capital Gain?

The Income Tax Act does not define either “income” or
“capital gain.” Some assistance is rendered by the broad def-
inition of “business” as including a profession, calling, trade,
manufacture or undertaking of any kind whatever, and an ad-
venture or concern in the nature of trade. Many tax cases have
dealt with whether a particular transaction amounted to a busi-
ness, thus giving rise to taxable income, or was a realization of
an investment, giving rise to a capital gain.

The case law has established certain indicia or tests of the
distinction. While each case is decided entirely on its own facts,
these judicial tests may serve as useful guides. For example, a
gain would probably be classified as income if the answer to
any of the following questions is in the affirmative:

(i) Did the taxpayer enter into the transaction for the pur-
pose and with the intention of realizing a profit?

(ii) Has the taxpayer repeatedly and systematically entered
into transactions similar to that under consideration?

(iii) Is the transaction closely related to an activity that, be-
fore the transaction, has been an admitted income earning
activity of the taxpayer?

(iv) Did the taxpayer purchase the asset with the intention
of turning it to account by whatever means appeared fea-
sible, though perhaps not primarily intending to dispose of
it for a profit?
Other factors, such as the length of time an asset is owned

and the circumstances surrounding its sale, are relevant to the
determination of whether a capital gain has been realized. Ulti-
mately, the taxpayer should be able to establish that the asset in

534 ITA, subsecs. 10(12) and 14(14).
535 ITA, subsecs. 45(1), 13(9); para. 13(7)(a).
536 ITA, subsecs. 45(1), 13(9); para. 13(7)(a).
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question was an investment and its sale merely a realization or
change of investment, so that the “whole course of the venture”
is such as to indicate investment gains rather than income.

The uncertainty necessarily surrounding this determina-
tion may present a number of difficulties in business planning.
Sometimes it will be hard to predict whether a proposed trans-
action will give rise to a gain or loss that is to be accounted
for as income or as capital. The CRA advance ruling procedure
generally does not apply to such questions of fact. In some cas-
es, the doubt as to the proper tax treatment of such a gain or
loss, even after it has occurred, may affect the taxpayer’s con-
fidence in the computation of special corporate surpluses.

To some extent, there has been a limited response to this
uncertainty, at both the administrative and statutory levels.
Thus, the CRA has announced its policy of allowing commod-
ity trading gains and losses of individuals to be reported as ei-
ther income or capital, on a consistent basis, and a similar pol-
icy generally applies to the options market.537 The Income Tax
Act itself includes a system of “guaranteed capital gains” (and
losses) whereby certain Canadian resident taxpayers may per-
manently opt for capital treatment of all gains and losses on
prescribed Canadian securities.538

The Income Tax Act also contains special rules that deem
a capital gain (or a capital loss) to arise in certain situations,
such as where a corporation purchases its own bonds in the
open market or makes a gain or sustains a loss by virtue of
any fluctuation in the value of a foreign currency relative to the
Canadian dollar.539

b. Taxation of Capital Gains

In general, the excess of the taxpayer’s “taxable capital
gains” for the year over its “allowable capital losses” for the
year is taxable at full tax rates. A “taxable capital gain” is
a specified portion of the actual gain from the disposition of
property and an “allowable capital loss” is the specified portion
of the capital loss from the disposition of property.540 The cur-
rent specified portion or “inclusion rate” is one-half of the cap-
ital gain or loss.

The capital gain or loss from the disposition of property
is the difference between the “proceeds of disposition” and the
property’s “adjusted cost base.” “Proceeds of disposition” is
broadly defined and includes the following:541

(i) The sale price of property sold;

(ii) Compensation for property unlawfully taken, de-
stroyed, expropriated, or injuriously affected or damaged;

(iii) The reduction of mortgage liability as a result of the
forced sale of mortgaged property, plus any proceeds re-
ceived; and

(iv) The value of a debt extinguished by foreclosure of a
mortgage or repossession of property sold under a condi-
tional sale.

537 See Interpretation Bulletin IT-346R (11/20/78).
538 ITA, subsecs. 39(4)–(6).
539 ITA, subsecs. 39(2), (3).
540 ITA, sec. 38.
541 ITA, sec. 54.

The “adjusted cost base” of depreciable property is its cap-
ital cost and, of any other property, the cost of such property
as increased or decreased by virtue of specific provisions of the
Income Tax Act.542 The cost base will be increased (thus reduc-
ing any subsequent capital gain and increasing any subsequent
capital loss) where the taxpayer has made an outlay with re-
spect to such property effectively increasing its “cost” to the
taxpayer. Similarly, various amounts must be deducted from
the cost of property in computing its adjusted cost base.543

Individuals resident in Canada are also allowed an exemp-
tion from tax with respect to gain arising from the disposition
of a “principal residence,” as defined in the Income Tax Act
(although mortgage interest on a principal residence is not de-
ductible).

Gains derived from the disposition of a “qualified small
business corporation share” or a “qualified farm or fishing
property” are eligible for a special cumulative lifetime capital
gains exemption (LCGE).544 The amount of the exemption is
equal to Can. $1,016,836 for 2024 (indexed to the rate of infla-
tion for subsequent years). The exemption also applies to capi-
tal gains reserves that are brought into income in the tax year.

Legislative Note: Budget 2024 proposed to increase the
exemption to $1.25 million for dispositions starting on June 25,
2024, with indexation of the amount to resume in 2026. The
federal government has not confirmed whether this proposal
will also be abandoned in line with the abandonment of the
proposed increase to the capital gains inclusion rate, and, if it
is abandoned, what the 2025 amount of the exemption will be
based on the inflationary index.

For purposes of these exemptions, a taxpayer who ceases
to be or becomes resident in a tax year will be treated as
being resident throughout the year if the taxpayer was resident
throughout the immediately preceding or following year. Gains
or losses realized by an individual while not resident in Canada
do not affect the computation of the individual’s entitlement to
the capital gains exemption.

Net capital losses that can be deducted in the year of death
and in the immediately preceding year from sources of income
other than capital gains will be reduced to the extent of all cap-
ital gains exemptions claimed by the deceased individual.

Legislative Note: Budget 2024 proposed to introduce a
new Canadian entrepreneurs’ incentive that would reduce the
capital gains inclusion rate to half the ordinary rate (i.e., gener-
ally, one-quarter) for up to $2 million of certain capital gains.
The reduction would be available for dispositions at fair market
value of qualifying shares by eligible persons that occur on or
after January 1, 2025. Draft legislation was released on August
12, 2024. The federal government has not confirmed whether
this proposal will also be abandoned in line with the abandon-
ment of the proposed increase to the capital gains inclusion
rate.

Qualifying shares are, generally, shares of a small business
corporation that was a CCPC for 24 months prior to the disposi-
tion and that principally used over 50% of its assets in an active
business carried on primarily in Canada; certain corporations

542 ITA, sec. 54.
543 These adjustments are found in ITA, sec. 53.
544 ITA, subsec. 110.6(1).
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are excluded, including professional corporations, corporations
the reputation or skill of one or more of whose employees is
their principal asset, and corporations carrying on certain types
of businesses.

An eligible person is, generally, someone who: (i) held the
shares for a total period of at least three years prior to the dispo-
sition and who was “actively engaged on a regular, continuous,
and substantial basis in the activities of the business” during
those three years; and (ii) for the 24 months prior to the dispo-
sition, directly owned more than 5% of all issued and outstand-
ing shares by votes and value.

The $2 million lifetime limit would be phased in between
2025 and 2029 in $400,000 increments and would be available
in addition to other capital gains exemptions.

c. Deemed Dispositions

In various circumstances, a taxpayer will be deemed to
have disposed of capital property and to have realized a gain or
loss on such disposition.

The Income Tax Act provides that, immediately before his
or her death, a taxpayer is deemed to have disposed of each
capital property owned by him or her at fair market value. The
taxpayer’s beneficiaries are deemed to have acquired the prop-
erty at these values (subject to special rules for spousal be-
quests discussed below).545 A gift of property is also treated as
a disposition at fair market value.546

A deemed disposition also occurs when a taxpayer ceases
to have or establishes Canadian residence.547 The rules apply to
individuals, trusts and corporations that cease to be or that be-
come resident in Canada. Generally, a taxpayer that ceases to
be resident in Canada is treated as having disposed at fair mar-
ket value of all of its property (other than, in the case of an indi-
vidual, in general terms, property with respect to which Cana-
da would expect to collect tax on a subsequent disposition by
the nonresident taxpayer) immediately before ceasing to be res-
ident in Canada. A taxpayer that becomes resident in Canada is
treated as having acquired all of its property (other than, gener-
ally, property with respect to the disposition of which the non-
resident would already have been subject to Canadian tax) at a
cost equal to the fair market value of that property at the time
that the taxpayer becomes resident.

A taxpayer may take advantage of an election to furnish
security for payment of this “departure tax” in lieu of immedi-
ate payment. Further, there is no deemed disposition of proper-
ty brought to Canada or received while resident in Canada by
way of inheritance or gift by an individual if the taxpayer was
resident in Canada for periods aggregating less than five of the
10 years preceding his or her departure.

The income tax immigration rules determine the capital,
for tax purposes, of shares of corporations that become resident
in Canada. In general terms, such capital will not exceed the
excess of the cost of the corporation’s assets (as determined for
Canadian tax purposes, as described above) over its liabilities.

The “departure tax” described above entails a realization
of accrued gains with respect to property held by a Canadian

545 ITA, subsec. 70(5).
546 ITA, para. 69(1)(c).
547 ITA, sec. 128.1.

resident who becomes a nonresident. The tax applies to individ-
uals, trusts and corporations. As a corollary, individuals, trusts
and corporations that become resident in Canada generally en-
ter the system with a tax cost of property equal to fair market
value at the time of taking up residence.

Related rules determine the tax consequences of an amal-
gamation, merger or similar combination of corporations that
are resident in more than one jurisdiction. Where the combined
corporation is resident in Canada, any nonresident predecessor
corporations are deemed to have become resident in Canada
immediately before the merger. Where the combined corpora-
tion is nonresident, any Canadian resident predecessor corpora-
tions are deemed to have ceased to be resident immediately be-
fore the merger. The rules generally applicable to taxpayers be-
coming and ceasing to be resident in Canada, described above,
will apply accordingly.

A corporation that has been granted articles of continuance
(or similar constitutional documents) in a jurisdiction is treated,
for purposes of applying the Income Tax Act after that time, as
having been incorporated in that jurisdiction.548 Before the in-
troduction of this rule, the Canadian tax authorities had taken
the opposite approach, with unfortunate results for continued
corporations in many cases. For example, a corporation con-
tinued into Canada could generally never achieve the status of
a “taxable Canadian corporation.” (The application of most of
the reorganization tax deferral rules and the intercorporate div-
idend deduction, among other things, depends upon that sta-
tus.) Similarly, although a corporation continuing out of Cana-
da was subject to the “departure tax” described above, the cor-
poration generally was considered to retain its status as a res-
ident of Canada for Canadian tax purposes on the basis that it
had been incorporated in Canada.

A third type of deemed disposition applies only to trusts.
Generally, a trust is deemed to dispose of its property and im-
mediately reacquire it every 21 years.549 Where the trust has
been created in such a manner as to allow a rollover of proper-
ty to the taxpayer’s surviving spouse (see VIII.C.3.e., below), a
deemed disposition occurs when that surviving spouse dies.

Lastly, a deemed disposition rule is applicable in respect
of so-called synthetic disposition schemes, which eliminate all
or substantially all of the risk of loss or opportunity for profit
regarding a specific property. Hedging arrangements intended
to reduce the risk of owning specific property may be subject to
these rules. Similarly, “equity monetization” transactions will
likely be subject to these rules. When the synthetic disposition
scheme is intended to have effect for longer than one year, the
rules deem the property in question to have been sold and reac-
quired at fair market value after 30 days of entering into the
arrangement.

d. Rollovers

As a rule, taxpayers not dealing at arm’s length must, in
effect, transfer property between them for proceeds equal to
fair market value. Unless otherwise provided by a specific pro-
vision of the Income Tax Act, the purchaser’s cost will be
deemed equal to fair market value if the actual proceeds ex-

548 ITA, subsec. 250(5.1).
549 ITA, subsec. 104(4).
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ceed this amount, while the seller’s proceeds will be deemed
equal to fair market value if the actual proceeds are less than
this amount.550 Note that the CRA’s position is that, where the
seller’s proceeds are deemed to be the fair market value of the
property because the actual proceeds are less than this amount,
there is no corresponding increase to the purchaser’s cost of the
property based on the wording of subsection 69(1). Thus, there
is the possibility of economic double taxation on a subsequent
sale of the property by the purchaser. Hence, it is important to
use various “rollovers” to facilitate certain transfers without the
realization of accrued capital gains or losses.

Where rollover treatment is afforded, the transferor is gen-
erally deemed to have disposed of the property for proceeds of
disposition equal to his or her adjusted cost base, thereby elim-
inating gain or loss. The recipient is deemed to have acquired
the property at the adjusted cost base of the transferor. Thus,
tax is not saved, but is merely deferred. The transferee will ul-
timately pay the tax that the transferor has been spared, unless
the transferee too benefits from a rollover on a subsequent dis-
position of the property.

The more important situations in which a rollover occurs
include the following:

(i) On the transfer of most types of property by any person
to a Canadian corporation where the consideration in-
cludes shares (although, in this case, the rollover is elec-
tive and not necessarily at cost);551

(ii) On the winding-up of a 90% or more owned Canadian
subsidiary of another Canadian corporation;552

(iii) In certain instances of domestic corporate reorgani-
zations, amalgamations, debt-for-debt exchanges or share-
for-share exchanges, and analogous reorganizations in-
volving foreign affiliates;553

(iv) In certain divisive reorganizations where the property
of a corporation is divided among “non-arm’s-length” cor-
porations, or where the property of a corporation is divided
among arm’s-length corporations and each such recipient
receives the proportion of assets of each type owned by the
transferor corporation equal to the proportion of the shares
in the transferor owned by the recipient immediately be-
fore the transfer, or on certain public company split-ups;554

(v) On the transfer of property inter vivos or on death to
a spouse or to a trust for a spouse fulfilling certain condi-
tions;555

(vi) On the purchase of replacement property with insur-
ance proceeds or compensation received by virtue of ex-
propriation, or, in limited cases, purchase of a replacement
for real property used in a business;556

550 ITA, sec. 69.
551 ITA, sec. 85.
552 ITA, subsec. 88(1).
553 ITA, secs. 86, 51, 51.1, 85.1, subsec. 95(2). The rollover in subsec.

85.1(3) and para. 95(2)(c) will generally not apply on the transfer of foreign af-
filiate shares that are “excluded property” where a loss would otherwise arise.

554 ITA, paras. 55(3)(a) and (b).
555 ITA, subsecs. 73(1), 70(6).
556 ITA, subsec. 13(4), sec. 44.

(vii) On the winding-up of a partnership in certain circum-
stances;557 and

(viii) On certain distributions of trust property to capital
beneficiaries.558

e. Property Receiving Special Treatment

Property owned by a person is considered “personal-use
property” if it is primarily for the personal use or enjoyment
of the owner or of any individual related to the owner,559 such
as personal effects, automobiles, furniture and residences (other
than principal residence). Two special rules distinguish the
treatment of personal-use property from other property with
regard to capital gains. First, when any such property is dis-
posed of, the gain is measured against a deemed minimum cost
of Can. $1,000. Second, losses on dispositions of personal-use
property are not deductible from income, even income result-
ing from the disposition of other personal-use property. An ex-
ception to this latter rule is made in relation to “listed personal
property,” that is, various forms of valuable property such as
jewelry, rare folios, works of art, etc.560 Losses on dispositions
of listed personal property may be deducted from gains on dis-
positions of other listed personal property. A net loss may not
be taken against other income; however, any unabsorbed loss-
es may be carried forward seven years and back three years to
offset gains on such property.

One type of property with respect to which the classifi-
cation of gains or losses may be difficult is money. Canadian
taxpayers engaged in international commerce, and foreign tax-
payers trading with Canada, may realize gains or losses with
respect to currencies other than Canadian dollars. The charac-
terization of any such gains or losses will normally depend on
the use to which the money is put and the context for the trans-
action. Further, gains and losses may be recognized without a
“disposition” where the taxpayer has “made” a gain or “sus-
tained” a loss by reason of currency fluctuations, for example,
on the repayment of foreign currency-denominated debt.561

The tax treatment of foreign exchange losses was dealt
with in the two Supreme Court of Canada cases of Imperial Oil
and Inco.562 In both cases, the taxpayers issued U.S. dollar-de-
nominated debentures at a discount. By the time some of these
debentures were redeemed years later, the Canadian dollar had
depreciated relative to the U.S. dollar. Apart from the original
issue discount, the redemption payment (expressed in Canadian
dollars at the time of redemption) exceeded the face amount of
the redeemed debentures (expressed in Canadian dollars at the
time of issue). Relying on paragraph 20(1)(f) of the Income Tax
Act (which at the time allowed a deduction for 50% of the ex-
cess of the amount paid in satisfaction of the principal amount
of a debt over the amount for which the debt was issued), the
taxpayers sought to deduct 50% of the excess from their busi-
ness income.

557 ITA, subsecs. 98(3), (5), (6).
558 ITA, subsec. 107(2).
559 ITA, secs. 54, 46.
560 ITA, sec. 41.
561 ITA, subsec. 39(2).
562 2006 SCC 46. Both cases were heard together.

VIII.C.3.e.VIII.C.3.e. Detailed AnalysisDetailed Analysis

A - 82 11/01/2025 © 2025 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-63359-385-5 7050-2nd



Under paragraph 20(1)(f) (which has traditionally been as-
sociated with original issue discounts), 50% of the excess of: (i)
the principal amount repaid over (ii) the amount for which the
debt was issued, is deductible by a taxpayer from business in-
come unless the excess is a “shallow” discount (in which case,
the full amount of the excess is deductible). The dispute with
the tax authorities was whether this provision also applied to
foreign exchange losses (i.e., the excess, not attributable to the
discount, that arises because the foreign currency in which the
debt is denominated appreciates relative to the Canadian dol-
lar). In turn, it was argued, this depends upon whether the prin-
cipal amount of the debt is to be expressed in Canadian dollars
using the foreign exchange rate at the time of issue (as was ar-
gued by the Crown) rather than at the time the debt was repaid
(as was argued by the taxpayers).

The majority held that paragraph 20(1)(f) of the Act only
applies to the costs that arise as a result of the debt being issued
at a discount because, based upon the words of the provision,
that best reflects the statutory scheme and the intent of Parlia-
ment. It was never intended that paragraph 20(1)(f) apply to
foreign exchange losses. Such losses are costs with respect to
financing in foreign currency that are of a wider class than dis-
counts and are not referred to in the provision. Consequently,
the majority held, the provision did not apply, and the foreign
exchange losses were capital losses under subsection 39(2), a
residual provision that applies to foreign exchange losses.

The immediate result of the Supreme Court’s decisions in
Imperial Oil and Inco is that foreign exchange losses incurred
on the repayment or repurchase of capital debts are not de-
ductible in computing business income, but instead are capital
losses. However, the Court’s reasoning in reaching that conclu-
sion may have broader implications that should find favor with
taxpayers:

(i) Although the majority and the minority did not agree
that the foreign exchange losses were direct or intrinsic
costs of the borrowing, they did agree that, to encourage
businesses to raise debt capital, the Income Tax Act pro-
vides a deduction for virtually all other financing costs that
arise directly out of the borrower-lender relationship.

(ii) Both the majority and the minority acknowledged that
they were dealing with indebtedness that was on capital
account. However, the majority also acknowledged that
the character of a foreign exchange gain or loss cannot
be separated from that of the underlying transaction. This
means that, where an underlying business transaction is on
income account, the foreign exchange gain or loss with re-
spect to that transaction is also on income account and is
not transformed into one on capital account (for example,
because the underlying business transaction is not com-
pleted).
More troubling for taxpayers, however, is that both the

majority and the minority acknowledged that the Minister’s
treatment of commodity-based loans and exchangeable deben-
tures was inconsistent with the Minister’s treatment of foreign
currency indebtedness. Although the minority agreed with the
administrative position and found no principled basis on which
to justify the Minister’s differing position in Imperial Oil and
Inco, the majority did not deny the Minister’s ability to take

such inconsistent positions, nor did it allow that inconsistency
to interfere with its interpretation and application of the Act.

Comment: Taxpayers who are considering transactions
that rely on an administrative position of the Minister should
carefully consider whether that position properly reflects the
law, failing which, taxpayers would be well advised to obtain
advance income tax rulings with respect to their proposed
transactions.

The CRA has generally taken the view that a foreign cur-
rency hedge may be on capital account where it reduces the
taxpayer’s risk with respect to a capital transaction. However,
the CRA has generally considered that a similar result would
not arise where the taxpayer hedges risk with respect to a capi-
tal property (such as shares of a subsidiary) rather than a trans-
action. However, in George Weston Limited v. The Queen,563

the court held that certain currency hedges were on capital ac-
count where they hedged the taxpayer’s indirect foreign ex-
change exposure to shares of a subsidiary — which was rele-
vant to the taxpayer’s accounting and financial reporting. The
Supreme Court of Canada subsequently held in MacDonald v.
The Queen564 that the tax characterization of a derivative con-
tract is dependent on the contract’s purpose as determined us-
ing objective indicia, such as the contract’s linkage to an under-
lying asset, liability or transaction. The greater the linkage be-
tween the derivative contract and the underlying asset, liability
or transaction, the stronger the presumption that the purpose of
the derivative contract is to hedge the underlying asset, liability
or transaction.

Options also receive special treatment.565 The general rule
is that granting an option to acquire property is itself a dispo-
sition that triggers a capital gain equal to the amount received
for the option. When the option is exercised, the purchaser in-
cludes its cost in the cost of the property and, in lieu of realiz-
ing a gain on the grant of the option, the seller may include the
original amount received in the proceeds of disposition of the
property. An option respecting shares of a corporation is differ-
ent. There is no gain to the issuer on a grant of an option by
a corporation to acquire shares of itself unless the option goes
unexercised and certain other conditions are satisfied.

There are special treatment rules concerning certain “char-
acter conversion transactions” — i.e., financial agreements in-
tended to purchase or sell capital property where the value of
consideration is not determined by reference to the actual val-
ue of the property, the value of the associated capital gains or
the income derived from the property. Investment funds have
traditionally entered into such agreements in pursuit of higher-
than-expected returns. The rules deem any gains or losses de-
rived from character conversion transactions to be on account
of income, rather than on account of capital gains.

There is an exception to these rules if the price payable un-
der the contract is determined by reference to the value of the
capital property to be acquired thereunder, or revenue, income
or cash flow in respect of such property.

The availability of this exception is limited in certain cir-
cumstances where the capital gain from the disposition of the

563 2015 TCC 42.
564 2020 SCC 6.
565 ITA, sec. 49.
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derivative can reasonably be considered to be attributable to in-
terest, dividends or income of a trust that was paid or payable
on the underlying security. This limitation is generally effective
as of March 19, 2019.

f. Capital Losses

Normally, allowable capital losses may be set off only
against taxable capital gains. Allowable capital losses not used
in a particular tax year may be carried back three years or
forward indefinitely to offset taxable capital gains realized in
those other years. The loss carryover provisions are discussed
at VIII.D.6., below.

An exception to the rule that allowable capital losses may
only reduce taxable capital gains is provided where the capital
loss constitutes an allowable “business investment loss.”566 This
is generally a loss from the disposition, to an arm’s-length pur-
chaser, of shares or debts of a “small business corporation.” In
general, a small business corporation is defined as a Canadian
controlled private corporation all or substantially all of the as-
sets of which are used in an active business carried on primar-
ily in Canada by the particular corporation or by a corporation
related to it. In the case of debts, where the taxpayer is a cor-
poration, the debtor must be dealing at arm’s length. One-half
of a business investment loss (an “allowable business invest-
ment loss”) may be used to offset income from any source.567

Any unused portion of an allowable business investment loss in
a particular tax year becomes a noncapital loss, which may be
carried back three years and forward 20 years to offset income
from any source.568 An allowable business investment loss not
used within the 20-year carryforward period becomes a net cap-
ital loss, which may be carried forward indefinitely, but applied
only against taxable capital gains in future years.569

D. Computation of Taxable Income

In general terms, a taxpayer’s “taxable income” is the tax-
payer’s income adjusted for certain additions and deductions in
Division C of the Income Tax Act. The taxpayer’s income tax
is determined by applying the applicable tax rates to the amount
of taxable income. The income tax is then subject to further ad-
justments to determine the taxpayer’s final tax payable.

1. Personal and Similar Deductions

Individuals are allowed various personal, charitable, med-
ical and other credits in computing income tax payable. These
items are dealt with at VIII.E.4., below.

2. Employee Stock Options

The tax treatment of employee stock options is discussed
at VIII.C.1.a.(5), above. Part of that system involves certain de-
ductions available to individuals in computing taxable income.
In particular, individuals may deduct one-half of the amount of
the benefit deemed to have been received on the exercise or

566 ITA, para. 39(1)(c).
567 ITA, para. 38(1)(c) and sec. 3.
568 ITA, para. 111(1)(a) and subsec. 111(8) definition of “noncapital loss.”

Note that noncapital losses that arose in taxation years ending before March 23,
2004, are carried forward seven years, and those in taxation years ending from
March 23, 2004 through December 31, 2005, are carried forward 10 years.

569 ITA, subsec. 111(8) definition of “net capital loss.”

disposition of a qualifying stock option, subject to the limita-
tion on stock option deductions. This includes rights to acquire
shares that are prescribed shares (essentially common equity
shares), where the amount payable by the taxpayer to acquire
the shares under the agreement is not less than the fair market
value of the shares at the time the agreement was made.570

Where the employee surrenders the option for cash in lieu
of exercising it, the paragraph 110(1)(d) deduction may be
available in certain circumstances. However, an employee will
generally be prevented from claiming a deduction under para-
graph 110(1)(d) unless the employer elects in the prescribed
form to forgo a corporate deduction for the cash payment.

However, based on the 2011 decision of the Federal Court
of Appeal in Imperial Tobacco Canada Ltd. v. The Queen,571

cash payments made on the surrender of options in the context
of a corporate takeover may not be deductible.

In addition, as part of the special system applicable to
rights to acquire shares from CCPCs, a taxpayer may deduct
one-half of the benefit deemed to have been received on the
disposition of a share subject to those rules, provided he or
she has not disposed of the share (otherwise than as a conse-
quence of death) or exchanged the share within two years af-
ter the day it was acquired. This deduction does not apply if
the other deduction in computing taxable income with respect
to qualifying stock options referred to immediately above has
been claimed.572

3. Charitable Gifts

Charitable gifts made by an individual entitle the donor to
a tax credit against tax otherwise payable. However, corpora-
tions are entitled to a deduction for charitable donations in com-
puting taxable income. Gifts to charitable and other organiza-
tions, as well as gifts to the Crown, are deductible by a corpo-
ration up to an annual maximum of a total of 75% of the cor-
poration’s income for the year, plus 25% of any taxable capital
gain resulting from the gift and 25% of any recaptured depreci-
ation included in income as a consequence of a charitable do-
nation. Gifts not deductible in the year may be carried forward
five years. To qualify, a donation must be proven by filing re-
ceipts that contain prescribed information and must have been
made to:

(i) A registered charity;

(ii) A registered Canadian amateur athletic association;

(iii) A tax-exempt Canadian housing corporation;

(iv) A Canadian municipality;

(v) The United Nations or an agency thereof;

(vi) A prescribed foreign university;

(vii) A foreign charitable organization to which the Cana-
dian government has made a gift during the year or the pre-
ceding 12 months; or

(viii) His Majesty in right of Canada or a province.

570 ITA, para. 110(1)(d).
571 2012 DTC 5003 (FCA), leave to appeal to the Supreme Court of Canada

denied.
572 ITA, para. 110(1)(d.1).
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Ordinarily, a gift of property entails a deemed disposition
of the property given at fair market value. Where, however, a
corporation makes a gift of capital property to a qualified donee
or, in the case of a corporation not resident in Canada, a gift of
Canadian real property to a prescribed donee who provides a
satisfactory undertaking that the property will be held for use in
the public interest, then the corporation may choose an amount,
not greater than the fair market value and not less than the ad-
justed cost base of the property, as constituting both the amount
of the gift and the proceeds of disposition.573

Where a donor derives some advantage or benefit from a
gift to an eligible charitable donee, the donor’s qualifying char-
itable donation is limited to the excess of the fair market value
of property donated over the value of the advantage or benefit,
if any, to which the donor is entitled as a result, such excess
being defined as an “eligible amount.” Furthermore, the mini-
mum designated amount for a gift of capital property and cer-
tain real property of the type discussed above is limited to the
greater of the amount of the advantage, if any, related to the gift
and the cost of the property.574

Individuals and corporations making donations of certain
types of ecological or cultural property, securities listed on
designated stock exchanges, mutual fund units and segregated
funds of life insurance companies to charities (other than pri-
vate foundations) do not have to include any portion of any re-
sultant capital gain in their income.575

A parallel provision applicable to the exercise of employee
stock options and the donation of such shares (or mutual fund
units) reduces the inclusion of any amount of an employee ben-
efit in income to zero.576 To qualify for this treatment, the secu-
rity must meet the criteria for donations of publicly listed se-
curities,577 the taxpayer must qualify for the employee stock op-
tion deduction,578 and the taxpayer must donate the security dur-
ing the year and within 30 days of exercising the option.579

Notwithstanding the above, the donation of an option to
acquire a property of the taxpayer will not entitle the taxpayer
to a tax credit until the option is exercised. Recognition of the
donation is also generally deferred for nonqualifying securities
(generally speaking, securities of the donor and those of per-
sons not dealing at arm’s length with the donor that are not list-
ed on a designated stock exchange) until such time within five
years of the donation as they are disposed of by the donee for
a consideration that is not other nonqualifying securities of any
person.

4. Preferred Share Dividends

A fuller discussion of the complex rules relating to the tax-
ation of preferred share dividends is at IX.C.1.a.(5) and (6), be-
low. As part of that system, a dividend-paying Canadian corpo-
ration, in certain circumstances, may be required to pay a spe-
cial tax under Part VI.1 of the Income Tax Act that is equal to a
defined percentage of dividends paid at a rate of 25% (for div-

573 ITA, subsec. 110.1(3).
574 ITA, subsecs. 248(30) to (32).
575 ITA, subsec. 38(a.1).
576 ITA, para. 110(1)(d.01).
577 ITA, subpara. 110(1)(d.01)(i).
578 ITA, subpara. 110(1)(d.01)(iv).
579 ITA, subpara. 110(1)(d.01)(iii).

idends paid on taxable preferred shares) or 40% (for dividends
paid on short-term preferred shares). That tax is recoverable
against ordinary Part I income tax through a deduction in com-
puting taxable income. In particular, an amount equal to 3.5
times the tax payable by the taxpayer for the year is deductible
in computing taxable income.580 This tax regime is analogous to
the old U.K. Advance Corporation Tax (ACT) system. The tax
is intended to ensure that a shareholder is not afforded a credit
greater than the amount of tax actually paid by the corporation.

There are several exemptions from Part VI.1 tax, the most
significant of which is an exemption for dividends paid to a
shareholder that has a “substantial interest” in the dividend
payor.581 A shareholder has a substantial interest in a dividend
payor where, among other things, the shareholder is related to
the dividend payor. Thus, dividends on preferred shares be-
tween related parties that are part of the same corporate group
are generally not subject to Part VI.1 tax.

5. Capital Gains Exemption

The special lifetime exemption for certain capital gains re-
alized by Canadian resident individuals is discussed at
VIII.C.3.b., above. The exemption is effected by way of a de-
duction in computing taxable income.582

6. Losses

Losses incurred in other tax years may, subject to various
restrictions, be deducted in computing taxable income.583 For
this purpose, losses are divided into five categories:

(i) Noncapital losses;

(ii) Net capital losses;

(iii) Restricted farm losses;

(iv) Farm losses; and

(v) Limited partnership losses.
In each case, no amount may be deducted in any year until

losses deductible in previous years have been claimed. Losses
need not be claimed in any particular year, subject to the carry-
over limitations noted in VIII.D.6., below.584

The Income Tax Act generally does not contain a provi-
sion permitting consolidated returns or group relief.585 The uti-
lization of losses within a corporate group, however, is possible
in limited circumstances, as discussed in VIII.D.6.f., below.

a. Noncapital Losses

A taxpayer’s noncapital loss for the year is the amount
by which:586 the taxpayer’s losses for the year from an office,
employment, business or property, and allowable business in-

580 ITA, para. 110(1)(k).
581 ITA, subsecs. 191(1) and (2).
582 ITA, subsec. 110.6(1). This provision was amended in 2007 to extend

the lifetime capital gains exemption, as well as various intergenerational
rollovers, to fishers by way of a capital gains exemption for qualified fishing
property.

583 ITA, subsec. 111(1).
584 ITA, subsec. 111(3).
585 Part VI.I tax may be transferred to a related corporation through a joint

election in ITA, sec. 191.3.
586 ITA, subsec. 111(8).
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vestment loss (see VIII.C.3.f., above) plus amounts deductible
with respect to intercorporate dividends (see VIII.D.7., below),
the capital gains exemption, and certain other items, exceed the
taxpayer’s net income from these sources, plus taxable capital
gains.

Noncapital losses may be carried forward for 20 years and
back for three years.587 That is to say, in computing taxable in-
come for a particular year, the taxpayer may deduct against in-
come or gains noncapital losses of the 20 immediately preced-
ing years and the three years immediately following.

b. Net Capital Losses

As a rule, capital losses are not deductible against sources
of income other than capital gains. Allowable capital losses,
other than allowable business investment losses
(see VIII.C.3.f., above), may only be claimed against taxable
gains in the year.

To temper the harshness of this rule, a “net capital loss” for
a year may be carried forward indefinitely. In essence, net capi-
tal losses are the portion of a taxpayer’s allowable capital losses
that have not been used to offset any taxable capital gains in a
particular year. In particular, the taxpayer may deduct in com-
puting taxable income his or her net capital losses of all taxa-
tion years preceding, and the three taxation years immediately
following, the year up to the amount of the taxpayer’s net tax-
able capital gains for that year. Net capital losses are adjusted
to reflect the inclusion rate of the year in which the losses are
incurred and the year to which they are carried over so that a
capital loss incurred in one year will fully offset a capital gain
of the same amount incurred in another year, even if different
inclusion rates would otherwise mean that the quantum of net
capital loss and taxable capital gain are not equal.

c. Farm Losses

Where a taxpayer’s chief source of income is neither farm-
ing nor a combination of farming and some other source (“hob-
by farmers”), the taxpayer’s loss from any farming business
carried on by him or her is restricted in such a manner that
the maximum possible loss that may be claimed in a tax year
is Can. $17,500.588 More precisely, if the loss does not exceed
Can. $2,500, it is fully deductible; if the loss exceeds that
amount, the deduction is Can. $2,500 plus one-half the amount
of the excess, up to the Can. $17,500 maximum. Such part of
the loss as may not be deducted due to the application of this
formula is referred to as a “restricted farm loss.” Such a loss
may be carried forward for 20 years and back for three years
subject, however, to the further limitation that it be used only to
reduce the taxpayer’s income from farming businesses carried
on by the taxpayer.589

Other losses from a farming (or fishing) business are treat-
ed essentially as noncapital losses, which may be carried for-
ward 20 years and back three years.590

587 ITA, para. 111(1)(a). Note, however, that non-capital losses that arose in
tax years ending before March 23, 2004, are carried forward only seven years,
and those that arose in taxation years ending between March 23, 2004, and De-
cember 31, 2005, are carried forward only 10 years.

588 ITA, sec. 31.
589 ITA, para. 111(1)(c).
590 ITA, para. 111(1)(a), subsec. 111(8).

d. Limited Partnership Losses

Rules to restrict the deductibility of losses by limited part-
ners are discussed in greater detail in connection with partner-
ships at IX.A.1., below. Generally, a loss of a partner disal-
lowed under these rules becomes a “limited partnership loss,”
which may then be deducted in computing taxable income
against, in effect, limited partnership profits. In particular, the
limited partnership loss with respect to a partnership for all pre-
ceding tax years is deductible to the extent of the partner’s “at-
risk amount,” less other losses and deductions. Since the “at-
risk amount” increases when the partnership earns income, the
system enables the partner to claim the disallowed loss against
such a partnership profit.591

e. Acquisition of Control

Special rules restrict the ability of a corporation to carry
forward accumulated losses after an acquisition of control of
the corporation. These rules are intended to discourage taxpay-
ers from trading losses through the purchase and sale of cor-
porations in significant loss positions where the business of the
loss company is not continued after the acquisition of control.
The losses restricted include noncapital and net capital loss car-
ryforwards, as well as accrued but unrealized losses inherent in
the value of the corporation’s non-depreciable capital property.
The traditional test for determining whether there has been an
acquisition of control is a test of legal or de jure control — i.e.,
ownership of a sufficient number of shares with voting rights to
enable the holder to elect a majority of the board of directors.

These rules also may apply to deem an acquisition of con-
trol of an acquiring corporation where shares of the acquiring
corporation are issued in exchange for the acquired corporation,
and where shares of a corporation are issued in exchange for
interests in a specified investment flow-through (SIFT) trust, a
SIFT partnership or a real estate investment trust.

A bright-line test deems de jure control to have been ac-
quired in certain instances to curtail corporate loss trading.
When a person or a group of persons holds shares of a company
the value of which, in aggregate, exceeds 75% of the fair value
of all shares of the corporation, regardless of voting rights, and
it is reasonable to conclude that the ownership structure has
been created to avoid the application of loss-restriction rules,
the rules deem such persons to have control of the corporation.

Where there has been an acquisition of control of a corpo-
ration, the corporation’s tax year is deemed to have ended im-
mediately before control was acquired.592 This gives rise to all
of the consequences of a taxation year-end, such as the oblig-
ation to file a corporate tax return, and also supports the rules
that restrict certain loss carryovers. A separate determination of
the income or loss of the corporation for the period ending on
the date of acquisition of control must therefore be made, per-
mitting the loss carryforward limitations to be applied.

In the case of net capital losses, a carryforward is not per-
mitted if control of the corporation that incurred the loss is ac-
quired by persons that did not control it at the end of the loss
year. There is no carryback if control is acquired before the be-

591 ITA, para. 111(1)(e).
592 ITA, subsec. 249(4).
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ginning of the loss year by persons that did not control the cor-
poration at the beginning of the preceding year into which the
loss is being carried.593 Gains or losses on foreign-denominat-
ed debt arising from currency fluctuations will be treated in the
same manner as other capital gains and losses.594

The adjusted cost base of non-depreciable capital property
owned by the corporation immediately before the change of
control is reduced to its fair market value, with the amount by
which the adjusted cost base is so reduced constituting a capital
loss of the corporation for the year ended immediately before
the change of control. The corporation may elect to be treated
as having disposed of, and reacquired, other of its capital prop-
erty immediately before the year-end deemed to occur on an
acquisition of control, thus enabling the corporation to realize
accrued gains to offset these losses.595

In the case of noncapital losses or farm losses, the rule
is more complex. Where control has been acquired before any
particular tax year, the carryforward of prior losses depends on
both a qualitative and a quantitative test. First, no deduction is
available unless the business that incurred the loss is carried on
throughout the year for profit or with a reasonable expectation
of profit. Second, in such a case, the deduction is limited to the
corporation’s income from that business or a substantially sim-
ilar one.596 The carryback of such losses is subject to an analo-
gous restraint. The loss business must be carried on for profit
or with a reasonable expectation of profit, throughout the car-
ryback year and in the loss year. The deduction is limited to in-
come from the business or a substantially similar business.597

The deduction for noncapital or farm losses is also limited
to such losses as may reasonably be regarded as losses from
carrying on a business. Losses from property or allowable busi-
ness investment losses may not be carried either forward or
backward over an acquisition of control.

The carryforward of R&D expenses on an acquisition of
control is restricted in a similar manner. Such expenses are de-
ductible for a year after an acquisition of control only if the
business to which the expenses relate is carried on throughout
that year for profit or with a reasonable expectation thereof, and
only to the extent of the income earned from that or a similar
business.598

Where a corporation acquires depreciable property within
the 12-month period before an acquisition of control and the
property was not used (or acquired for use) in a business carried
on by the corporation before that 12-month period, the property
is deemed to have been acquired immediately after the acquisi-
tion of control for purposes of computing undepreciated capital
cost of the property. The same deeming rule applies for purpos-
es of calculating certain investment tax credits.599 A similar rule
applies with respect to foreign or Canadian resource property
acquired by a corporation that was not a principal business cor-
poration (essentially, a natural resource company) for purpos-
es of calculating foreign exploration and development expens-

593 ITA, subsec. 111(4).
594 ITA, subsec. 111(12).
595 ITA, para. 111(4)(c)–(e).
596 ITA, para. 111(5)(a).
597 ITA, para. 111(5)(b).
598 ITA, para. 37(1)(h), subsec. 37(6.1).
599 ITA, subsec. 13(24).

es, cumulative Canadian development expenses, and cumula-
tive Canadian oil and gas property expenses. These rules pre-
vent the transfer of property with respect to which certain tax
deductions or credits are available, in contemplation of an ac-
quisition of control to reduce taxable income, where the per-
sons acquiring control would not be in a position to use the de-
ductions or credits themselves.

Various other rules support these loss restricting provi-
sions. For example, on an acquisition of control there is a
deemed realization of accrued losses in depreciable property,
rendering such losses effectively subject to the strictures de-
scribed above.600 Various natural resource deduction accounts
also are affected by an acquisition of corporate control.601

f. Corporate Reorganizations

The rules described above prevent the use of losses in cer-
tain cases where control of the loss company is acquired. How-
ever, special rules provide that “control” for these purposes will
not generally be regarded as having been acquired where the
loss company was controlled by a person related to the acquir-
ing taxpayer.602 This prevents the loss restriction rules from ap-
plying on certain corporate reorganizations.

Because the Canadian income tax system does not permit
consolidated tax returns, rules permitting the carryforward of
losses on certain mergers are of particular importance. Noncap-
ital and net capital losses of a predecessor taxable Canadian
corporation may be used by the corporation resulting from an
amalgamation as if they had been incurred by it.603 Similarly,
losses of this type flow to the Canadian parent of a wholly
owned Canadian subsidiary on liquidation of the subsidiary.604

The Income Tax Act also contains rules designed to prevent the
use of these relief provisions to acquire losses from outside a
corporate group.

g. Nonresident Taxpayers

A nonresident subject to Canadian tax may accumulate
losses, which may be deducted in computing taxable income
earned in Canada only to the extent they may reasonably be
considered to relate to Canadian-source employment income,
business income or capital gains.605 However, the computation
of a taxpayer’s loss for a year during which the taxpayer was
a nonresident takes into account neither losses from businesses
the income of which would be treaty-exempt nor losses from
properties with respect to which any gain realized upon their
disposition would be treaty-exempt.606

7. Intercorporate Dividends

The taxation of dividend income will be discussed at
greater length in the context of corporate distributions at
IX.C.1., below. Deductions for certain dividends received are
discussed briefly here because they are elements of the compu-
tation of taxable income.

600 ITA, subsec. 111(5.1).
601 ITA, subsec. 66.7(10).
602 ITA, subsec. 256(7).
603 ITA, subsec. 87(2.1).
604 ITA, subsecs. 88(1.1)–(1.3).
605 ITA, para. 115(1)(d).
606 ITA, subsec. 111(9).
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Dividends received by a corporation are included in in-
come but are deductible in computing taxable income if the div-
idends are taxable dividends paid by a taxable Canadian corpo-
ration or Canadian resident corporation controlled by the recip-
ient corporation.607 A “taxable Canadian corporation” is a cor-
poration that is not exempt from tax, is resident in Canada, and
was either incorporated in Canada or has continuously been
resident in Canada since June 18, 1971.608

Dividends from nonresident corporations are also included
in income.609 Under a complex set of rules, such dividends re-
ceived by a Canadian resident corporation may be partially or
completely deductible in computing taxable income.610 These
rules are discussed at XI.E.2.c.(2), below.

E. Computation of Tax

Income tax payable is determined by applying a percent-
age rate to a taxpayer’s taxable income. Individuals, trusts, and
corporations use different tax rates and rules in computing their
tax payable.

1. Individuals

The taxable income of an individual is subject to progres-
sive taxation. The threshold levels at which each rate increase
applies are subject to indexing for inflation.611 For the 2025 tax-
ation year, Canadian federal taxes imposed on individuals are
as follows:

15% (proposed to be reduced
to 14.5% for 2025 and 14%
for 2026 onward in Bill C-4)

$0 – $57,375

20.5% $57,376 – $114,750

26% $114,751 – $177,882

29% $177,883 – $253,414

33% $253,415 and above

To these federal taxes must be added (nondeductible)
provincial income taxes levied, except in the case of Quebec
(which collects its own tax on separate tax returns). In addition,
a surtax is imposed on higher-income individuals in certain
provinces. Married taxpayers in Canada do not file “joint re-
turns;” each spouse files and pays tax individually.

Individuals and certain trusts are also subject to an “alter-
native minimum tax” (AMT). An individual’s minimum tax is
calculated as a percentage, currently 15%, of an adjusted in-
come amount. The individual must then pay the greater of his
or her tax otherwise determined or the AMT. In determining
the individual’s adjusted income amount, only certain basic de-
ductions may be claimed, and certain additional amounts must
be included (e.g., the total amount of capital gains and losses).
From this adjusted amount is deducted an exemption equal to
Can. $40,000, before calculating the individual’s AMT. Addi-

607 ITA, sec. 82 and subsec. 112(1).
608 ITA, subsec. 89(1).
609 ITA, sec. 90.
610 ITA, sec. 113.
611 TA, secs. 117, 117.1.

tional taxes paid pursuant to the AMT rules may be carried for-
ward for deduction for seven years.612

Legislative Note: Numerous amendments to the AMT
were proposed as part of Budget 2023, effective for tax years
commencing on or after January 1, 2024. The changes include
broadening the adjusted income amount representing the AMT
tax base, limiting the application of non-refundable tax credits
to 50% (currently 100%) and increasing the AMT rate from
15% to 20.5%. The government also proposed to raise the ex-
emption to the start of the fourth federal tax bracket, which is
indexed annually to inflation ($177,882 for 2025). The Depart-
ment of Finance released draft legislation for this proposal on
August 4, 2023 and proposed further changes to the draft legis-
lation in Budget 2024 (including increasing the amount of char-
itable donations that can be claimed to 80%, allowing certain
other deductions and credits, allowing certain disallowed cred-
its to be carried forward, and fully exempting certain trusts re-
lating to Indigenous groups, communities and peoples that hold
rights recognized and affirmed by section 35 of the Constitu-
tion Act, 1982). Some of the amendments to the AMT were en-
acted on June 20, 2024, while other proposed amendments re-
main outstanding.

2. Trusts

As a general rule, trusts are taxed under the Income Tax
Act in a manner similar to individuals, except that all inter
vivos trusts (other than mutual fund trusts) and most testamen-
tary trusts are subject to tax at the top marginal federal rate of
33% (rather than the graduated rates that apply to individuals).
Certain limited types of testamentary trusts are subject to tax
based on the graduated rates that apply to individual taxpayers.

Trusts other than mutual fund trusts are subject to the sur-
taxes applicable to individuals, as described in above. Trusts
are also subject to the alternative minimum tax as described
above in connection with individuals. Anti-avoidance rules en-
sure that the Can. $40,000 alternative minimum tax exemption
cannot be increased by using a multiple trust structure.

Certain public income trusts and partnerships that are
specified investment flow-through (SIFT) trusts or partnerships
are taxed in the same manner as corporations by disallowing
previously deductible income distributions and by imposing a
tax on certain trusts or partnerships at the combined federal/
provincial corporate rate. These rules are quite complicated and
are intended to apply to a SIFT trust or partnership, although
they may apply in various unintended circumstances. (See fur-
ther details in IX.B.5., below.)

Trusts are also subject to rules restricting loss-trading.
Specifically, the rules, discussed in relation to corporations in
VIII.D.6.e., above, apply equally to trusts that have been sub-
jected to a “loss restriction event” — i.e., an event whereby a
person or a group of persons acquire a beneficiary interest in
the trust that is greater than 50% of the fair market value of all
of the interests in the trust. Much like with corporations, anti-
avoidance rules exist that restrict the ability to structure trusts
in a way that avoids the application of the loss restriction rules
of the ITA.

612 ITA, secs. 127.5 to 127.55.
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3. Corporations

a. Basic Tax Rate

The basic federal corporate income tax rate is 38%, which
is applied to a corporation’s taxable income or, where the cor-
poration is a nonresident, its taxable income earned in Cana-
da.613 The basic rate is generally reduced to 25% (as described
in VIII.E.3.d., below) for full rate taxable income pursuant to
the general rate reduction. The tax rate may also be further re-
duced in certain circumstances depending on the type of corpo-
ration, as well as the character of the income earned.

In addition to the deductions from tax payable discussed
under separate headings at VIII.E.3.b. to d., below, a corpora-
tion’s tax otherwise payable is reduced by an amount equal to
10% of the corporation’s taxable income earned in a province,
for a net federal tax rate of 15%.614 This is commonly referred
to as the “provincial tax abatement” and is intended to leave
room for the provinces to levy their respective taxes on a cor-
poration’s income that is considered earned in those provinces.
Reference should be made to the discussion of provincial tax at
VIII.A., above, and the rate chart contained in the Worksheets.
Income that is not considered earned in a Canadian province,
such as income earned from a foreign operation, is not eligible
for the provincial tax abatement.

b. Small Business Deduction

The “small business deduction” is intended to provide tax
relief to small businesses. In simplified terms, the small busi-
ness deduction provides a deduction from tax payable equal
to 19% of the first Can. $500,000 of active business income
earned by a “Canadian-controlled private corporation.” This ef-
fectively reduces the basic tax rate on this income from 38%
to 19%, which is reduced further to a net 9% rate by the 10%
abatement for income earned in a province.

For purposes of the small business deduction, an active
business is any business other than a “specified investment
business” or a “personal services business.” A “specified in-
vestment business” is defined as a business (other than a busi-
ness of leasing personal property) the principal purpose of
which is to derive income from property (including interest,
dividends, rents or royalties), except the business of a corpora-
tion that employs in the business throughout the year more than
five full-time employees. Thus, real property rentals, which
could arguably qualify as an “active business” in the abstract,
will not so qualify if the corporation engaging in the rentals
does not have more than five full-time employees. The defini-
tion of personal services business is generally meant to capture
“incorporated” employees and management companies that es-
sentially provide services that would otherwise have been pro-
vided by employees. An exception exists where the corporation
employs more than five full-time employees. In addition to the
restriction on the types of business that are considered “active
businesses,” income from an active business is defined to ex-
clude income from property.

613 ITA, sec. 123.
614 ITA, subsec. 124(1).

As noted earlier, the small business deduction is available
only to a “Canadian-controlled private corporation,” (common-
ly referred to as a “CCPC”), which is defined as a “private cor-
poration” that is a “Canadian corporation” that is not controlled
directly or indirectly in any manner whatever by nonresidents
or public corporations.615 A “private corporation” is a corpora-
tion resident in Canada that is not a public corporation (as de-
fined for income tax purposes) or controlled by one or more
public corporations. A “Canadian corporation” is a company
either incorporated in Canada or continuously resident in Cana-
da since June 18, 1971. Under an aggregation rule, a corpora-
tion will not be a CCPC if all of the shares of the corporation
owned by nonresident persons or by most public corporations
had been owned by a single person and that person would have
controlled the corporation. However, in Perfect Fry Co. Ltd.
v. The Queen,616 the court held that a corporation was a CCPC
even though its shares were held by a public corporation be-
cause it in turn was controlled by Canadian resident individu-
als.

To further tighten the definition of a “Canadian-controlled
private corporation,” the meaning ascribed to “control” has
been expanded to include circumstances in which another cor-
poration, person or group of persons has any direct or indirect
influence that, if exercised, would result in control in fact of the
corporation.617 A person may have de facto control of a compa-
ny, and thus control for purposes of CCPC status, even though
the person cannot elect a majority of the corporation’s board
of directors. The March 2017 Federal Budget indicated that, in
determining whether de facto control exists in any given situa-
tion:

(i) All factors relevant in the circumstances must be con-
sidered; and

(ii) Such factors will not be limited to whether the taxpay-
er has a legally enforceable right to effect a change to the
board of directors or its powers, or to exercise influence
over the shareholder or shareholders who have that right
or ability.
A number of rules prevent members of the same economic

unit from benefiting from the small business deduction on more
than Can. $500,000 (the “business limit”) of active business
income. Certain rules effectively require an aggregation of in-
come earned through corporate partnerships so that the total
amount of income eligible for tax relief does not exceed the
business limit. In addition, the business limit must be shared
among “associated corporations.” In very general terms, two
corporations are associated if one controls the other, both are
controlled by the same person or group of persons, or some
other test of common control applies.618 However, the associ-
ation rules are highly complex and include various provisions
dealing with options, de facto control and other special circum-
stances. The small business deduction is progressively reduced
for corporations with taxable capital employed in Canada (as
calculated for the large corporations tax (LCT) that only ap-
plies to certain financial institutions in Part I.3 of the Income

615 ITA, subsec. 125(7).
616 2007 TCC 133, aff’d 2008 FCA 218.
617 ITA, subsec. 256(5.1).
618 ITA, sec. 256.
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Tax Act) exceeding Can. $10 million or corporations that earn
passive investment income in excess of Can $50,000 for the
year.619 The small business deduction is completely eliminated
once a corporation’s taxable capital that is employed in Canada
exceeds Can. $50 million (as of taxation years beginning on or
after April 7, 2022; previously, $15 million) or its passive in-
vestment income exceeds Can. $150,000 for the year.

c. Manufacturing and Processing Deduction

Another deduction in computing tax payable derives from
the special rate applicable to Canadian manufacturing and pro-
cessing profits.620 Historically, this deduction provided a more
favorable rate of tax in respect of manufacturing and processing
profits. However, due to reductions in the general corporate tax
rate through the general rate reduction deduction (discussed be-
low), the tax rate in respect of manufacturing and processing
profits is now equal to the general corporate tax rate. Despite
this, several provinces still maintain a favorable tax regime for
manufacturing and processing profits such that the computation
of such profits may still be relevant.

Unlike the small business deduction, the manufacturing
and processing incentive is potentially available to all corpora-
tions. It applies only to certain types of profits, however. In the
case of corporations with income not exceeding Can. $200,000,
without any foreign business income and not carrying on cer-
tain prescribed activities, provision is made for deeming all the
business profits to qualify if the corporation’s activities are pri-
marily manufacturing or processing in Canada goods for sale
or lease. In other cases, however, a formula must be applied to
total business profits to determine what portion qualifies for the
lower rate. This formula involves a prorating of profits based
on capital and labor costs involved in the manufacturing and
processing sector.621

In determining whether a corporation’s profits qualify as
Canadian manufacturing and processing profits, certain activ-
ities are expressly excluded. These include farming, fishing,
logging, construction, resource operations, producing industrial
minerals, producing electrical energy for sale, and processing
gas as part of the business of selling or distributing gas. No cor-
poration may qualify unless at least 10% of its gross revenue
from active business in Canada derives from either the manu-
facturing or processing of goods for sale or lease in Canada, or
from the sale or lease of such goods manufactured or processed
by it. In other cases, the determination is a question of fact. In
one such case, the Supreme Court of Canada determined that
the taxpayer was entitled to the manufacturing and processing
deduction on the full amount of its profits, although a substan-
tial portion of the profits constituted income from the invest-
ment of surplus funds on a short-term basis. The funds made up
approximately 50% of the taxpayer’s assets and had been ac-
quired on the forced sale of the taxpayer’s broadcasting divi-
sion as a result of the nonrenewal of the taxpayer’s license.622

An accelerated rate of depreciation (Capital Cost Al-
lowance) applies for certain types of manufacturing and pro-
cessing equipment. This temporary measure allows for amorti-

619 ITA, subsec. 125(5.1).
620 ITA, sec. 125.1.
621 ITR, part LII.
622 Canadian Marconi Co. v. The Queen, [1986] 2 CTC 465.

zation at a 50% straight-line rate under Class 29, whereas these
assets would otherwise be included in Class 43 at a 30% declin-
ing-balance rate.

d. General Corporate Rate Reduction

The basic federal statutory rate of corporate income tax is
38%.623 However, all corporations are entitled to a deduction
based on a “general rate reduction percentage” that effectively
reduces the rate of tax on a corporation’s “full rate taxable in-
come.”624 As of 2025, the general rate reduction percentage is
13% such that the effective federal corporate income tax rate
on full rate taxable income is 25% (before taking into account
any provincial tax abatement).

As stated above, the general rate reduction percentage is
applied to a corporation’s full-rate taxable income. In general
terms, a corporation’s full-rate taxable income is income that
does not benefit from the small business deduction, or the
manufacturing and processing profits deduction. As explained
above, these deductions already provide a reduction in a corpo-
ration’s effective tax rate. Thus, the government takes the view
that corporations already benefiting from these rate reductions
should not benefit further through the general rate reduction. In
addition, investment corporations, mortgage investment corpo-
rations and mutual fund corporations already have special tax
regimes and do not generally benefit from the general rate re-
duction.

e. Zero-Emission Technology Manufacturing
Deduction

A temporary deduction in computing tax payable derives
from a special rate applicable to zero-emission technology
manufacturing has been introduced.625 The reduction is 7.5% for
income that would otherwise be taxed at the general corporate
rate (15% after the federal tax abatement and the general rate
reduction), and 4.5% for income that would otherwise be taxed
at the small business rate (9%). The reductions are available
from January 1, 2022, onward. The reductions will be phased
out for taxation years beginning after 2028, until they are fully
eliminated for taxation years beginning after 2031. At least
10% of a taxpayer’s gross revenue from its active business in
Canada must derive from eligible activities for the taxpayer to
benefit from the reduction.

f. Canada Recovery Dividend

A one-time 15% charge on taxable income over Can. $1
billion applied for the 2021 tax year (referred to as the “Canada
Recovery Dividend”) for the country’s large financial institu-
tions, which generally includes a taxpayer that is a bank or life
insurer, and any other “financial institution,” as that term is de-
fined for purposes of Part VI of the ITA, that is related to a bank
or life insurer.626

623 ITA, sec. 123.
624 ITA, sec. 123.4.
625 ITA, sec. 125.2.
626 ITA, sec.191.5.
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g. Additional Tax on Financial Institutions

An additional tax on banking and life insurance groups in-
creases the corporate tax rate for entities within such groups by
1.5% for all taxable income in excess of Can. $100 million.627

h. Share Buyback Tax

A new 2% tax applies at the corporate level on share buy-
backs by Canadian-resident corporations and certain other en-
tities (such as specified investment flow-through (SIFT) trusts
and SIFT partnerships) with shares or units listed on a designat-
ed stock exchange (excluding mutual fund corporations). The
tax applies to the net value of such buybacks effective Janu-
ary 1, 2024. The tax is subject to certain exclusions, including
where shares or units are issued or cancelled pursuant to cer-
tain corporate reorganizations and acquisitions and where the
shares or units are non-participating debt-like preferred shares
or units. There is also a de minimis exception where the gross
equity repurchases are less than Can. $1 million. Finally, spe-
cial rules govern the acquisition of equity by affiliates. The
share buyback tax is generally intended to be similar to the 1%
stock buyback tax introduced in the United States as part of the
Inflation Reduction Act of 2022 (P.L. 117-169).628

4. Tax Credits

a. Individual Personal Tax Credits

In computing federal tax payable, individuals are permit-
ted a number of diverse tax credits. Both refundable and nonre-
fundable tax credits reduce tax otherwise payable, but the latter
are of no value where the individual does not have sufficient
income to fully utilize the credits. The types of tax credits pro-
vided range from credits based on age and marital status and to
those for medical expenses and tuition fees. The basic personal
tax credits are as follows:

(i) Basic personal credit;

(ii) Spousal credit;

(iii) Equivalent-to-spouse credit;

(iv) Age credit;

(v) Disability credit;

(vi) Home caregiver credit; and

(vii) Pension credit.
The basic personal tax credits shown above are nonrefund-

able and are computed by applying the lowest personal margin-
al tax rate to the tax credit base. Using the lowest marginal rate
ensures that the value of the credit is neutral among all income
levels. The personal tax credits are fully indexed based on the
annual increase in the Consumer Price Index for a 12-month
period. A number of personal tax credits are reduced or elimi-
nated where the individual’s income exceeds certain thresholds
on the basis that certain higher income individuals do not need
the assistance provided by the particular tax credits.

627 ITA, sec.123.6.
628 See U.S. I.R.C. 4501 (effective for stock repurchases after December

31, 2022).

Credit is also allowed for charitable gifts made by indi-
viduals. The rules regarding qualified donations are similar to
those applicable to corporations, discussed at VIII.D.3., above.
The credit is based on the total charitable gifts to which is ap-
plied the highest personal tax rate. However, the first Can. $200
of gifts is subject to credit at the lowest personal tax rate. The
credit is effectively limited to gifts not exceeding 75% of the
taxpayer’s income in a given year. As discussed in connection
with corporations, special rules apply to Crown gifts and cul-
tural gifts. Gifts of certain qualifying public securities and eco-
logical land receive special treatment whereby, upon the dona-
tion of such securities or land to a charity, the taxable capital
gain is equal to zero.629 Gifts of appreciated property are subject
to an elective provision, also discussed in connection with cor-
porations, permitting the taxpayer to claim a credit with respect
to an amount between the adjusted cost base and the fair mar-
ket value of the property, which amount is also treated as the
amount of the gift. Legislative amendments operate to reduce
the amount eligible for credit where the taxpayer has received
some sort of advantage in return for the gift.630 The charitable
credit may be carried forward for five years.

In addition to the foregoing credits, there are also credits
(at the lowest personal tax rate) for tuition fees and education
costs, certain medical expenses, and interest paid on student
loans. Credits (at the lowest personal tax rate) are also provided
in recognition of Employment Insurance premiums and Canada
Pension Plan contributions made by an individual taxpayer.

The refundable personal tax credits are the Goods and Ser-
vices Tax Credit, the Medical Expense Tax Credit Supplement
and the Canada Child Tax Benefit. Eligibility for these tax
credits depends on a number of factors, including marital and
family status, as well as level of income. Certain other tax mea-
sures are available to first-time home buyers, including a non-
refundable tax credit of up to Can. $1,500. Bill C-4, introduced
to Parliament on June 5, 2025, proposes to provide a rebate un-
til 2030 for GST paid by first-time home owners for a newly
built house or condominium (subject to timing requirements for
the construction and an upper limit for the total consideration
paid of Can $1,000,000). Although the legislation has not yet
passed, it is intended to have effect from May 27, 2025 as the
Bill is currently drafted.

b. Investment Tax Credit

The ITC is an incentive for taxpayers to engage in eco-
nomic activity in particular regions of the country or specific
sectors of the economy and operates as a deduction in comput-
ing a taxpayer’s tax otherwise payable, as computed for pur-
poses of the ITC. The ITC is available to reduce the federal tax
payable only after certain other tax credits have been claimed.
In most cases, where the ITCs generated in a particular tax year
exceed the federal tax payable net of the other credits, the un-
used ITCs can be carried back for three years and forward for
10 years to offset tax payable in those other years. In limited
circumstances, a CCPC may be eligible for a refund of its ITCs
where the corporation has insufficient tax otherwise payable to
use those ITCs currently.

629 ITA, subsecs. 38(a.1) and 38(a.2), respectively.
630 ITA, subsec. 118.1(6) and subsecs. 248(31) and (32).
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The main components of the ITC are as follows:631

(i) The specified percentage of the taxpayer’s capital cost
of certified property or qualified property. The specified
percentage varies depending on the geographic location
and nature of the property or expenditure. In general terms,
this item is intended to stimulate economic activity in
Canada’s eastern provinces and the far north.

(ii) 15% of the taxpayer’s SR&ED qualified expenditure
pool at the end of the year. From the federal fiscal per-
spective, this is probably the most significant ITC item. As
discussed at VIII.C.2.e.(5), above, qualifying SR&ED ex-
penses are deductible in computing income. The addition-
al relief provided by the ITC is for a more restricted set
of SR&ED expenditures and includes amounts the govern-
ment believes are particularly beneficial to the growth of
the Canadian economy.

(iii) Where the taxpayer is an individual, 15% of the tax-
payer’s flow-through mining expenditures. In general
terms, these expenditures are expenses incurred in connec-
tion with the exploration of mineral resources in Canada.
A mining company is able to flow these expenses out to its
shareholders so that the shareholders may deduct the ex-
penses in computing their income. This addition to the ITC
regime is a further incentive to encourage Canadian miner-
al exploration. The current tax credit is only available for
agreements to flow-through expenses signed before April
1, 2025, however the federal government has announced
that it intends to extend its application through to March
31, 2027. A 30% critical mineral exploration tax credit for
individuals, introduced effective April 7, 2022, generally
follows the current rules in place for the 15% credit de-
scribed above, except that it is only available to individ-
uals who invest in mining flow-through shares where the
project targets specified minerals (copper, nickel, lithium,
cobalt, graphite, rare earth elements, scandium, titanium,
gallium, vanadium, tellurium, magnesium, zinc, platinum
group metals and uranium). An individual cannot benefit
from both the 15% tax credit and the enhanced 30% tax
credit.

(iv) Where the taxpayer is a CCPC, up to 20% of the
corporation’s SR&ED qualified expenditure pool.632 This
amount is in addition to the SR&ED amount already in-
cluded in a corporation’s ITC, (see (ii), above), and is in-
tended to encourage small business growth in SR&ED.
Generally, a CCPC can fully utilize the enhanced ITC (re-
gardless of its income) for up to Can. $3 million in qualify-
ing activities provided its capital remains below Can. $10
million.
Specific rules restrict the ability of passive investors in

flow-through vehicles from benefiting from the ITC system.
Restrictions apply regarding the amount of ITC that a partner-
ship may allocate to a limited partner, to support general rules
that restrict a limited partner’s deductions to the amount of cap-
ital the partner has at risk in the partnership. Essentially, the
amount of ITC that can be allocated to a limited partner is lim-

631 ITA, subsec. 127(9) definition of “investment tax credit.”
632 ITA, subsecs. 127(10.1) and (10.2).

ited to the lesser of the partner’s remaining “at-risk amount”
under the general rules and the portion of ITC that is attribut-
able to expenditures made based on contributions by the part-
ner. The partnership is entitled to allocate expenditures gener-
ating a higher rate of ITC for limited partners.

In addition to the limited partnership restrictions, other
rules eliminate the ability of inter vivos trusts to flow ITCs
through to beneficiaries, subject to a narrow exception. The
flow-through of ITCs is available in the case of testamentary
trusts and deemed trusts under section 143 of the Income Tax
Act (communal organizations).

Several provinces also offer ITCs in computing provincial
taxes, similar in many respects to the federal ITCs. This is par-
ticularly true with respect to scientific research activity carried
out in a province. The federal ITC takes into account certain
provincial tax credits with respect to SR&ED by reducing the
SR&ED expenditure eligible for the ITC by the provincial de-
duction or tax credit available to the taxpayer.

Furthermore, Budget 2022, Budget 2023 and Budget 2024
proposed to introduce several new refundable ITCs, some of
which have since been enacted. All of the ITCs other than the
clean technology manufacturing ITC are reduced by 10% if
certain labor conditions are not fulfilled (generally relating to
wages and apprenticeship opportunities), meaning a 30% ITC
would be reduced to 20% if the conditions are not fulfilled.

The carbon capture, utilization and storage (CCUS) ITC is
available for certain eligible expenses incurred between Janu-
ary 1, 2022 and December 31, 2040, including a phase-out pe-
riod from 2031–40. Eligible expenses include the cost of pur-
chasing and installing certain eligible equipment for an eligible
project that utilizes the captured carbon dioxide for certain eli-
gible uses. The applicable CCUS ITC rate ranges from 37.5%
up to 60% of the eligible expenditure, depending on the use to
which the equipment concerned is put and when the expendi-
ture was incurred.

The clean technology ITC is available with respect to the
cost of qualifying equipment, such as certain electricity genera-
tion systems, non-fossil fuel-based stationary electricity storage
systems, low-carbon heat equipment and industrial zero-emis-
sion vehicles (including charging or refueling equipment). The
initial rate of the ITC is 30%. It is available for expenses in-
curred between Budget Day 2023 and 2035, including a phase-
out period from 2032 to 2035.

The clean hydrogen ITC is available with respect to invest-
ments in clean hydrogen projects. The rate varies based on the
life cycle carbon intensity of hydrogen. The initial highest rate
is 40% and will apply where emissions are 0.75kg of CO2e or
less per kg of hydrogen and certain labor criteria are satisfied.
The credit is available at lower rates of 25% and 15% if the
emissions from the production of clean hydrogen are, respec-
tively, between 0.75kg of CO2e and less than 2kg of CO2e per
kg of hydrogen, or less than 4.0kg of CO2e per kg of hydrogen.
It is available for expenses incurred between Budget Day 2023
and 2034, including a one-year phase-out period in 2034.

The clean technology manufacturing ITC is a refundable
ITC for 30% of the capital cost of eligible property used for
eligible activities, including manufacturing renewable energy
equipment, zero-emission vehicles and extracting and certain
processing activities for six specified minerals. It is available
for expenses incurred between January 1, 2024 and 2034, in-
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cluding a phase-out period from 2032–2034. This ITC is not
subject to the 10% reduction if the required labor criteria are
not satisfied.

The clean electricity ITC was announced in Budget 2023
as a 15% refundable ITC for eligible investments in clean elec-
tricity, including solar, wind, wave and tidal electricity, as well
as related equipment. It is available to both taxable and non-
taxable entities (including provincial and territorial Crown cor-
porations, which are subject to additional requirements) and
can apply to both new projects and the refurbishment of exist-
ing facilities. It cannot be claimed on top of the clean technol-
ogy ITC. It is expected to be generally available for expenses
incurred between the date of Budget 2024 and 2034 for projects
that began construction on or after March 28, 2023. Draft leg-
islation was released on August 12, 2024.

Finally, the electric vehicle supply chain ITC, announced
in Budget 2024 (with certain details modified in the 2024 Fall
Economic Statement), is a 10% credit (available in addition to
the 30% clean technology manufacturing ITC) for the cost of
buildings used for the electric vehicle assembly, electric ve-
hicle battery production or cathode active material production
supply chains segments. This ITC is only available to taxpayers
that acquired at least $100 million in property that is eligible
for the clean technology manufacturing ITC and is available for

use with respect to all of the three supply chain segments (or in
two segments plus have a qualifying minority interest — mean-
ing at least 10% of votes and value — in an unrelated corpora-
tion that acquired at least $100 million in property that is eligi-
ble for the clean technology manufacturing ITC and available
for use with respect to the remaining segment). It is expected to
be generally available for buildings that are acquired and avail-
able for use from 2024 to 2034, including a phase-out period
from 2033 to 2034. Draft legislation was released on February
21, 2025.

c. Political Contributions

Taxpayers may deduct from federal tax a portion of con-
tributions made to registered federal political parties and can-
didates through the channels legally established for such con-
tributions.633 The maximum credit is Can. $650. Analogous de-
ductions for provincial donations may be available in comput-
ing provincial tax.

d. Foreign Tax Credit

The foreign tax credit rules are discussed at XI.E.2., be-
low.

633 ITA, subsecs. 127(3)–(4.1).
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IX.IX. Taxation of Partnerships, Trusts, CorporationsTaxation of Partnerships, Trusts, Corporations

A. Partnerships

Under Canadian income tax law, a partnership is not rec-
ognized as a separate taxpayer and, subject to the specified in-
vestment flow-through (SIFT) tax rules discussed at IX.B.5.,
below, neither pays tax nor files an income tax return (although
there are partnership information returns). Instead, each partner
is subject to tax on the partner’s share of partnership income.
A partnership interest is generally capital property, the disposi-
tion of which may give rise to a capital gain or loss.

The rules described below apply only to associations that
are, in law, partnerships and not to other similar groupings such
as syndicates or joint ventures. This distinction is a fine one,
particularly where foreign entities are involved. (Canada does
not have a “check-the-box” type regime for determining the
character of a foreign entity. Instead, the case law has followed
a process of identifying the main characteristics of the entity
and comparing them to the characteristics of Canadian entities,
i.e., basing treatment on a preponderance of the entity’s charac-
teristics.) The Income Tax Act does not contain a definition of
partnership. To determine, therefore, whether the relationship
between two or more persons is one of partnership for Cana-
dian income tax purposes, reference is made to the legal rights
and obligations between the parties according to the law of the
jurisdiction governing such rights and obligations.634 Generally,
under the law of the province of Ontario, for example, a part-
nership is the relationship that exists between persons carrying
on business in common with a view to profit.635 Accordingly, a
determination as to whether a partnership exists is essentially a
question of fact. Neither a written agreement nor formal regis-
tration is conclusive evidence of the existence of a partnership.
The mere co-ownership of property not associated with the car-
rying on of a business does not of itself create a partnership,
and this is so regardless of any arrangement to share profits and
losses.636

1. Allocation of Income or Loss

A taxpayer who is a partner in a partnership must include
(or deduct) in computing income the taxpayer’s share of part-
nership profits (or losses) for the fiscal period of the partnership
ending in the particular tax year of the partner,637 regardless of
whether any distributions have been made by the partnership
to the partners. For purposes of computing a partner’s income
or loss, a partnership is treated as if it were a separate person
resident in Canada. The income, loss, taxable capital gains and
allowable capital losses of the partnership are computed, tak-
ing into account the deductions allowed, including capital cost
allowance. The taxpayer’s share of the net profit or loss of the
partnership is then attributed to the taxpayer in proportion to
the taxpayer’s share in the partnership (as determined under the

634 Continental Bank Leasing Corporation v. The Queen, 98 DTC 6505
(SCC); Spire Freezers Ltd. v. The Queen, 2001 DTC 5158 (SCC); and Back-
man v. The Queen, 2001 DTC 5149 (SCC).

635 Partnerships Act, R.S.O. 1990, c. P-5.
636 Partnerships Act, R.S.O. 1990, c. P-5. A.E. LePage Ltd. v. Kamex De-

velopments Ltd. (1977), 78 D.L.R. (3d) 223 (Ont. C.A.), aff’d [1979] 2 SCR
155.

637 ITA, sec. 96.

partnership agreement). The income allocated to the partners
generally retains its character and source in the hands of the
partners. Income or loss of a partnership allocated to a partner
with respect to the fiscal period in which the partner’s partner-
ship interest is sold is included or deducted, as the case may
be, in computing the partner’s income for tax purposes in the
same manner as if the partner were still a member of the part-
nership.638 Corporate partners with a 10% or more interest in a
partnership are required to include accrued partnership income
in their income for tax years ending prior to the partnership’s
fiscal period.639

Anti-avoidance rules provide that if the sharing of income
or loss among partners occurs in a manner designed to achieve
a reduction or postponement of tax otherwise payable, or if
such sharing occurs in a manner that is not reasonable having
regard to capital invested or work performed, then, notwith-
standing any agreements to the contrary, the partners will be
deemed for income tax purposes to share income or loss of
the partnership in a manner that is reasonable in the circum-
stances.640

Under the “at-risk” rules, a limited partner’s share of the
losses from a business or property of a partnership of which
the limited partner is a member are not deductible to the extent
they exceed the partner’s equity in the partnership, as adjusted.
A limited partner is defined for these purposes as a member of
a partnership where the partner’s exposure to loss is limited by
the operation of any law governing the partnership agreement
(other than statutory law that limits a partner’s liability for cer-
tain debts, obligations or liabilities of a limited liability partner-
ship).641 The rules will also apply where the form and existence
of the partner is such as to provide limited liability, as is the
case of a corporation formed for purposes of holding a partner-
ship interest, other than for purposes of carrying on business in
the most effective manner. The existence of an agreement for
the disposition of a partnership interest, one of the main reasons
for which may be considered an attempt to avoid the applica-
tion of the definition of a limited partner, will also trigger the
application of the rules.

The adjusted equity amount, which acts as the limit on
the deduction of losses, is referred to as the partner’s “at-risk
amount.” The at-risk amount of a partner is calculated as the
adjusted cost base of the partner’s interest plus the partner’s
share of the income of the partnership at the end of the cur-
rent fiscal period. This amount is reduced by amounts owing
by the partner (or non-arm’s-length persons) to the partnership
(or persons with whom the partnership does not deal at arm’s
length) and by the amount of any benefit to which the partner
(or non-arm’s-length persons) may be entitled by way of re-
imbursement, compensation or revenue guarantee as protection
against loss. The latter does not include normal liability insur-
ance or an entitlement that arises as a consequence of the death
of the partner.

The statutory at-risk rules are a source of complexity in
determining the tax consequences of participation in a partner-

638 ITA, sec. 98.1.
639 ITA, sec. 34.2.
640 ITA, sec. 103.
641 ITA, subsec. 96(2.4).
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ship. The breadth of some of the rules can cause limitations
or lost deductions in unexpected cases. At the same time, the
rules are generally restricted in their application to limited part-
nerships, although a general partnership may be deemed limit-
ed for these purposes. A loss denied under the at-risk rules be-
comes a “limited partnership loss,” which may be deducted in
computing taxable income in subsequent years against future
partnership profits.

2. Cost of Partnership Interest

Where a partnership interest has been disposed of, it will
be important to calculate its adjusted cost base. Generally, the
cost of a partnership interest is increased by the amount of
income attributed to a partner from the partnership and the
amount of any additional capital contributed by that partner. It
is reduced by partnership losses allocated to the partner and the
partner’s drawings from the partnership.642 Generally, whenev-
er a taxpayer’s adjusted cost base in property would otherwise
become “negative,” the taxpayer is deemed to have a capital
gain equal to the “negative” amount. A partner in a partnership
is specifically excluded from the negative adjusted cost base
rule,643 but only if the partner is a general partner who is active-
ly engaged in the activities of the partnership on a regular, con-
tinuous and substantial basis. Accordingly, as long as a gener-
al partner continues to hold his or her partnership interest, and
as long as the interest constitutes capital property to the part-
ner, no capital gain will be deemed to arise if the deductions
required to be made in computing the adjusted cost base exceed
the original cost plus any required additions. On a subsequent
disposition or deemed disposition by the partner of the partner-
ship interest, however, the capital gain would be, in effect, the
difference between the proceeds of disposition and the “nega-
tive” adjusted cost base to the partner of the partnership inter-
est.

3. Transfers of Property between Partner and
Partnership

Generally, transfers between a partner and the partnership
of which the partner is a member are deemed to take place at
fair market value.644 However, where a Canadian partnership
exists, that is, a partnership all of the members of which are,
at the relevant time, resident in Canada,645 then property may
generally be transferred to the partnership on a tax-deferred
rollover basis. A partner or prospective partner may generally
transfer property at an elected amount that is less than the fair
market value of the property to a Canadian partnership if all the
partners jointly so elect.646 An elected amount that is equal to
the cost of the transferred property would generally allow any
accrued gains to be deferred. However, in a number of cases,
the courts have recharacterized these rollovers where the part-
ner who transferred the property has subsequently received a
share of partnership capital in the form of cash or other partner-
ship assets that had a value in excess of the elected amount (i.e.,
a disguised sale). In several cases, including Haro and MDS

642 ITA, paras. 53(1)(e), 53(2)(c).
643 ITA, subsec. 40(3).
644 ITA, subsecs. 97(1), 98(2).
645 ITA, sec. 102.
646 ITA, subsec. 97(2).

Health, the courts addressed situations in which a partner re-
ceived cash or some other consideration, other than a partner-
ship interest, subsequent to the partner’s contribution of prop-
erty to the partnership on a rollover basis.647 In MDS Health, the
taxpayer entered into a partnership with another Canadian cor-
poration and transferred Can. $3 million worth of technology
rights to the partnership. The transfer was made under a part-
ners’ joint election to deem the taxpayer’s proceeds of dispo-
sition of the rights to be a nominal amount. A few days after
the transfer, the taxpayer received Can. $1.5 million from the
partnership, purportedly as a distribution of capital. The court
held that the amount received by the taxpayer was considera-
tion for the disposition of the property and, accordingly, denied
the rollover election to that extent.

If a Canadian partnership is liquidated in such a manner
that each partner becomes an undivided owner of each partner-
ship asset in proportion to his or her share in the partnership,
it is possible to obtain rollover treatment.648 The same result
occurs when a Canadian partnership ceases to exist and one
member of the partnership continues to carry on the partnership
business using partnership property received as proceeds of the
disposition of his or her interest.649

It is also possible for a partnership to transfer partnership
property to a corporation for consideration including shares on
a tax-deferred basis and a further rollover may be available on
the subsequent dissolution of the partnership within 60 days.650

The combination of these rollovers is one means of converting
a partnership to a corporation on a tax-deferred basis.

Comment: The tax rules governing the termination of a
partnership or the withdrawal of a member are relatively com-
plicated, and consequently steps taken to effect a change of
membership should be carefully considered from an income tax
perspective.

Because partnerships are not normally considered resident
in any particular jurisdiction, the Income Tax Act contains spe-
cial rules designed to prevent the use of partnerships to avoid
the payment of Canadian nonresident withholding tax. One
such rule provides that whenever a person resident in Canada
pays or credits an amount to a partnership, other than a “Cana-
dian partnership,” the partnership will be deemed, for nonres-
ident withholding tax purposes, to be a nonresident person.651

Depending on the nature of the amounts paid or credited to the
partnership, the partnership may be liable to Canadian nonresi-
dent withholding tax. Another such rule provides that a partner-
ship will be deemed to be a person resident in Canada to the ex-
tent that it pays or credits an amount to a nonresident person out
of Canadian-source income, and a deduction with respect to the
payment is available in computing Canadian income.652 In these
circumstances, the nonresident payee would be subject to Cana-
dian nonresident withholding tax and the partnership would be
required to withhold the tax on behalf of the nonresident payee.

647 Haro Pacific Enterprises Limited v. The Queen, 90 DTC 6583 (FCTD);
MDS Health Group Limited v. The Queen, 97 DTC 5009 (FCA).

648 ITA, subsec. 98(3).
649 ITA, subsec. 98(5).
650 ITA, subsecs. 85(2), (3).
651 ITA, para. 212(13.1)(b).
652 ITA, para. 212(13.1)(a).
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B. Trusts

1. General

The term “trust” is not defined in the Income Tax Act and
the existence of a trust is determined based on common law
principles. For income tax purposes, a trust is considered a tax-
payer separate and distinct from its settlor, trustees and benefi-
ciaries. As a separate taxpayer, it is deemed to be an individual
for purposes of the Income Tax Act so that many of the rules
generally applicable to individuals apply to the taxation of a
trust.

Technically, the Income Tax Act provides that a reference
to a trust includes “a reference to the trustee, executor, admin-
istrator, heir or other legal representative having ownership or
control of the trust property.”653 Despite this rule, the deter-
mination of a trust’s residence is unclear in many cases. The
Supreme Court of Canada’s decision in Fundy Settlement v.
The Queen654 establishes that the residence of a trust is deter-
mined based on where the trusts’ central management and con-
trol is located. This case rejects the principle established in ear-
lier case law that the residence of a trust is determined by ref-
erence to the residence of trustees and the place where the trust
is managed. As with natural persons, a trust resident in Canada
is taxed on its worldwide income while a trust not resident in
Canada is only taxed on its Canadian-source income.

Although a trust is considered an individual for income tax
purposes, rules specific to trusts and their beneficiaries effec-
tively treat a trust as a hybrid entity with some elements of a
separate entity, such as a corporation, and aspects of a flow-
through vehicle, such as a partnership. In computing its in-
come, a trust is entitled to deduct income that is paid or payable
to a beneficiary. Thus, income distributed to a beneficiary is
generally not taxed at the trust level (although see possible ap-
plication of the SIFT tax rules discussed at IX.B.5., below).
Unless a specific rule applies to maintain the source of the in-
come in the beneficiaries’ hands, the income deducted by the
trust and distributed to a beneficiary is taxed in the hands of the
beneficiary as income from property that is an interest in a trust
and not from any other source.655 To permit beneficiaries to ac-
cess preferential treatment with respect to certain sources of in-
come, the following items statutorily retain their source when
earned by a trust and distributed to a beneficiary:

(i) Taxable dividends and eligible dividends656 paid by a
Canadian corporation;657

(ii) Non-taxable dividends;658

(iii) Net taxable capital gains;659 and

653 ITA, subsec. 104(1).
654 2012 SCC 14, aff’g St. Michael Trust Corp. v. The Queen, 2010 FCA

309, and Garron v. The Queen, 2009 DTC 1287 (TCC). Fundy Settlement was
referred to by the names “St. Michael Trust Corp.” and “Garron” in the lower
courts.

655 ITA, subsec. 108(5).
656 An enhanced dividend tax credit regime applies for “eligible dividends”

paid after 2005 by Canadian corporations to individual shareholders resident in
Canada. See the discussion at IX.C.1.a.(10), below.

657 ITA, subsec. 104(19).
658 ITA, subsec. 104(20).
659 ITA, subsec. 104(21).

(iv) Foreign income.660

Income retained by a trust is subject to taxation in a man-
ner similar to the income of a natural person, except that no per-
sonal tax credits are available and the trust will be taxed at the
highest marginal rate applicable to individuals (currently 33%)
on all of its income (except for certain types of testamentary
trusts, which pay tax based on the graduated rates that apply to
individuals).

2. Deemed Disposition Rule

For capital gains tax purposes, a trust is deemed to have
disposed of and reacquired all its property at fair market value
every 21 years. This rule is premised on the belief that property
held outside a trust is likely to have been disposed of within a
certain number of years after the property’s acquisition (includ-
ing, for instance, a disposition arising on the death of the prop-
erty owner). The rationale for setting the time frame at 21 years
is unclear, although it happens to be consistent with the com-
mon law rule against perpetuities. The same rule applies, for
purposes of computing ordinary income, to the extent the trust
owns land inventory or certain resource property. In the case of
depreciable property, the proceeds of disposition are deemed to
be the fair market value and the new cost is deemed to be the
greater of the fair market value and the capital cost.661

3. Distributions of Trust Property

Distributions of trust income are included in computing
the income of a beneficiary. Special rules apply with respect to
the transfer or distribution of property to a beneficiary in sat-
isfaction of either an income or a capital interest in the trust.
For these purposes, an income interest in a trust is a right of a
taxpayer as a beneficiary under a personal trust to receive any
of the income and, generally, to enforce payment of an amount
by the trust that arises as a consequence of the original right.662

An income interest can exist only in a “personal trust,” name-
ly, a trust that is either a testamentary trust or an inter vivos
trust, and no beneficial interest in which was acquired for con-
sideration payable to the trust or to a person who has made a
contribution to the trust.663 A “capital interest” means all rights
of a taxpayer as a beneficiary under the trust (other than an in-
come interest) including, generally, consequential enforcement
rights.664

Comment: The distinction between personal and other
trusts was enacted to prevent certain financing schemes that en-
abled investors in business trusts to receive distributions as re-
ductions in their income interest.

As a rule, transfers of property from a trust to an income
beneficiary in satisfaction of an income interest are deemed to
occur at fair market value and the disposition of an income in-
terest in a trust gives rise to fully taxable proceeds.665 The trust
may, in most situations, distribute property in satisfaction of a
capital interest and obtain rollover treatment.666 The beneficiary

660 ITA, subsec. 104(22).
661 ITA, subsecs. 104(4), (5).
662 ITA, subsec. 108(1).
663 ITA, subsec. 248(1).
664 ITA, subsec. 108(1).
665 ITA, subsec. 106(3).
666 ITA, subsec. 107(2).
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inherits the trust’s cost of the distributed property so that any
appreciated value is taxed in the hands of the beneficiary if the
property is subsequently sold at a gain. However, a beneficia-
ry’s loss on a subsequent disposition of property distributed to
him or her by a trust will be reduced by the portion of the loss
that accrued during a period when the beneficiary did not own a
capital interest in the trust.667 Generally, the cost to a beneficiary
of an income interest or a capital interest in a trust is nil, except
where the beneficiary acquired the interest from a person who
was previously the beneficiary with respect to that interest.668

Specific rules prevent the use of trusts to allocate the in-
come and capital elements of investment growth to different
beneficiaries. Where it is reasonable to consider that one of the
main purposes of the creation of an interest in a trust is to give
a beneficiary a percentage interest in the property of the trust
that is greater than his or her percentage interest in its income,
a trust subject to these anti-avoidance rules will be denied a
deduction in computing its income for amounts payable in the
year to a beneficiary.669

4. Nonresident Beneficiaries

Special rules apply where a trust is established for the ben-
efit of a nonresident beneficiary. Where designated income of
a trust is paid or payable to any beneficiary who is a “designat-
ed beneficiary” (essentially, a nonresident of Canada), the trust
is liable to a special tax equal to 36% of the amount deductible
by the trust (subject to certain complex adjustments relating,
in particular, to capital cost allowance).670 “Designated income”
includes taxable capital gains from the disposition of taxable
Canadian property (discussed in connection with the taxation of
nonresidents in VIII.B.3., above), income from real property in
Canada, timber resource property and Canadian resource prop-
erty, and income from businesses carried on in Canada.671 The
special tax is, in effect, treated as a credit against the income
tax payable by a beneficiary of the trust who is not a “desig-
nated beneficiary.”672 As noted, a “designated beneficiary” in-
cludes, in particular, a nonresident person.673 Thus, in the case
of distributions of designated income to Canadian resident ben-
eficiaries, the special tax has no net effect. However, the special
tax does apply with respect to designated income distributed to
nonresidents. Nonresident withholding tax is also applicable.

Comment: The discussion above is only a general sum-
mary of highly complex rules, which are beyond the scope of
this Portfolio. For example, there are sophisticated definitions
to deal with beneficiaries of trusts that are themselves trusts or
partnerships.

5. Specified Investment Flow-Through Tax Rules

Certain public income trusts and partnerships are taxed in
the same manner as corporations by disallowing previously de-
ductible income distributions and by imposing a tax on these

667 ITA, subsec. 107(6).
668 ITA, subsecs. 106(1.1), 107(1.1).
669 ITA, subsecs. 104(7.1) and (7.2).
670 ITA, subsec. 210.2(1).
671 ITA, subsec. 210(1).
672 ITA, subsec. 210.2(3).
673 ITA, subsec. 210(1).

trusts or partnerships at a combined federal/provincial corpo-
rate tax rate.

These rules are intended to “level the playing field” be-
tween earning income through a corporation with earning in-
come through a trust or partnership. The rules apply to a pub-
licly traded trust or a partnership that qualifies as a “specified
investment flow-through” or SIFT. Where such a SIFT is a
partnership that earns taxable nonportfolio earnings or is a trust
that makes taxable SIFT trust distributions to investors, it will
generally be subject to tax on those taxable nonportfolio earn-
ings or taxable SIFT trust distributions, as the case may be, at
combined federal and provincial rates that are comparable to
rates that apply to income earned by corporations. The rules al-
so tax investors in such trusts or partnerships as though the tax-
able nonportfolio earnings or taxable SIFT trust distributions
received by them, as the case may be, are taxable dividends
paid by taxable Canadian corporations. Taxable income of a
SIFT that is not distributed to investors will be subject to the
highest individual federal and provincial tax rates at the trust
level and members of a SIFT partnership will still be allocated
their proportionate share of a partnership’s income that is not
taxable nonportfolio earnings. The SIFT rules are quite compli-
cated and may apply in various unintended circumstances.

C. Corporations and Their Shareholders

Though the taxation of corporate income follows the same
principles as the taxation of income derived by other taxpayers,
various special rules apply to the distribution of corporate earn-
ings and to corporate reorganizations, for example, by way of
liquidation, restructuring of capital or amalgamation. Four im-
portant types of corporations are defined in the Income Tax
Act: a “private corporation;” a “public corporation;” a “Cana-
dian corporation;” and a “taxable Canadian corporation.”

The distinction between a “private corporation” and a
“public corporation” for income tax purposes does not neces-
sarily correspond with similar distinctions made for purposes
of company law or securities regulation. Under the Income Tax
Act, a corporation will be a “public corporation” if it is resi-
dent in Canada and a class of its shares is listed on a designated
stock exchange in Canada. A corporation that is not listed may
elect to be a public corporation if it meets certain qualifications
respecting dispersal of ownership.674 A corporation, once pub-
lic, remains so qualified until it elects not to be public or is des-
ignated by the authorities as not public. There are various re-
strictions on the ability to make such elections.

A “private corporation” is a Canadian resident corporation
that is not a public corporation and is not controlled by one or
more public corporations.675 Thus, a nonresident corporation is
neither a private corporation nor a public corporation for in-
come tax purposes; nor is a Canadian resident corporation that,
though not itself a public corporation, is controlled by one. A
wholly owned Canadian subsidiary of a nonresident corpora-
tion is normally a private corporation.

674 ITA, subsec. 89(1); ITR, Part XLVIII.
675 ITA, subsec. 89(1).
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A “Canadian corporation” is a Canadian resident corpora-
tion that was either incorporated in Canada or has been contin-
uously resident in Canada since June 18, 1971.676

Lastly, a “taxable Canadian corporation” is a “Canadian
corporation” that is not exempt from tax by virtue of any provi-
sion of the Income Tax Act. As discussed below, certain rules
apply only to corporations that qualify as Canadian corpora-
tions or taxable Canadian corporations.

1. Dividends and Distributions

a. Taxable Dividends

Under the Income Tax Act, a taxable dividend is, in gen-
eral terms, any dividend paid by a corporation other than cer-
tain non-taxable dividends.677 The definition of the word “divi-
dend” contained in the Income Tax Act is not particularly illu-
minating because it merely provides that a “dividend” includes
a stock dividend (other than certain stock dividends paid by
a nonresident corporation).678 Consequently, the accepted ordi-
nary meaning is to be given to the word.679 The ordinary mean-
ing of the word “dividend” could be considered to be a distri-
bution of profits, whether at a fixed rate or otherwise, alloca-
ble to the holders of shares in a company.680 Nonetheless, this
broad, ordinary definition of a dividend has to be tempered in
appropriate situations with a view to the general scheme of the
Income Tax Act.681

Looking to that scheme, monies distributed out of surplus
funds of any kind may be characterized as dividends.682 This
characterization has been found appropriate even where there
has been a return of capital in the form of contributed surplus.683

Unlike the taxation of dividends under the tax systems of some
other jurisdictions, including the United States, the taxation of
dividends under the Canadian tax system is not tied to the in-
come or earnings of a corporation. A distribution made by a
Canadian company may constitute dividends even when the
company does not have sufficient earnings to fund the dis-
tribution. The Income Tax Act does, however, contain sever-
al deeming provisions that clarify the characterization of pay-
ments as dividends or otherwise, in certain specified situations.

(1) Corporate Recipients Generally

The amount of any taxable dividend (including “eligible
dividends”) received in the year from a Canadian resident cor-
poration is included in computing the income of the sharehold-
er.684 However, where the recipient is a corporation, a corre-
sponding deduction equal to the amount of the dividend is gen-
erally available with respect to a taxable dividend paid by a
taxable Canadian corporation or a non-exempt corporation res-
ident in Canada and controlled by the recipient.685 Therefore, in

676 ITA, subsec. 89(1).
677 ITA, subsecs. 89(1) and 248(1).
678 ITA, subsec. 248(1).
679 Cangro Resources Ltd. v. MNR, [1967] Tax ABC 852.
680 Halsbury’s Laws of England, 4th ed., vol. 7, p. 349.
681 Henry v. Great Northern Railway Co., (1857), 27 LJ, ch. 1, cited with

approval in German v. MNR (1959), 22 Tax ABC 302 at 305.
682 Robinson Industries Ltd. v. MNR, 12 Tax ABC 14; No. 463 v. MNR,

18 Tax ABC 111, and Walter Crassweller v. MNR, 1 Tax ABC 1.
683 Cangro Resources Ltd., see above.
684 ITA, subsec. 82(1).

most situations, the general Canadian system of taxing domes-
tic intercorporate dividends allows the recipient corporation to
receive such income free of tax. Exceptions to this treatment
are discussed below.

Comment: As a consequence, it could be advantageous for
corporations paying tax at less than the full standard corporate
tax rate to finance their operations through the issue of debt-
like preferred shares, as opposed to borrowing funds. However,
numerous complex restrictions prevent such after-tax financ-
ing techniques. Dividend deductions are denied in computing
taxable income with respect to “term preferred shares,” “guar-
anteed shares” and “collateralized shares.” As well, a special
tax applies to dividends paid on “taxable preferred shares” or
“short-term preferred shares.”

This discussion does not apply to nonresident sharehold-
ers, who are generally subject to Canadian nonresident with-
holding tax with respect to dividends received from Canadian
resident corporations. The taxation of nonresident receipts is
discussed in VIII.B.3., above.

(2) Term Preferred Shares

A deduction is prohibited with respect to a dividend re-
ceived by a “specified financial institution” on a share that was,
at the time the dividend was paid, a “term preferred share,” un-
less the share was not acquired in the ordinary course of the
business carried on by the shareholder.686

A “specified financial institution” is defined generally
as:687

(i) A bank, a trust company, a credit union or an insurance
corporation, or a corporation the principal business of
which is the lending of money to arm’s-length borrowers,
or the purchasing of debt obligations issued by such per-
sons;

(ii) Any corporation that is controlled by one or more cor-
porations of the kinds described above in (i); and

(iii) Any other corporation related to a corporation of one
of the kinds described above in either (i) or (ii).
While including institutions such as banks and other enti-

ties commonly thought of as financial institutions, the concept
of a specified financial institution extends much further and, for
example, would include all members of a corporate group when
there is, within that group, a captive insurance subsidiary.

The exception for shares acquired out of the ordinary
course of business of the shareholder is frequently difficult to
apply with a high degree of certainty. Although “acquired in
the ordinary course of business carried on” is not defined in the
Income Tax Act, “business” is defined as including an under-
taking of any kind whatever and an adventure or concern in the
nature of trade.688 In this particular context, the phrase may re-
fer to an acquisition that is prompted by the normal consider-
ations that govern the ordinary day-to-day business activities

685 ITA, subsec. 112(1).
686 ITA, subsec. 112(2.1).
687 Definition in ITA, subsec. 248(1).
688 Definition of “business” in ITA, subsec. 248(1).
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of the taxpayer.689 The only Canadian judicial consideration of
this exception found that a share acquisition made in violation
of a corporate taxpayer’s investment policy was not acquired
in the ordinary course of its business.690 The CRA has indicated
that, for example, shares issued on the incorporation of a whol-
ly owned subsidiary would not, generally, be acquired in the
ordinary course of the business of the parent.691

The definition of “term preferred share” extends beyond
preferred shares. Any share of the capital stock of a corporation
may be a term preferred share. As a consequence of repeated
amendments to the definition of “term preferred share” since
1977, the definition is replete with effective dates, deeming
provisions, and transitional rules.692

In very general terms, a share is a term preferred share if:

(i) At the time the share was issued or acquired, the exis-
tence of the issuing corporation was limited;

(ii) The share may be redeemed at the option of the holder
or is guaranteed; or

(iii) The share is held by a specified financial institution
and that institution controls the issuer.
Shares convertible into debt or term preferred shares are

also term preferred shares.
Two specific exemptions may apply. First, a share is not a

term preferred share if it was acquired by the holder after June
28, 1982, if it is of a series or class that is listed on a Canadi-
an stock exchange, and if persons with whom the holder does
not deal at arm’s length do not, in the aggregate, receive more
than 10% of the dividends paid, at the particular time, on the
series or class. Second, a share is not a term preferred share if
it is issued for a term not exceeding five years by a corpora-
tion resident in Canada as part of bankruptcy proceedings, or
where the issuing corporation or another corporation resident in
Canada with which it does not deal at arm’s length, has by rea-
son of financial difficulty defaulted on a debt obligation and the
proceeds of the issuance may reasonably be regarded as having
been used by the issuing corporation (or another corporation
resident in Canada with which it does not deal at arm’s length)
in the financing of the relevant corporation’s business carried
on in Canada immediately before the issuance of the share, and
in substitution for the obligation.

(3) Guaranteed Shares

The “guaranteed share” rules are designed to prevent cir-
cumvention of the term preferred share rules by having a speci-
fied financial institution guarantee the payment of dividends to
another person.

More specifically, a deduction is prohibited if a person
(other than the issuer of the share) that is a specified financial
institution is obliged to effect any undertaking including any
guarantee, covenant, or agreement to purchase or repurchase

689 See, by analogy, the Australian cases of Burn v. McFarlane (1940), 64
CLR 108, 125; Downs Distributing v. Associated Blue Star Stores (1948), 76
CLR 463, 476–7; and Re Bradford Roofing Industries, [1966] 1 NSWR, 674.

690 Société d’Investissements Desjardins v. MNR, 91 DTC 393.
691 Canadian Tax Foundation, “Revenue Canada Round Table,” 1984 Con-

ference Report, p. 828, question 62, and CRA access documents 9608455 dated
March 28, 1996 and 2001-0079985 dated November 13, 2001.

692 Definition of “term preferred share” in ITA, subsec. 248(1).

the share given to ensure that any loss that the holder might oth-
erwise sustain is limited, or that the holder will derive earnings
from the ownership or disposition of the share.693 The rule ap-
plies potentially to all share classes, including a common share.

As is the case with term preferred shares, the rules with re-
spect to guaranteed shares contain several exceptions and tran-
sitional provisions.694 Shares issued in situations involving fi-
nancial difficulty are exempt provided they meet the require-
ments discussed above under “term preferred shares.” With the
introduction of the special tax on dividends paid on “taxable
preferred shares,” discussed in IX.C.1.a.(6), below, the applica-
tion of the guaranteed share rules has been restricted. The de-
nial of a deduction in computing taxable income with respect
to guaranteed shares does not apply with respect to a taxable
preferred share issued after December 15, 1987, if the class is
listed on a designated stock exchange and all guarantee agree-
ments with respect to the share were given by the issuer or
related persons, and provided the holder and certain related
and other affiliated persons received dividends representing
no more than 10% of all the dividends payable on shares to
which the guarantee agreement applies. A public listing 10%
exemption, similar to the exemption applicable to term pre-
ferred shares, applies to guaranteed shares as well, provided the
shares are taxable preferred shares subject to the special taxable
preferred share taxes described below.

(4) Collateralized Shares

Collateralized shares are yet another category of shares on
which dividends are not deductible in computing the taxable in-
come of a corporation. Once again, the relevant rules were en-
acted to deal with a perceived abuse arising from the circum-
vention of the term preferred share provisions. Essentially, a
collateralized share is a share with respect to which any per-
son is obligated to effect an undertaking, including any guaran-
tee, covenant or agreement to purchase or repurchase the share,
under which an investor is entitled to receive or obtain any
amount or benefit for purposes of reducing the impact of any
loss that the investor may sustain by virtue of the ownership,
holding or disposition of the share; provided, however, that
property is used either directly or indirectly to secure the under-
taking. This branch of the definition requires a guarantee agree-
ment, but also security. Alternatively, a share will be treated as
collateralized if the consideration for which it was issued in-
cludes an obligation of an investor to make income payments to
the issuer, or a right to receive income payments, which right is
held on condition that it may revert to an investor. In effect, the
second branch of the definition contemplates circumstances in
which the proceeds of issue are deposited with the investor or a
related party.695

These rules are also subject to a number of exemptions.
The most important exception is that the provisions apply only
with respect to a dividend on a share where, having regard to
all the circumstances, it may reasonably be considered that the
share was issued as part of a transaction that enabled any cor-
poration to earn investment income or a substitute therefor, and
the tax payable by the corporation is less than the tax that would

693 ITA, subsec. 112(2.2).
694 ITA, subsecs. 112(2.21) and (2.22).
695 ITA, subsec. 112(2.4).
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be payable by the corporation if such income were its only in-
come.696 However, there is considerable uncertainty regarding
the proper interpretation of this exemption.

(5) Dividend Rental Arrangements

Generally speaking, a “dividend rental arrangement” is a
transaction in which the taxpayer retains the ability to receive
a dividend on a particular share while all or substantially all
of the opportunity for gain/profit or risk of loss with respect to
that share is transferred to another person. The taxpayer would
continue to receive dividends on the shares that it legally owns
but would be required to make a dividend equivalent payment
to the counterparty.

The Canadian government was concerned that certain tax-
payers were abusing the intercorporate dividend deduction
regime by entering into such dividend rental arrangements with
“tax-indifferent investors” (generally, a non-resident or a tax-
exempt entity). The taxpayer would take the position that it was
entitled to take a deduction with respect to the dividends re-
ceived on the shares that it continued to legally own and anoth-
er deduction for the dividend equivalent payments that it made
to the tax-indifferent investor (creating a tax loss for the tax-
payer that could be used to shelter other income). The tax-in-
different investor would not have any Canadian income tax in-
clusion with respect to the dividend equivalent payment it re-
ceived from the taxpayer.

As a result, rules were implemented that deny the intercor-
porate dividend deduction if the dividend is received on a share
where there is a “dividend rental arrangement” with respect to
that share, unless the taxpayer can establish that, throughout the
relevant period, no tax-indifferent investor or group of affili-
ated tax-indifferent investors had all or substantially all of the
opportunity for gain/profit and risk of loss with respect to the
share.697

The dividend deduction denial rules were extended to ap-
ply to certain specified hedging transactions entered into by fi-
nancial institution groups, generally effective as from April 7,
2022 (with limited grandfathering available for dividends paid
or payable before October 2022 in respect of specified hedging
transactions entered into before April 7, 2022). As a result of
the amendment, the dividend deduction denial rule applicable
to dividend rental arrangements apply where a Canadian mem-
ber of a consolidated group holds shares of a Canadian compa-
ny and receives dividends on those shares but the consolidated
group’s economic risk with respect to those shares is limited
because another member of the group has entered into a hedg-
ing transaction with respect to the shares.

(6) Taxable Preferred Shares

Following the 1987 tax reform, a system to deal with the
perceived preferred share “problem” was introduced, adding to
the term preferred share, guaranteed share and collateralized
share rules, as described above. In basic terms, this system is
a funding mechanism for the dividend tax credit and the inter-
corporate dividend deduction, modeled on an advance corpo-
rate tax system as it applies in certain other countries. Howev-

696 ITA, subsec. 112(2.5).
697 ITA, subsec. 112(2.3) and (2.31).

er, the funding mechanism does not apply to all shares, but only
applies to “taxable preferred shares” and “short-term preferred
shares.” A “taxable preferred share” is a share that provides for
a dividend entitlement that is fixed, limited to a maximum or
established to be not less than a minimum (subject to a pref-
erence in the case of a minimum). Alternatively, a share will
be so qualified if the liquidation entitlement is fixed, limited to
a maximum or established to be not less than a minimum. A
share is also a taxable preferred share if it is convertible into or
exchangeable for another share that is a taxable preferred share,
or if there is a guarantee agreement with respect to the share.698

Where a corporation pays a dividend on a taxable pre-
ferred share, it is liable to a special tax of either 25% or 40%.
Where the 25% rate is chosen, a further tax is imposed on cer-
tain corporate recipients of the dividends to fund the balance
of the intercorporate dividend deduction. This recipient tax is
imposed at the rate of 10%, generally on public corporations.
There is no recipient tax where the 40% rate is chosen.699 To
assist smaller corporations, the special tax does not apply to
the extent of the corporation’s “dividend allowance.” The an-
nual dividend allowance is Can. $500,000, subject to a dollar-
for-dollar clawback with respect to dividends paid on taxable
preferred shares in the preceding calendar year in excess of
Can. $1 million.700 Associated corporations must share the Can.
$500,000 dividend allowance.701

The issuing corporation may recover the special tax on
dividends paid. Accordingly, the tax is analogous to an advance
corporate tax. The recovery operates not by way of a tax credit
but by way of a deduction in computing taxable income equal
to 3.5 times the tax paid. This is intended to approximate a full
credit at a notional combined federal and provincial tax rate.702

The special taxes are subject to exceptions and exclusions.
Most important, no tax is payable with respect to dividends
paid to a shareholder that has a “substantial interest” in the pay-
er. Essentially, a shareholder has a substantial interest if it is re-
lated to the corporation, or if it owns at least 25% of the shares
of the payer by votes and value, as well as at least 25% of the
corporation’s shares (other than taxable preferred shares).703

(7) Short-Term Preferred Shares

A short-term preferred share is a share subject to redemp-
tion at the option of the holder, or mandatory redemption, with-
in five years.704 Supporting rules deal with shares convertible
into other shares. A guarantee agreement applicable within the
first five years also renders a share a “short-term preferred
share.”

Dividends paid on short-term preferred shares are also
subject to the special issuer tax, but at a rate of 40%.705 There
is no special tax on the recipient, unlike in the case of taxable
preferred shares taxed at the 25% rate, as discussed above.

698 ITA, subsec. 248(1).
699 ITA, Parts IV.I and VI.I.
700 ITA, subsec. 191.1(2).
701 ITA, subsecs. 191.1(3), (4), and (5).
702 ITA, para. 110(1)(k).
703 ITA, subsec. 191(2).
704 Definition in ITA, subsec. 248(1).
705 ITA, subpara. 191.1(1)(a)(i).
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(8) Mark-to-Market Property

The dividend deduction is generally not available to finan-
cial institutions receiving dividends after 2023 on shares that
are mark-to-market property. Mark-to-market shares held by
financial institutions are marked to market on a yearly basis,
resulting in a recognition of any gain or loss on income ac-
count. The federal government has expressed its view that treat-
ing such gains or losses on income account resulted in a policy
conflict with not taxing the dividends received on such shares.
An exemption is available for, generally, dividends received or
deemed to be received by an insurance corporation on certain
shares or mutual fund trust units held by the corporation in con-
nection with an insurance contract that the corporation entered
into, issued or acquired in the ordinary course of its insurance
business (meaning such dividends still benefit from the divi-
dend deduction).

(9) Special Refundable Tax

As previously discussed, taxable dividends received by a
corporation are generally deductible in computing the corpora-
tion’s taxable income. However, individual taxpayers could de-
fer the taxation of dividend income by having the dividends di-
verted to a corporation, which would claim the intercorporate
dividend deduction. To prevent taxpayers enjoying the tax ad-
vantages of such arrangements, the Income Tax Act levies a
special 38 1/3% refundable tax on certain taxable dividends re-
ceived by private and other corporations that are both resident
in Canada and controlled or deemed to be controlled by or for
the benefit of an individual or related group of individuals.706

The refundable tax rate is intended to be equivalent to the rate
of tax that an individual subject to the maximum combined fed-
eral and provincial tax would pay on a taxable dividend.

The special 38 1/3% tax applies to portfolio taxable divi-
dends, but it does not apply to dividends paid out of the active
business income of a “connected corporation.” A “connected
corporation” is generally any corporation in which the recipi-
ent holds more than 10% of the issued voting shares having a
value of more than 10% of the value attributable to all issued
shares. A “connected corporation” also includes any corpora-
tion in which the recipient, or any other person with whom the
recipient does not deal at arm’s length, owns, in the aggregate,
more than 50% of the issued voting shares.707

The special 38 1/3% tax is refundable to the corporation
on the payment of dividends by it to its shareholders but (sub-
ject to limited exceptions) only where such dividends are “non-
eligible dividends.”708 The “eligible” and “non-eligible” divi-
dend system is described in further detail below. Effectively,
for every Can. $100 of non-eligible taxable dividends paid out,
Can. $38.33 of tax may be recovered.

Example: If a private corporation owned by individuals re-
ceives taxable portfolio dividends, it may totally avoid this
special tax by paying out the full amount of these divi-
dends to its shareholders as non-eligible dividends, who in

706 ITA, Part IV.
707 ITA, subsecs. 186(2), (4).
708 ITA, sec. 129.

turn pay tax under the dividend gross-up and credit system
described below, just as if they had received the portfolio
dividends directly.

The same refund system applies to most forms of invest-
ment income, in addition to dividends, when received by a pri-
vate corporation that is Canadian controlled.709 A “Canadian
controlled private corporation” is defined as a private corpo-
ration that is a Canadian corporation other than a corporation
controlled, directly or indirectly, by one or more nonresident
persons or public corporations.710 This system is discussed in
IX.C.1.d., below.

(10) Individuals Receiving Taxable Dividends

Taxable dividends received by resident individuals are
subject to a gross-up and credit mechanism that is intended to
provide full or partial integration of shareholder and corporate
level taxation.

The amount of a taxable dividend (other than an “eligible
dividend”) received from a taxable Canadian corporation is in-
cluded in income together with an additional amount equal to
15% (commonly referred to as a “gross-up”) of the dividend.711

Once the individual’s income tax liability has been computed,
a special dividend tax credit may be claimed on the grossed-
up amount of the dividend. The gross-up is a notional amount
that theoretically represents the income earned by the corpora-
tion that was subject to corporate level tax. Under the Income
Tax Act, the dividend tax credit is equal to 9/13 of the “gross-
up,” the remaining 4/13 being effectively recovered as a credit
against the provincial income tax that also applies to the divi-
dend.712 The credit represents the taxes paid by the corporation
on the amount distributed as a taxable dividend. The credit de-
pends on the gross amount of the dividend, without reference to
carrying and other charges.

A different gross-up and tax credit calculation is per-
formed in respect of “eligible dividends” received by an indi-
vidual resident in Canada. “Eligible dividends” are generally
taxable dividends paid by a Canadian corporation out of the
corporation’s income that is subject to the general rate of tax,
that is, income that is not subject to a reduced tax rate or
certain other benefits (such as those applicable to a Canadian-
controlled private corporation with respect to the first Can.
$500,000 of its active business income). A taxable dividend
paid would be considered an eligible dividend if the payer cor-
poration designates it as such in writing at the time the dividend
is declared.

When an individual receives “eligible dividends,” the in-
dividual must include the amount of the taxable dividend in in-
come plus a gross-up amount equal to 38% of the eligible divi-
dend.713 An “enhanced” dividend tax credit equal to 6/11 of the
gross-up amount can then be deducted in computing the indi-
vidual’s taxable income.714

709 ITA, subsec. 129(4).
710 ITA, subsec. 125(7).
711 ITA, subpara. 82(1)(b)(i).
712 ITA, sec. 121.
713 ITA, subpara. 82(1)(b)(ii).
714 ITA, subpara. 121(b)(iv).
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To track the income earned by a Canadian corporation that
is subject to the general rate of tax and separate it from the
income earned by the corporation that is subject to preferred
rates of tax, two tax accounts are relevant: the “general rate
income pool” (or GRIP) and the “low-rate income pool” (or
LRIP). Conceptually, for Canadian-controlled private corpora-
tions (CCPCs), GRIP tracks all income of the corporation that
has been taxed at the general rate of tax, while LRIP tracks all
preferentially taxed income for other Canadian resident corpo-
rations — including any non-eligible dividends received by the
corporation. The balances in GRIP and LRIP are relevant to
determining the extent to which a corporation can pay eligible
dividends without being subject to a penalty tax with respect
to “excessive eligible dividend designations.”715 This puts the
onus on Canadian corporations to keep track of the GRIP/LRIP
character of income that they earn, including certain dividends
they receive from other corporations.

The following example illustrates the dividend gross-up
and tax credit mechanism with respect to taxable dividends and
eligible dividends that applies to an individual shareholder that
resides in Ontario and is subject to a federal marginal tax rate
of 33% and a provincial marginal tax rate of 20.53% (note that
the actual rates vary by province):

Income Non-Eligible
Dividends

Eligible
Dividends

Dividend received Can. $80 Can. $80
Add gross-up (15% or 38%
of dividend)

12 30.40

Income Can. $92 Can. $110.40
Tax Calculation

Federal tax (at 33%) Can. $30.36 Can. $36.43
Less dividend tax credit
(9/13 or 6/11 of gross-up
amount)

(8.31) (16.58)

Federal tax payable 22.05 19.85
Provincial tax (at 20.53%) 18.89 22.67

40.94 42.52
Less provincial dividend tax
credit (2.99% or 10% of
grossed-up dividend)

(2.75) (11.04)

Total (Combined) Tax
Payable

Can. $38.19 Can. $31.48

Thus, while the combined federal and provincial tax rate
of this individual on every additional dollar of income is about
50.53%, the effective rate on a taxable dividend after the div-
idend tax credit is approximately 47.73%, and on an eligible
dividend it is 39.35%. This system partially compensates for
the fact that such dividend income has as its source corporate
income that has itself been taxed.

715 ITA, secs. 185.1 and 185.2.

b. Stock Dividends

A stock dividend (i.e., the issue by a corporation of its own
shares as a dividend to shareholders) is generally regarded as
a taxable dividend, the amount of which is the increase in the
paid-up capital of the corporation as a result of the stock divi-
dend. Thus, the increase in capital, rather than the value of the
shares, represents the amount subject to taxation, be it nonresi-
dent withholding tax or individual income tax. The rationale for
looking to the paid-up capital is related to the Canadian system
of taxing capital distributions, discussed in IX.C.1.d., below.

The cost to the shareholder of the shares received as a
stock dividend is generally the amount of the dividend.716 How-
ever, the cost of the shares received by a corporate shareholder
will be reduced by the amount of the intercorporate dividend
deduction taken by the corporation with respect to the stock
dividend.717

c. Capital Dividends

Canadian private corporations that realize taxable capital
gains may accumulate the non-taxable portion of such gains in
a special surplus account called the capital dividend account.
This account includes certain other amounts such as the non-
taxable portion of proceeds from the sale of goodwill or other
intangibles. By making an appropriate election, a private cor-
poration may pay capital dividends to its shareholders out of
its capital dividend account.718 Because the amounts that com-
prise the capital dividend account would not have been taxed
had they been received or earned by a shareholder directly, a
capital dividend is not included in the income of the recipient
shareholder.

The capital dividend account is usually of limited use to
nonresident-controlled Canadian corporations. Dividends paid
out of the capital dividend account are subject to nonresident
withholding tax like other taxable dividends. Because the ac-
count is of value to Canadian shareholders, the Income Tax Act
contains special anti-avoidance rules. Thus, where a nonresi-
dent controlled private corporation becomes a Canadian-con-
trolled private corporation (other than by a change of residence
of the shareholders), the capital dividend account is effectively
erased.719 More elaborate rules prevent the “sale” of the capi-
tal dividend account (e.g., by seeking out investors who would
acquire immediately redeemable preferred shares on which the
capital dividend account would be streamed).720

d. Integration

The purpose of the capital dividend account, the tax refund
system, and the dividend gross-up and tax credit mechanism is
to afford integration between shareholders and private corpo-
rations with respect to certain income earned by private cor-
porations and distributed to their shareholders. As discussed in
IX.C.1.c., above, where a private corporation realizes a capital
gain, a portion of the gain may flow through to its shareholders
by way of a capital dividend. The tax-free status of the non-tax-

716 ITA, para. 52(3)(a).
717 ITA, subsec. 112(1).
718 ITA, subsec. 83(2).
719 ITA, subsec. 89(1.1).
720 ITA, subsecs. 83(2.1) to (2.4).
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able portion of the gain is thereby preserved. Capital dividends
do not reduce the adjusted cost base of shares. The other part of
the capital gain, the taxable capital gain, is regarded as invest-
ment income subject to the refund system applicable to private
corporations.

A special additional refundable tax of 10 2/3% is imposed
on investment income earned by CCPCs as a method of dis-
couraging individuals from indefinitely deferring tax through
the use of corporations. The deferral of tax arises because cor-
porate tax on investment income may be less than the tax that
would have been payable had the individual earned the income
directly. A deferral exists to the extent the income is retained by
the corporation and not distributed to the individual as taxable
dividends. The additional 10 2/3% tax is intended to remove
this deferral advantage. This tax is included in the refundable
tax that a CCPC is entitled to receive when dividends are paid.
The partial tax refund at the rate of 10 2/3% can only be ob-
tained by payment of dividends at the same 100-to-38.33 rate
(Can. $100.00 dividend for every Can. $38.33 of refund) as out-
lined in IX.C.1.a.(7), above.

New rules that create a new category of “substantive
CCPCs” generally apply to taxation years that end on or after
April 7, 2022. The new rules treat certain corporations that are
not otherwise CCPCs as if they were CCPCs in some circum-
stances. The rules are intended to address planning where a
CCPC deliberately loses its CCPC status and as a result, invest-
ment income earned by the corporation was not otherwise sub-
ject to the additional refundable tax.

Legislative Note: Draft legislation released on August 12,
2024 proposes to reduce, in certain circumstances, the deduc-
tion available for foreign tax paid by a controlled foreign affili-
ate (CFA) of a CCPC for purposes of computing the foreign ac-
crual property income (FAPI, discussed in section XI.E.1., be-
low) inclusion by the CCPC with respect to the CFA.

The refund system for dividend and investment income is
intended to make individuals largely indifferent as to whether
they earn such income directly or indirectly through a corpora-
tion. The system has to balance two concerns: the integration
of corporate and shareholder level taxation to minimize double
taxation and the elimination of any deferral advantage that aris-
es from earning income in a corporation rather than directly.

e. Corporate Distributions Tax

The enactment of the special capital gains exemption for
Canadian resident individuals put greater pressure on the Cana-
dian income tax system as regards “surplus stripping.” That is,
with a zero tax rate on certain capital gains, the incentive to
convert what would otherwise be dividend distributions into
capital gains became high. In addition to various anti-avoidance
rules within the capital gains exemption system, a special cor-
porate distributions tax was enacted in 1986.721

The tax is imposed on the distributing corporation. It ap-
plies generally only to public corporations. Payable at a rate of
45%, the tax applies to amounts paid by the corporation or any
non-arm’s-length person as proceeds of disposition, if the pay-
ment may reasonably be considered to have been paid as a sub-
stitute for dividends that would otherwise have been paid in the

721 ITA, Part II.1.

normal course. A number of supporting rules extend the distri-
butions tax to certain stock dividends and other schemes. In the
simplest case, this tax could apply where shares are redeemed
by the corporation in circumstances such that the recipient is
not regarded as having received a dividend (e.g., in certain pur-
chases through the facilities of a stock exchange). A saving rule
provides that there is no tax if none of the purposes of the series
of transactions may reasonably be considered to have been to
enable shareholders who are individuals or nonresident persons
to receive an amount, directly or indirectly, as proceeds of the
disposition of property rather than as a dividend on a publicly
traded share.

f. Shareholder Benefits and Loans

As discussed above, there are specific rules for the taxation
of dividends distributed by corporations to shareholders. How-
ever, dividends are not the only means by which investors re-
ceive income from a corporation. Thus, under the Income Tax
Act, appropriations of property to shareholders and, in some
cases, loans to shareholders or connected persons, may give
rise to an income tax liability.

The amount or value of any benefit conferred by a corpo-
ration on a shareholder or a person in contemplation of becom-
ing a shareholder is included in the shareholder’s or person’s
income.722 Unless the benefit was made or conferred by the cor-
poration for purposes of earning income, it will be denied any
deduction for the cost of the benefit. “Benefit” is not defined
in the Income Tax Act and is construed very broadly to include
generally a corporation’s payment of a shareholder’s personal
expenses, the provision of services to a shareholder, a share-
holder’s use of company assets without payment of adequate
consideration or the acquisition by a shareholder of corporate
property at less than fair value. Exceptions exist to this rule, in-
cluding where the benefit occurs as a result of:

(i) The reduction of capital, the redemption of shares or the
winding-up, discontinuance or reorganization of the cor-
poration’s business, or on the capitalization of contributed
surplus.

(ii) The payment of a dividend, including a stock dividend.

Note: There is, however, an exception to this exception
which provides that the payment of a stock dividend can
result in a taxable benefit to a shareholder where the pay-
ment of the stock dividend was made for the purpose of
significantly altering the value of the interest of any “spec-
ified shareholder” (generally any person that holds at least
10% of the shares of a class) of the corporation.723

(iii) The conferring on all holders of common shares of an
identical right to acquire additional shares of the corpora-
tion.
In the case of nonresident corporations, a special rule ex-

ists that limits the availability of the exceptions described
above where the nonresident corporation undertakes a foreign
demerger transaction and a Canadian resident shareholder ac-
quires shares of one or more of the nonresident corporations
formed as a result of the foreign demerger. If this rule applies,

722 ITA, subsec. 15(1).
723 ITA, subsec. 15(1.1).
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the nonresident corporation that undertakes the foreign de-
merger transaction will be deemed to have either paid a divi-
dend or conferred a benefit on the Canadian resident sharehold-
er.724

A separate rule addresses loans made by corporations to
their shareholders. Where a shareholder (other than a corpo-
ration resident in Canada) has received a loan or has become
indebted to a corporation, the amount of the loan or indebted-
ness is included in the shareholder’s income.725 This rule ex-
tends to loans or indebtedness made by a corporation to any
persons who do not deal at arm’s length with a shareholder of
the corporation.726 Therefore, a loan made by a corporation to
a shareholder’s spouse (who is non-arm’s-length in relation to
the shareholder) is included in the spouse’s income even if he
or she is not a shareholder. The full amount of the loan or in-
debtedness is included in a shareholder’s income.

The general income inclusion rule is subject to exceptions,
some of which are applicable only where the shareholder is also
an employee of the corporation. The general rule applies re-
gardless of whether the loan or debt arose as a result of the po-
sition of the taxpayer as a shareholder of the corporate credi-
tor. It is generally sufficient if, as a matter of fact, the taxpayer
receives a loan while the taxpayer is a shareholder of the cor-
poration. Some of the exceptions attempt to restrict this gener-
al rule for shareholders who are also employees of the corpo-
ration. Shareholders who are also employees are not subject to
the general income inclusion rule where the loan or debt arose
because of the employment and not because of any person’s
shareholdings, bona fide arrangements were made for the re-
payment of the loan or debt within a reasonable time, and any
of the following circumstances exist:727

(i) The employee owns less than 10% of the shares of the
corporation or deals at arm’s length with the corporation;

(ii) The loan or debt enabled the employee to acquire or
assisted the employee in acquiring a dwelling; or

(iii) The loan or debt enabled the employee to acquire or
assisted the employee in acquiring a motor vehicle for em-
ployment use.
Other exceptions to the general rule are available regard-

less of whether the shareholder is also an employee of the cor-
poration. These exceptions are as follows:728

(i) Where the indebtedness arises between nonresident
persons.

(ii) Where the loan is made in the ordinary course of
the corporation’s ordinary business of lending money and
bona fide arrangements are made to repay the loan. This
exception may apply, for example, where an individual is
a shareholder of a bank that provides the individual with a
personal loan. As from June 22, 2023, the “ordinary busi-
ness of lending money” exception was narrowed such that
it will only apply if at least 90% of the aggregate outstand-

724 ITA, subsec. 15(1.5).
725 ITA, subsec. 15(2).
726 The precise test is whether the person is “connected” with the sharehold-

er as determined under ITA, subsec. 15(2.1).
727 ITA, subsec. 15(2.4).
728 ITA, subsecs. 15(2.2), (2.3), and (2.6).

ing amount of the loans of the business is owed by arm’s
length borrowers at any time during which the relevant
shareholder loan is outstanding.

(iii) Where the loan or indebtedness is repaid within one
year after the end of the taxa year of the lender in which
the loan or indebtedness arose and is not part of a series
of loans and repayments (which would effectively circum-
vent the one-year limit). Where the loan extends beyond
the shareholder’s year in which the loan was made, the
general rule requires the amount of the loan to be included
in income. On a subsequent repayment of the loan within
the one-year limit, the shareholder can deduct an amount
equal to the amount previously included in income.729

In an effort to prevent circumvention of the shareholder
loan rules through “indirect” distributions, the Income Tax Act
stipulates that deemed income will arise where the loan was
made not only by a corporation to its shareholder, but also by
the corporation or a related corporation to the shareholder or to
a person who is non-arm’s-length in relation to the shareholder.
Similarly, this treatment also extends to partnerships or trusts
of which corporations or shareholders are members.

To facilitate transfers of funds within Canadian corporate
groups, the shareholder loan rules do not apply with respect to
loans made to, or debt of, a Canadian resident corporate share-
holder.

A new alternative business succession option for retiring
business owners is available that allows the creation of trusts
that hold shares of a corporation for the benefit of its employees
and without the employees having to pay for the shares. Certain
loans and debts connected with employee ownership trusts are
exempt from the shareholder loan rules. The first $10 million in
capital gains realized on the sale of a business to an employee
ownership trust is also, generally, exempt.

Nonresident shareholders are also subject to the sharehold-
er benefit and shareholder loan rules. However, nonresident
status means that a deemed income inclusion does not gener-
ally result in any Canadian tax for a nonresident. Where the
amount of a benefit, loan or debt is required to be included in
the income of a nonresident shareholder or person, the amount
that would otherwise be included in income is deemed to be a
dividend paid to the nonresident by a Canadian resident corpo-
ration. The normal nonresident withholding tax rules then ap-
ply to tax the dividend deemed paid.730 In the case of loans or
other indebtedness, subsequent repayment of the debt entitles
the nonresident shareholder to recoup the withholding tax pre-
viously paid.731

As discussed in VIII.C.1.a.(3), above, other provisions in
the Income Tax Act impute an interest benefit to a shareholder
in certain situations where the rules discussed here do not cause
the principal amount of the loan to be included in income.

2. Capital Alterations and Reorganizations

The rules regarding the income tax treatment of corporate
reorganizations are designed, on the one hand, to ensure that
the ultimate, and in some cases, the immediate tax payable is

729 ITA, para. 20(1)(j).
730 ITA, para. 214(3)(a).
731 ITA, subsec. 227(6.1).
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not reduced as a result of a change in the capital structure of a
corporation. On the other hand, some rules are designed to fa-
cilitate businesslike reorganizations by preventing a realization
of accrued gains and otherwise allowing the transformation of
corporate structures without adverse income tax consequences.
The following discussion is necessarily only an outline of the
special regimes that apply to certain types of corporate reorga-
nizations.

a. Return or Alteration of Capital

The share capital of a corporation may be altered in a num-
ber of transactions, such as increases and decreases in capi-
tal, the redemption or cancellation of shares, the acquisition of
shares on the open market (where this is permitted by the rel-
evant company law), and certain other reorganizations of capi-
tal.

Where a Canadian resident corporation, other than a public
corporation, has redeemed, acquired or cancelled any of its
shares, a deemed dividend may result if the amount paid ex-
ceeds the paid-up capital in respect of the shares so redeemed,
acquired or cancelled.732

A deemed dividend may also result from a reduction in the
capital of a Canadian resident corporation equal to the amount
by which the payment on the reduction exceeds the amount of
the capital reduction.733 An increase in the capital of a Canadi-
an resident corporation also may result in a deemed dividend.734

This will be the case if, as a result of the transaction, the in-
crease in paid-up capital exceeds the increase in the net asset
value of the corporation.

A further rule provides that any amount paid by a public
corporation on the reduction of its paid-up capital is deemed to
have been paid by the public corporation and received by the
person to whom it is paid as a dividend. This rule does not,
however, apply where the payment on the reduction of paid-
up capital is part of a specified reorganization of capital or
a consequence of distributions made on the winding-up, dis-
continuance or reorganization of the business of the particular
public corporation, or on a return of capital where the amount
may reasonably be considered to be derived from the proceeds
of disposition realized by the public corporation (or a lower
tier entity) from a transaction that occurred outside the ordi-
nary course of business of the disposing person and within 24
months preceding the payment.735

The foregoing rules all apply based on a definition of
paid-up capital that generally depends on the relevant corporate
law,736 although in certain cases paid-up capital may be in-
creased or decreased in accordance with specific provisions of
the Income Tax Act. In addition, for corporations that were in-
corporated prior to 1977, special transitional rules apply that
adjust paid-up capital to account for the fact that a different
(more complicated) system for computing distributable capital
applied prior to 1977.737

732 ITA, subsec. 84(3).
733 ITA, subsec. 84(4).
734 ITA, subsec. 84(1).
735 ITA, subsec. 84(4.1).
736 ITA, para. 89(1).
737 ITA, sec. 84.2.

Comment: Nonresidents with interests in Canadian cor-
porations should carefully consider these rules respecting the
computation and distribution of paid-up capital. In effect, the
Canadian system is designed to permit the tax-free distribution
of an amount equal to the corporation’s paid-up capital
(through redemption, capital reduction or other appropriate cor-
porate means) as a return of capital.738

In particular, a tax-free distribution to nonresident share-
holders of Canadian corporations can generally be accom-
plished (i.e., without the imposition of Canadian nonresident
withholding tax). However, amounts that have been contributed
to a corporation that do not form part of paid-up capital, do not
benefit from this special treatment. Thus, nonresident share-
holders should generally not contribute capital to their Canadi-
an subsidiaries. It may be preferable to provide such amounts as
loans or as subscriptions to share capital to ensure their tax-free
distribution. Further, the rules permit a corporation to convert
contributed surplus into paid-up capital, provided the surplus
arose on the issuance of shares or as a result of a contribution of
property by a shareholder.739 In the latter case, the nonresident
shareholder must not have received shares of the corporation as
consideration for the disposition. For these purposes, the con-
tributed surplus of a public corporation is reduced by dividends
paid in excess of retained earnings.740

In addition to the question of deemed dividends, alter-
ations in the capital structure of a corporation may have capital
gains tax consequences for the shareholders. For example, the
redemption of shares constitutes a disposition,741 and thus share-
holders must determine their cost and proceeds of disposition;
should the latter exceed the former, a capital gain results. The
amount of any dividend deemed received by virtue of the re-
demption is excluded from the proceeds of the disposition, to
prevent double taxation.

Comment: Nonresident shareholders of Canadian corpora-
tions should consider the terms of any applicable tax treaty that
may prevent the imposition of tax on any such gain deemed to
arise as a result of a corporate reorganization.

b. Liquidation

Winding-up a corporation also raises the possibility of a
deemed dividend and a capital gain with respect to the disposi-
tion of shares. Further, the property of a corporation is deemed
sold immediately before winding-up, which may create addi-
tional income tax consequences, albeit at the corporate level.

The rules relating to deemed dividends on winding-up are
similar to those discussed above with respect to a share redemp-
tion. A deemed dividend results where funds or property of a
Canadian resident corporation are distributed or appropriated to
a shareholder on the winding-up, discontinuance or reorganiza-
tion of its business if the amount distributed or appropriated to
the shareholder exceeds the paid-up capital with respect to the
shareholder’s shares.742

738 See Copthorne v. The Queen, 2011 SCC 63, discussed below at XI.C.2.,
where the Supreme Court of Canada held that the general anti-avoidance rule
(GAAR) applied to deny the duplication of paid-up capital on a reorganization.

739 ITA, para. 84(1)(c.3).
740 ITA, subsec. 84(10).
741 ITA, subsec. 248(1).
742 ITA, subsec. 84(2).
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To assist in the orderly distribution of surplus on liquida-
tion, a special rule applies where, in the course of winding-up
a Canadian corporation, all of the corporation’s property is dis-
tributed to the shareholders. In this case, surplus computations
are made immediately before the winding-up and the various
accounts are considered distributed as separate dividends, en-
abling the corporation to elect with respect to such dividends in
the manner previously discussed.743

The deemed disposition of shares in the liquidated corpo-
ration may give rise to a taxable capital gain. As with a redemp-
tion, any deemed dividend is not included in the proceeds of
disposition of the shares.

The property of any corporation, Canadian or otherwise,
that is appropriated to a shareholder on the winding-up of the
corporation is deemed to have been disposed of by the corpo-
ration immediately before the winding-up at fair market value.
The shareholder is deemed to have acquired the property at a
cost equal to this same value.744

The foregoing description of the income tax treatment of a
winding-up is subject to an exceptional regime that applies to
the winding-up of a subsidiary where both the subsidiary and
parent are taxable Canadian corporations. Other similar rules
apply with respect to winding-up distributions for foreign sub-
sidiaries.745 The parent must own at least 90% of the issued
shares of each series or class of the subsidiary, and all of the
shares of the subsidiary not owned by the parent must be owned
by persons with whom the parent is dealing at arm’s length.746

In this case, no gain is realized with respect to the property of
the subsidiary distributed on the winding-up. In most cases, the
shares of the subsidiary are also subject to a tax-free rollover;
however, a capital gain will result if the adjusted cost base of
the shares is less than both the paid-up capital of the subsidiary
and the net tax value of the property distributed. On the oth-
er hand, if the net tax cost of the subsidiary’s assets distributed
is less than the adjusted cost base of the shares, the difference
may be applied, in very limited circumstances and subject to
various restrictions, to increase the cost to the parent of capital
property other than depreciable property received on the wind-
ing-up, up to the fair market value of such property at the time
the parent acquired control of the subsidiary. The rules gov-
erning such a situation are commonly referred to as the “bump
rules.”747

Comment: The bump rules are advantageous in circum-
stances where a parent corporation acquires a subsidiary with
the intention of divesting some of the subsidiary’s non-depre-
ciable capital property. In such circumstances, the capital gain
that would otherwise be realized by the parent corporation on
the intended divestiture would be reduced through an increase
or “bump” in the adjusted cost base of the subsidiary’s non-de-
preciable capital property that is acquired by the parent on the
winding up or amalgamation of the subsidiary. Although the
bump rules provide a valuable tax planning tool, they are quite
detailed and complex, and, therefore, it cannot be assumed that
they will apply without conducting a detailed review of their

743 ITA, subsec. 88(2).
744 ITA, subsec. 69(5).
745 ITA, subsec. 88(3).
746 ITA, subsec. 88(1).
747 ITA, paras. 88(1)(c) and 88(1)(d).

potential application in the context of a particular transaction or
series of transactions.

Additional rules applicable to such a winding-up provide
for a continuation of various surplus accounts and reserves so
as to assimilate the winding-up to a statutory amalgamation
(see IX.C.2.f., below). The ordinary deemed dividend rule does
not apply in this case and, instead, any special tax surplus ac-
counts of the subsidiary flow up to the parent. Loss carryfor-
wards of the subsidiary may be available to the parent in its first
tax year commencing after the winding-up. The loss carryfor-
wards may also be flowed through on a subsequent winding-up
of the parent into its parent corporation.748

c. Share-for-Share Exchange

Where a Canadian corporation acquires shares of any oth-
er Canadian corporation in exchange for its shares, a tax-free
rollover is available.749 The shares of the purchaser must be
acquired from the purchaser itself (i.e., they must be treasury
shares). A further restriction is that the purchasing corporation
and the taxpayers from whom shares of the acquired corpora-
tion are purchased must deal at arm’s length. In addition, the
sellers (i.e., the shareholders of the acquired corporation) must
not, either alone or together with persons with whom they do
not deal at arm’s length, control the purchasing corporation im-
mediately after the exchange or beneficially own shares with a
value of more than 50% of the value of all the shares.

The consideration received by the shareholders of the ac-
quired corporation cannot consist of anything other than shares
of the purchasing corporation, but this does not exclude the
possibility that the shareholders may dispose of additional
shares that are not included in the rollover for other considera-
tion from the purchaser.

While there is no formal elective procedure for the
rollover to apply, the disposing shareholder is given the choice
of realizing gains or losses rather than treating the transaction
as a tax-free reorganization. The acquiring corporation’s cost
of the acquired shares is deemed to be the lesser of their fair
market value and their paid-up capital immediately before the
exchange.

A share-for-share exchange is, in many respects, similar to
the transfer of property to a corporation for shares (see g., be-
low), where the property transferred consists of shares of an-
other corporation, but this rule, which does not require a tax-
payer election, may be more useful in certain public transac-
tions.

A similar tax deferred share-for-share rollover is also pro-
vided where a taxpayer disposes of shares (the “transferred
shares”) of a foreign affiliate (see XI.E.1.a., below) to another
foreign affiliate (the “acquiring foreign affiliate”) in exchange
for consideration including shares of the acquiring foreign af-
filiate.750 Anti-avoidance rules require that the exchange not be
part of a series of transactions that includes an arm’s-length
sale.751 Like the domestic share-for-share exchange, the foreign
affiliate share exchange deferral applies automatically without

748 ITA, subsecs. 88(1.1), (1.2).
749 ITA, sec. 85.1.
750 ITA, subsec. 85.1(3).
751 ITA, subsec. 85.1(4).
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the need for the taxpayer to file any election. Unlike under the
domestic share exchange rule, the taxpayer may receive non-
share consideration for the transfer. The taxpayer’s cost of the
shares issued by the acquiring foreign affiliate is equal to the
adjusted cost base of the transferred shares less the value of any
non-share consideration received by the taxpayer for the dis-
position. The taxpayer’s proceeds of disposition for the trans-
ferred shares are equal to the cost of the shares issued by the
acquiring foreign affiliate and the non-share consideration re-
ceived. The acquiring foreign affiliate acquires the transferred
shares at a cost equal to the taxpayer’s proceeds of disposition.
Thus, any accrued capital gain on the transferred shares is re-
tained in the hands of the acquiring foreign affiliate and in the
Canadian resident’s shares of the foreign affiliate.

Legislative Note: Draft amendments released on August 9,
2022, expand subsection 85.1(4), the anti-avoidance provision
mentioned above. Similar amendments are proposed for sub-
section 87(8.3). The amendments are intended to address the
potential deferral of capital gains on the sale of foreign affiliate
shares where there is a subsequent disposition of any proper-
ty, the fair market value of which is derived from the shares or
a substituted property. The current proposed amendments are
broad and may apply to transactions in unexpected ways that
do not accord with the underlying policy goals of the amend-
ments, particularly since there is no minimum threshold for the
value being derived. It is understood that the Department of Fi-
nance intends to make further amendments to the proposals be-
fore they are finalized to prevent their application in unintend-
ed circumstances.

d. Foreign Share-for-Foreign Share Exchange

Foreign shares may be exchanged for other foreign shares
on a tax-deferred basis similar to that applying in the case
of Canadian share-for-share exchanges (see IX.C.2.c., above)
even where the acquirer is not a foreign affiliate.752 The pur-
chaser’s shares must be issued on the share exchange. In ad-
dition, the only consideration received on the exchange must
be those issued shares. A further restriction is that the purchas-
ing corporation and the taxpayers from whom shares of the ac-
quired corporation are purchased must deal at arm’s length. In
addition, the sellers (i.e., the shareholders of the acquired cor-
poration) must not, either alone or together with persons with
whom they do not deal at arm’s length, control the purchasing
corporation immediately after the exchange or beneficially own
shares with a value of more than 50% of the value of all the
shares.

e. Share Conversions and Reorganizations

Relief is also provided under section 51 of the Income Tax
Act where shares of a corporation have been acquired by a tax-
payer in exchange for (i) another share of the corporation or
(ii) a bond debenture or note of the corporation the terms of
which confer on the holder the right to make the exchange,
and no consideration was received for the convertible proper-
ty other than the shares acquired.753 Where this rule applies, the
exchange is deemed not to be a disposition, so it is unneces-

752 ITA, subsecs. 85.1(5) and (6).
753 ITA, sec. 51; ITAR, subsec. 26(24).

sary to determine the proceeds of disposition of the convertible
property. The rule does, however, deem the tax cost of the ac-
quired shares to be equal to the tax cost of the transferred prop-
erty. This rule applies automatically unless the taxpayer elects
to transfer the property pursuant to section 85 (discussed under
IX.C.2.g., below) or the reorganization rule in section 86 of the
Income Tax Act, discussed next, applies.

Section 86 of the Income Tax Act provides an automatic
rollover where a taxpayer disposes of shares of a class of a cor-
poration during a reorganization of the corporation’s share cap-
ital. Consideration for the share disposition must include shares
of the corporation undergoing the reorganization and may in-
clude non-share consideration. A reorganization of capital is
generally considered to include a change to the share structure
such as the creation of a new class of shares. This rule ap-
plies only where the taxpayer disposes of all shares of the class
that the taxpayer owns; dispositions of only some of the shares
owned by the taxpayer are not subject to the rollover but may
still qualify for a rollover under section 51, as described above.
The shares acquired by the taxpayer are deemed to have a cost
equal to the tax cost of the transferred shares less the value of
the non-share consideration received by the taxpayer. The tax-
payer’s proceeds for the shares disposed of are equal to the cost
of the shares acquired plus the value of the non-share consider-
ation received. Therefore, a capital gain arises to the extent the
value of the non-share consideration exceeds the tax cost of the
transferred shares. Rules are provided to limit the paid-up cap-
ital of the shares acquired and to address situations where the
share reorganization is intended to provide a benefit to a person
related to the taxpayer.

f. Amalgamation

Under Canadian federal and provincial company law, two
or more corporations may amalgamate and continue as a single
corporation. Such an amalgamation constitutes a statutory fu-
sion of two or more corporations. Although the participants in
such an amalgamation cease to have separate existences, they
do not cease to exist. Rather, the participants join together and
continue as one corporation. The case law has frequently used
analogies such as two streams flowing together to form a river
or two strands of a rope uniting as one. The corporate concept
involves neither a transfer of assets nor a discontinuance of the
amalgamating corporations.

The Income Tax Act makes special provision for such
statutory amalgamations. The tax treatment of a qualifying
amalgamation, however, differs considerably from the corpo-
rate concept.754 In particular, the Income Tax Act provides that
the corporate entity formed as a result of the amalgamation
will be deemed to be a new corporation, the first tax year of
which will be deemed to have commenced at the time of the
amalgamation.755 Beginning from this premise, the amalgama-
tion provisions set out an extensive list of rules for determining
whether, and if so how, certain characteristics of the amalga-
mating corporations are carried over to the “new corporation.”

The amalgamation provisions apply to a merger of two or
more taxable Canadian corporations into a single new corpora-

754 ITA, sec. 87.
755 ITA, para. 87(2)(a).
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tion such that all of the property, liabilities and shareholders
of the predecessors become the property, liabilities and share-
holders of the new corporation. Exception is made for inter-
corporate debts and shareholdings. The rollover does not apply
where the merger occurs as a result of the acquisition of proper-
ty of one corporation by another or the distribution of property
on the winding-up of a corporation. These rollover provisions
also apply to a “triangular amalgamation” under which a share-
holder receives shares of a parent corporation of a predecessor
corporation rather than shares of the new, amalgamated corpo-
ration.756

If the merger qualifies under these provisions, the tax
years of the predecessor corporations come to an end imme-
diately before the amalgamation and the first tax year of the
new corporation commences at the time of the amalgamation.
Inventory and capital property, including depreciable property,
are rolled into the new corporation at their tax values to their
predecessors. Various reserves and surplus accounts are also
carried forward, and, generally, the new corporation stands in
the shoes of the old. For example: scientific research and ex-
perimental development (SR&ED) expenditures that could be
carried forward by a predecessor may be carried forward by
the new corporation; employees of a predecessor are deemed
to be employees of the new corporation for purposes of deter-
mining whether certain benefits are conferred during a period
of employment; and outlays made under warranties are treat-
ed as if the warranties had been made by the new corporation.
Loss carryforwards of the predecessors may be available to the
amalgamated corporation. Special rules apply to various types
of property, such as shares of foreign affiliates and partnership
interests.

The shareholders of the predecessor corporations who re-
ceive no consideration for the disposition of their shares on the
amalgamation other than shares of the new corporation also
benefit from a rollover. They regard the cost of the old shares
as the cost to them of the new shares and realize no capital gain
or loss. However, where the fair market value of the shares re-
ceived in the amalgamated corporation is less than the fair mar-
ket value of the shares held in a predecessor corporation and it
is reasonable to regard any portion of that excess as a benefit
that the shareholder desired to confer on a related person, there
is no longer a complete rollover. Rather, the taxpayer is, gener-
ally, deemed to have disposed of the taxpayer’s old shares for
proceeds equal to their adjusted cost base plus the amount of
the “benefit” described above. Notwithstanding this increase in
the proceeds of disposition, the taxpayer still, generally, has a
cost of any new shares of the amalgamated corporation equal
to the adjusted cost base of the shares formerly held.757

Where an amalgamation qualifying for rollover treatment
is between a parent corporation and its wholly-owned sub-
sidiary, the Income Tax Act provides that the cost to the amal-
gamated corporation of each capital property acquired on the
amalgamation is the amount that would have been the cost to
the parent had the property been distributed to the parent on a
liquidation of the subsidiary to which the rollover regime de-
scribed in IX.C.2.b., above, applied. As a result, upon a qualify-

756 ITA, subsec. 87(9).
757 ITA, subsec. 87(4); ITAR, subsec. 26(21).

ing amalgamation between a parent corporation and its wholly-
owned subsidiary, the bump rules may — subject to all of their
restrictions being met — be available to increase the cost to the
parent corporation of the subsidiary’s non-depreciable capital
property distributed to it.

Shareholders may receive the same rollover treatment with
respect to a “foreign merger.” Generally, a foreign merger is a
merger of two or more nonresident corporations in a manner
that is in substance, but not necessarily in form, similar to a
Canadian amalgamation.758 The foreign merger rollover rule al-
so applies in certain circumstances where a predecessor corpo-
ration owns shares of a Canadian corporation that would other-
wise have resulted in a disposition of “taxable Canadian prop-
erty” on the merger.

Rollover treatment also applies in cases of vertical, hor-
izontal and triangular foreign mergers. In the latter case, the
shareholder of the predecessor corporation receives shares of
the foreign parent that controls the new corporation rather than
shares of the new corporation itself. It is not necessary for the
predecessor corporations to be resident in the same country.
Consequently, the tax-deferred rollover will be available
whether the foreign predecessor corporations are resident in the
same country or in different countries.

Where the shares of the predecessor corporation were tax-
able Canadian property, that is, property subject to Canadian
capital gains tax when held by nonresidents, the new shares are
deemed to be taxable Canadian property as well. This prevents
the avoidance of tax on capital gains by nonresidents where, by
virtue of an amalgamation, shares are received that would not
otherwise constitute taxable Canadian property.

The same rollover treatment applies to an exchange of op-
tions to acquire shares of a predecessor corporation for options
to acquire shares of the new corporation and to an exchange
of bonds, debentures, mortgages, notes or other similar obliga-
tions.759

g. Transfer of Property for Shares

Where a taxpayer has disposed of a capital property, in-
ventory, lending assets of money lenders or certain resource
properties to a taxable Canadian corporation for consideration
that includes shares of the corporation, the taxpayer and the ac-
quiring corporation may jointly elect that the disposition occur
at an agreed amount.760 This rollover is governed by subsection
85(1) of the Income Tax Act and is commonly referred to as a
“section 85 election.” Certain exclusions, however, are made to
the types of property that qualify for the election. The election
does not extend to inventory consisting of real property, an in-
terest in real property or an option with respect to real proper-
ty. Where the taxpayer is a nonresident, capital property that is
real property may be transferred on a rollover basis only if the
transfer is part of the incorporation of a Canadian branch of the
nonresident.

The amount agreed on in the election is treated as the pro-
ceeds of disposition of the property to the taxpayer and as its
cost to the acquiring corporation. Subject to certain restrictions,

758 ITA, subsec. 87(8).
759 ITA, subsecs. 87(5), (6); ITAR subsecs. 26(22), (23).
760 ITA, sec. 85. This provision is closely akin to U.S. Internal Revenue

Code §351.
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the taxpayer and the corporation are free to choose any agreed
amount. Basically, these restrictions are that the agreed amount
may not be less than the fair market value of any non-share
consideration received by the taxpayer on the disposition nor
greater than the fair market value of the property disposed of.
In the case of inventory or capital property other than deprecia-
ble property, the agreed amount may not be less than the less-
er of the fair market value and the tax cost of the property dis-
posed of. Where depreciable property is transferred in connec-
tion with such an election, the transferee corporation is treat-
ed as if it had acquired the property at a cost equal to the ac-
quisition cost to the transferor and the transferee had claimed
any depreciation previously claimed with respect to the proper-
ty. Thus, recapture of capital cost allowance is not avoided by
virtue of such a transfer, but merely deferred.761

The election will not be wholly effective where an “indi-
rect gift” is made. If the fair market value of the property dis-
posed of exceeds both the value of the consideration received
and the agreed amount, and if it is reasonable to regard any por-
tion of such excess as a benefit that the taxpayer desired to con-
fer on a related person, the agreed amount is automatically in-
creased by the amount that may reasonably be so regarded as a
benefit.762

This rule appears to meet, for example, the situation in
which a taxpayer seeks effectively to transfer an accrued gain
to his or her spouse by electing for a rollover at cost and taking
as consideration only preferred shares with a par value equal to
this cost. If the spouse owns all of the common shares, the ef-
fect of the indirect gift rule would probably be that the agreed
amount would be increased so that the amount considered an
indirect gift to the spouse is realized as a gain on the dispo-
sition. However, special rules provide that no benefit is con-
sidered to have been conferred where the transfer is made to a
wholly-owned subsidiary of the taxpayer.

The tax cost of the consideration received on a transfer of
property to a corporation under section 85 is computed accord-
ing to a “waterfall” formula as set out in the Income Tax Act
that depends on the type of consideration received by the share-
holder. In aggregate, the tax cost of all consideration received
by the taxpayer will equal the aggregate elected amount in re-
spect of all of the property that was transferred to the corpora-
tion, with such cost being allocated in the following manner:

(i) First, to all non-share consideration up to fair market
value;

(ii) Second, if any aggregate unallocated tax cost remains
after the allocation in (i), to consideration that is preferred
shares up to fair market value; and

(iii) Lastly, if any aggregate unallocated tax cost remains
after the allocations in (i) and (ii), to consideration that is
common shares up to fair market value.763

As discussed above, a Canadian corporation can distribute
amounts up to the paid-up capital of a share to shareholders
generally free from Canadian tax. Due to the advantages as-
sociated with paid-up capital, the paid-up capital of the shares

761 ITA, subsec. 85(5).
762 ITA, para. 85(1)(e.2).
763 ITA, paras. 85(1)(f), (g) and (h).

issued by the corporation is limited to the amount elected (or
deemed elected) on the property transfer to the corporation and
is allocated between classes of shares based on the proportion-
ate fair market value of such shares.764

h. Anti-Surplus Stripping

In view of the historical differential between the rate of
tax applied to capital gains (nil until 1972) and dividends,
the authorities have for some time expressed concern over
transactions that effectively “distribute” corporate earnings but
achieve the form of capital transactions.

In addition to the general anti-avoidance rule (see XI.C.,
below), there are two specific rules to prevent surplus stripping.
The first rule applies to Canadian resident individuals transfer-
ring shares of a Canadian resident corporation to another Cana-
dian resident corporation. The second applies where the trans-
feror is a nonresident person. There is no equivalent rule ap-
plicable to Canadian corporate transferors, since the general
tax-free receipt of intercorporate dividends prevents the surplus
stripping mischief from arising.

The first rule applies where a taxpayer resident in Canada
(other than a corporation) disposes of shares of a corporation
resident in Canada to a purchaser corporation with which the
taxpayer does not deal at arm’s length765 and, immediately after
the disposition, the first corporation is “connected” with the
purchaser corporation.766 The general meaning of non-arm’s-
length transactions has a special extended sense in this context.
“Connected” extends to situations where the transferred com-
pany is controlled by the transferee or, generally, where the
transferee has a 10% interest in the transferred company. In
these cases, the paid-up capital of any shares received on the
transfer is reduced so that it does not exceed the greater of the
paid-up capital and the adjusted cost base of the shares trans-
ferred. There may also be an immediate deemed dividend, sub-
ject to tax, to the extent that any non-share consideration (in-
cluding indebtedness) exceeds the greater of the paid-up capital
and the adjusted cost base of the transferred shares.

An analogous rule applies where the transferor is a nonres-
ident person, or a partnership of which either a majority interest
partner or every member of a majority interest group of partners
is a nonresident person. The rule applies where such a transfer-
or disposes of shares of a Canadian-resident corporation to an-
other Canadian-resident corporation with which the transferor
does not deal at arm’s length if, immediately after the disposi-
tion, the transferee corporation is connected with the purchas-
er corporation. Once again, non-arm’s-length dealings have an
extended meaning, and the same defined sense of “connected”
applies. In this case, the rule effectively prevents any increase
in the paid-up capital of the shares, and thereby prevents any
reduction in the potential nonresident withholding tax on fu-
ture distributions. If non-share consideration (including indebt-
edness) is involved, there may be an immediate deemed divi-
dend to the extent that such consideration exceeds the paid-up
capital of the shares transferred.767

764 ITA, subsec. 85(2.1).
765 Under ITA, para. 251(1)(a), related parties are deemed to deal not at

arm’s-length even if they do deal at arm’s-length in fact.
766 ITA, sec. 84.1.
767 ITA, sec. 212.1.

IX.C.2.h.IX.C.2.h. Detailed AnalysisDetailed Analysis

A - 110 11/01/2025 © 2025 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-63359-385-5 7050-2nd



i. Foreign Spin-Offs

The Income Tax Act allows for a rollover to Canadian
resident shareholders with respect to certain foreign spin-off
or demerger transactions. The relevant provisions provide for
a tax-deferred transaction to Canadian resident shareholders
where a publicly traded foreign corporation whose shares are
widely held, or a foreign corporation whose shares are not pub-
licly traded but are widely held and registered with the U.S.
Securities and Exchange Commission, undertakes a “spin-off”
transaction whereby it distributes to its common shareholders
common shares of another foreign corporation owned by the
distributing corporation.768 A number of requirements must be
met for this rollover to apply. In the absence of this rollover,
such a foreign spin-off or demerger transaction would gener-
ally be a taxable event for Canadian resident shareholders. As
discussed in IX.C.1.f., above, in certain instances, a foreign de-
merger can result in a deemed dividend having been received
by or a deemed benefit being conferred on a Canadian resident
shareholder.

j. Divisive Reorganizations

The Income Tax Act allows a rollover with respect to cer-
tain divisive corporate reorganizations where the property of
a Canadian resident corporation is divided among its share-
holders. One such type of divisive reorganization to which the
rollover would apply, subject to a number of restrictions being
met, is an internal reorganization pursuant to which a corpora-
tion distributes its property among related shareholders.769 An-
other divisive reorganization where a rollover may be permit-
ted is where property of a corporation is split-up with each re-
cipient receiving a pro rata share of each type of assets owned
by the transferor corporation (although the “types of property”
requirement does not apply on certain public company split-
ups).770 This type of reorganization is commonly referred to as a
“butterfly.” The rollover provisions applicable to these divisive
reorganizations are complex and require very strict conditions
and restrictions to be met.

3. Special Corporations

Particular rules apply to the taxation of certain types of
corporations, as defined in the Income Tax Act.

An “investment corporation”771 is a Canadian public corpo-
ration at least 80% of the property of which consists of shares,
bonds, marketable securities or cash, from which it derives at
least 95% of its income. Further, at least 85% of its gross rev-
enue must be from sources in Canada and no more than 25%
of such revenue may be derived from interest. The portfolio
of an investment corporation cannot contain more than 10% of
shares, bonds, or securities of any one corporation or debtor
(except a government), and no one shareholder may hold more
than 25% of the shares of any class of the corporation or any
related corporation. In determining whether a shareholder owns
more than 25% of any class of shares, shares held by related
persons, and through trusts or partnerships of which the share-

768 ITA, sec. 86.1.
769 ITA, para. 55(3)(a).
770 ITA, para. 55(3)(b).
771 ITA, sec. 130.

holder is a beneficiary or member, respectively, are considered
owned by the shareholder.

A corporation qualifying as an investment corporation
throughout the tax year enjoys a tax rate reduction equal to ap-
proximately 20% of its taxable income, other than net taxable
capital gains. These latter amounts may flow through to the
shareholders of the corporation, retaining their character, on the
payment of special capital gains dividends.

A “mutual fund corporation”772 is a Canadian corporation
established solely for investment purposes. At least 95% of its
issued shares, by value, must be redeemable at the demand of
the holder at prices determined under the share conditions. A
mutual fund corporation may or may not also qualify as an in-
vestment corporation, as discussed above. A principal advan-
tage of a mutual fund corporation is that it has the ability to
flow out capital gains to its shareholders by electing to treat a
dividend as a “capital gains dividend” to the extent of the cor-
poration’s net capital gains. Corresponding rules apply to mu-
tual funds organized as trusts. An important difference between
a mutual fund corporation and a mutual fund trust relates to the
treatment of investment income other than dividends and cap-
ital gains. Interest income, for example, can effectively “flow
through” a mutual fund trust under the normal rules applicable
to trusts. This is not the case for mutual fund corporations.

Legislative Note: Budget 2024 proposed to restrict the el-
igibility conditions for qualifying as a mutual fund corporation
for tax purposes. The public corporation requirement is current-
ly met if any class of shares is listed on a designated Canadi-
an stock exchange, even if that class does not confer control of
the corporation or benefit from most of the economic return.
Draft legislation released with Budget 2024 would deny mutu-
al fund corporation status to a corporation that is controlled by,
or for the benefit of, one or more “specified persons” (meaning
any combination of persons and partnerships that do not act at
arm’s length with each other) that own more than 10% of all
the issued and outstanding shares of the corporation, as mea-
sured by value.

Special rules are intended to discourage nonresidents from
using mutual fund corporations or mutual fund trusts as a
means of avoiding Canadian tax on Canadian real property in-
vestments. Where it is reasonable to conclude that the entity in
question was established or maintained primarily for the bene-
fit of nonresidents, the entity qualifies as a mutual fund corpo-
ration or mutual fund trust only if all or substantially all of its
property consists of property other than Canadian real proper-
ty, options in Canadian real property or other taxable Canadian
property.773 This rule ensures that nonresidents continue to be
taxed on their Canadian real property investments despite the
indirect ownership of the realty.

In addition, certain distributions out of a mutual fund cor-
poration or trust to a nonresident that would otherwise not have
been subject to Canadian income or withholding tax (such as a
return of capital to a nonresident unit holder or shareholder) are
subject to a 15% tax.774

772 ITA, sec. 131.
773 ITA, subsecs. 131(8.1) and 132(7).
774 ITA, subsec. 218.3(2).
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This tax applies only to distributions on a Canadian mutual
fund trust unit or mutual fund corporation share:

(i) That is listed on a designated Canadian or foreign stock
exchange; and

(ii) More than 50% of the fair market value of which is at-
tributable to one or more properties each of which is real
property in Canada, a Canadian resource property or a tim-
ber resource property.
Although these provisions technically deem the distribu-

tion to which the tax applies to be a disposition of taxable Cana-
dian property, the nonresident is not required to file a Canadian
income tax return or apply for a clearance certificate under sec-
tion 116 of the Income Tax Act in connection with the deemed
disposition. Finally, in accordance with these rules, a nonresi-
dent unit holder is entitled to carry back or forward losses from
a disposition of Canadian property mutual fund investments to
a year in which the new tax is payable. The application of loss-
es carried back or forward for this purpose should be reported
in a prescribed return and may give rise to a refund or reduction
of tax payable in a particular year.

A “mortgage investment corporation”775 is a Canadian cor-
poration the only undertaking of which is the investing of funds
of the corporation and provided that certain other conditions are
satisfied. To qualify, a corporation must neither manage or de-
velop real property, nor own either debts secured on real prop-
erty situated outside Canada or owned by nonresident persons
(unless secured on Canadian real property), or shares of a non-
resident corporation, or foreign real property. The corporation
must have at least 20 shareholders, not one of which owns more
than 25% of the shares of any class of the corporation. The 25%
share ownership threshold is the same as the threshold for an
investment corporation, as discussed above, so indirect share
ownership is counted in determining whether the threshold has
been exceeded. Certain additional requirements are made re-
garding the mortgage portfolio of the company. A mortgage in-
vestment corporation can flow out interest income to its share-
holders and this is not treated as a dividend, as would ordinarily
be the case.

D. Tax-Exempt Persons

1. In General

Certain persons are exempt from Canadian income tax un-
der the terms of the Income Tax Act, including the following:776

(i) Employees of foreign governments and their families
residing in Canada;

(ii) Municipal authorities and corporations, commissions
or associations at least 90% of the capital of which is
owned by a federal or provincial government or by a Cana-
dian municipality and no more than 10% of the income
of which is earned outside the municipality or a wholly-
owned corporation that is a subsidiary of such a corpora-
tion, commission or association;

775 ITA, sec. 130.1.
776 ITA, sec. 149.

(iii) Certain special purpose organizations, such as certain
agricultural or labor organizations, housing corporations,
and nonprofit clubs or societies;

(iv) Trusts for pension funds and other schemes of remu-
neration specifically dealt with in the Income Tax Act; and

(v) “Registered charities.”

2. Charities

The “registered charity” is probably the most important
category of tax-exempt persons in practice and comprises sev-
eral distinct types of organizations, all of which, however, must
be resident in and created or established in Canada (or be
branches of such organizations).777 Essentially, registered char-
ities comprise “charitable organizations,” which directly carry
on charitable activities, and private or public “charitable foun-
dations.”778 Charities can use their resources to provides funds
to other “qualified donees” (i.e., other registered charities and
certain specified entities), or, as a result of amendments made
effective June 23, 2022, to non-qualified donees under speci-
fied circumstances (generally, the charity ensures the recipient
uses the resources to carry out the charitable purpose of the
charity). The common elements of these categories of regis-
tered charities are the purpose of the organization, which must
be “charitable” as defined in the case law779 (i.e., essentially for
the advancement of education or religion, the relief of pover-
ty or the benefit of the community), and the unavailability of
any part of the organization’s income for the personal benefit of
shareholders or members.780 The differentiating features relate
to the degree of control exerted by way of disbursement rules
and similar annual qualification tests.

The regime respecting charities is relevant from two per-
spectives. First, purportedly charitable organizations must meet
the appropriate tests for their income to be tax exempt. Second,
they must obtain registration to issue receipts to donors enti-
tling those taxpayers to an appropriate charitable deduction (in
the case of corporate donors) or credit (in the case of individu-
als).

The rules respecting qualification as a charitable founda-
tion or charitable organization are complex and involve compli-
ance with various provisions respecting the governance of the
organization, the disbursement of revenues and the carrying on
of related businesses. In addition, a charitable foundation or or-
ganization is required to maintain a publicly available list of its
qualified donees. The Minister of National Revenue has the dis-
cretion to revoke or refuse the registration of a charitable orga-
nization and to suspend its authority to issue donation receipts.

Charitable organizations and foundations may have spe-
cial status under certain bilateral tax treaties. For example, un-
der the Canada-United States tax treaty, a charitable organiza-
tion resident in one of the contracting states and exempt from
tax in that state is similarly exempt in the other state.781 So
long as the charity receives substantially all of its support from

777 ITA, para. 149(1)(f), definition in subsec. 248(1).
778 ITA, sec. 149.1, for the procedure required to deregister a charity; see

generally Renaissance International v. MNR, [1982] CTC 393.
779 See Pemsel v. Special Commissioners of Income Tax, 3 T.C. 53.
780 See, e.g., Burns v. MNR, [1983] CTC 2629.
781 Canada-U.S. tax treaty, Art. XXI(1).
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persons other than U.S. citizens or residents, it is also ex-
empt from the U.S. excise tax imposed with respect to private
foundations.782 Special provision is made also for the deduction
of charitable contributions to entities of the other contracting
state, but only to the extent of the domestically applicable de-
duction limitations applied to income from sources in that other
state.783

3. Pension Plans

A trust governed by a registered pension fund or plan is
exempt from tax, as is a corporation incorporated and operated
solely for the administration of a registered fund or plan and ac-
cepted by the Minister of National Revenue as a funding medi-
um. Certain other corporations and trusts operated to hold pen-
sion investments are also exempt.784 Rules relating to conditions
for registration refer to such matters as eligible employment,
pension levels, past service funding, benefits provided, etc.

To a significant extent, the income tax rules overlap the
provincial and federal regulation of pension plans. Indeed, the
rules are to some extent contradictory. Pension regulation gen-
erally aims to ensure that benefits reach minimum standards;
income tax rules are intended to prevent pension benefits from
being richer (and therefore involving greater indirect govern-
ment support) than intended.

One matter of importance in international operations is
that the Canadian system is applicable only to plans registered
under the Income Tax Act. Hence, foreign pension plans that
are not registered in Canada are generally regarded as retire-
ment compensation plans. For this reason, many international
employers find themselves in the position of establishing par-
allel or tandem pension arrangements for the various countries
in which their employees are situated.

782 Canada-U.S. tax treaty, Art. XXI(4).
783 Canada-U.S. tax treaty, Arts. XXI(5) and (6).
784 ITA, paras. 149(1)(o), (o.1), (o.2) and (o.4).

4. Qualified Investments

In the case of certain tax-exempt entities, restrictions may
be placed on the types of investments that are permitted if
they are to retain eligible status. Budget 2024 solicited feed-
back from stakeholders regarding how these rules might be im-
proved and modernized, including the appropriateness of al-
lowing crypto-backed assets to be qualified investments. There
are no such rules respecting charities, although provincial regu-
lation of such entities may create restrictions. The same applies
to pension plans. Although highly regulated in terms of the
requirements for registration under both the Income Tax Act
and provincial pension legislation, pensions are not subjected
to prescribed investment rules under the Income Tax Act.

Certain other pension-like entities are subject, however,
to qualified investment restrictions. These rules apply to reg-
istered retirement savings plans (effectively private pension
plans) and similar arrangements. The sanction may be a penalty
tax or deregulation or both.

5. Special Taxes

While tax-exempt entities are, as their name indicates,
generally exempt from tax, they were traditionally subject to
certain special taxes, many of which have been repealed. How-
ever, they are still subject to the penalties alluded to in IX.D.4.,
above.

An anti-avoidance rule applies a special tax on tax-exempt
entities engaging in certain dividend rental activities (i.e.,
agreements to purchase shares at a price that is different from
their value to allow other persons to receive dividends on a tax-
favored basis).785

785 ITA, sec. 207.1(5).
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X.X. Taxation of Natural Resource IncomeTaxation of Natural Resource Income
The exploitation of natural resources is a major element of

Canadian economic life. Due to both the importance of these
industries and their particular financial requirements, a number
of special rules apply to the taxation of resource income.

The discussion below focuses on the rules applicable to
the oil and gas industry and the mining industry.

A. Capital Cost Allowance

As with other industries, the various types of depreciable
property used in the exploitation of natural resources fall within
prescribed classes enabling the taxpayer to claim capital cost
allowances in lieu of depreciation. For example, gas or oil well
equipment, as defined, is depreciable at a 30% rate for Class 10
and 25% for Class 41 on a declining balance basis.786 At var-
ious times, the Canadian government has offered preferential,
or accelerated, rates of deduction for certain capital expenses to
incentivize the activities of particular sectors, which has had a
significant impact on the natural resource sectors.

At present, favorable capital cost allowance rules for cer-
tain manufacturing and processing equipment and clean energy
equipment have also been implemented. In respect of certain
manufacturing and processing equipment, 150% of the cost
of such properties can be added to the capital cost allowance
class.787 In respect of clean energy equipment, an immediate
100% deduction of the cost of such property is available.788

These rules are applicable for eligible property acquired that
becomes available for use before 2028, and there is a gradual
phase-out for property that becomes available for use after
2023. Despite a general carve-out for non-renewable resource
activities from the definition of “manufacturing or processing,”
the CRA has confirmed that certain capital costs incurred by
participants in the mining and energy sectors, such as down-
stream and midstream oil and gas processing equipment costs,
may still qualify for the enhanced capital cost allowance avail-
able for manufacturing and processing equipment.789 An accel-
erated capital cost allowance deduction is also available for
equipment and buildings that are used in connection with the
liquefaction of natural gas and was acquired before 2025.790

B. Exploration and Development Expenses

Due to the capital-intensive nature of the energy and min-
ing industries, the Canadian government has traditionally of-
fered incentives to explore for and develop new sources of pe-
troleum products or minerals or to develop new renewable en-
ergy products. The Canadian system of allowances with respect
to exploration and development expenses has changed many
times, and many of the provisions still in force reflect histor-
ical regimes that have limited relevance to current taxpayers.
The following discussion will therefore omit specific reference
to the treatment of expenses incurred before 1974.

786 ITR, schedule II, classes 10, 41.
787 ITR, subsec. 1100(2).
788 ITR, subsec. 1104(4).
789 2019 CPTS Annual Conference CRA Roundtable, Question 2 (June 6,

2019).
790 ITR, subsec. 1100(1)(yb), 1101(4i).

The current system of tax incentives is generally based on
three accounts or “pools” of expenditures incurred by indus-
try participants, classified as “Canadian exploration expense”
(CEE), “Canadian development expense” (CDE) and “Canadi-
an oil and gas property expense” (COGPE). The CEE account
generally includes expenses incurred in connection with explo-
ration in the oil and gas and mining industries, as well as cer-
tain start-up costs for renewable energy projects. The CDE ac-
count generally correlates to costs of developing oil and gas or
mining projects and includes the cost of mineral resource prop-
erties. The COGPE account applies solely to the oil and gas
sector, and captures, in essence, the acquisition of oil and gas
properties.

The deductions for these expense pools are not applicable
to a taxpayer (other than a principal-business corporation) the
business of which includes trading or dealing in rights, licenses
or privileges to explore for, drill for, or take minerals, petrole-
um, natural gas or other related hydrocarbons.791

As a general rule, where an outlay or expense may fall
into one or more of the categories described above, the tax-
payer may choose the provision under which the deduction is
claimed but cannot claim a deduction under more than one pro-
vision.792 Another rule of general application relating to the de-
ductions for the various resource expense pools concerns short
tax years. Where the tax year is less than 51 weeks (perhaps
because the corporation is newly incorporated or results from
a statutory amalgamation), the amount otherwise deductible is
prorated based on the number of days in the tax year.793

1. Canadian Exploration Expenses

The deduction of CEE depends upon the status of the tax-
payer. A principal-business corporation (generally, a corpora-
tion the principal business of which is in the resource sector)794

may deduct qualifying expenses only to the extent the corpo-
ration otherwise has income before certain specified deduc-
tions.795 An individual or a corporation, other than a principal-
business corporation, may claim up to a 100% write-off.796

The definition of CEE generally includes:797

(i) Expenses incurred (other than expenses incurred in
drilling or completing an oil and gas well or site prepara-
tion) for purposes of determining the existence, location,
extent or quality of an accumulation of petroleum or nat-
ural gas (other than a mineral resource) in Canada and in-
cludes expenses incurred on March 1, 2015 or later for en-
vironmental studies and community consultations;

(ii) Expenses (other than expenses incurred in drilling or
completing an oil or gas well or site preparation) incurred
after March 1985 for purposes of bringing a natural accu-
mulation of petroleum or natural gas (other than a miner-
al resource) in Canada into production and incurred before
the commencement of production (other than production

791 ITA, subsec. 66(5).
792 ITA, subsec. 66(13).
793 ITA, subsec. 66(13.1).
794 ITA, subsec. 66(15).
795 ITA, subsec. 66.1(2).
796 ITA, subsec. 66.1(3).
797 ITA, subsec. 66.1(6).
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from an oil or gas well) in reasonable commercial quanti-
ties from such accumulation;

(iii) Expenses incurred before April 1987 in drilling or
completing an oil or gas well in Canada, or generally
preparing a site with respect to a well, if drilling is com-
pleted within six months from the end of the year and ei-
ther: the well is the first capable of production in commer-
cial quantities from a previously unknown accumulation of
petroleum or natural gas (other than a mineral resource);
or it is reasonable not to expect the well to come into pro-
duction in commercial quantities within 12 months of its
completion;

(iv) Expenses incurred after March 1987 in drilling or
completing an oil or gas well in Canada, or generally
preparing a site with respect to a well, if one of the follow-
ing four tests is passed:

• The drilling or completing of the well resulted in the
discovery that a natural underground reservoir con-
tained petroleum or natural gas where, before the time
of discovery, no person or partnership had discovered
that the reservoir contained either petroleum or natural
gas, and the discovery occurred at any time before six
months after the end of the year;798

Note: Since 2019, expenses incurred for drilling “dis-
covery wells” are treated as CDE.799

• The well is abandoned in the year or within six months
after the end of the year without ever having produced
otherwise than for specified purposes;

• The well has not produced otherwise than for specified
purposes during the 24-month period after drilling is
completed and that period ends in the year the expense
was incurred; or

• Within six months after the end of the tax year in
which the drilling was commenced, the taxpayer files
with the Ministry of National Revenue a certificate (is-
sued by the Ministry of Natural Resources) indicating
that the costs of the well will exceed Can. $5 million
and the well will not produce, otherwise than for a spec-
ified purpose, within 24 months of the completion of the
drilling of the well;

(v) Survey expenses analogous to those described above in
(i), above, but related to exploring for a mineral resource
in Canada; and

(vi) Any Canadian renewable and conservation expense
incurred by the taxpayer.
Except with respect to the last category of expenditures

listed above, CEE does not include the capital cost of deprecia-
ble property.

798 ITA, subsec. 66.1(6), definition of “Canadian exploration expense,” sub-
para. (d)(i).

799 ITA, subsec. 66.1(6), definition of “Canadian exploration expense,”
clause (d)(i)(C). Discovery well expenses incurred before 2021 in connection
with an obligation committed to in writing prior to March 22, 2017 continue to
be eligible for CEE treatment.

2. Canadian Development Expenses

With respect to the deduction for CDE, no distinction is
made among taxpayers based on whether their business is prin-
cipally in the natural resources sector or not; the allowance may
be claimed by any taxpayer at a rate of 30% of the year-end
balance in the cumulative CDE account.800 Legislative amend-
ments introduced in 2019 provided additional deductions for
“accelerated CDE,” which generally includes CDE incurred af-
ter November 20, 2018 and before 2028. The additional de-
duction is 15% for expenses incurred from November 21, 2018
through to 2023 and 7.5% for expenses incurred from 2024 to
2027.

A taxpayer’s CDE generally includes:

(i) Most drilling expenses in connection with an oil or gas
well that are not included in CEE;

(ii) Most expenses in connection with bringing a new mine
into production in reasonable commercial quantities;

(iii) The cost of a Canadian resource property to the extent
such cost is not included in COGPE (which generally in-
cludes the costs of mineral resource properties); and

(iv) Expenses incurred after 1987 in sinking or excavating
a mine shaft, main haulage way or similar underground
work designed for continuing use, for a mine in a mineral
resource in Canada built or excavated after the mine came
into production, or in extending any such shaft, haulage
way or work.
CDE does not include the capital cost of any depreciable

property.
In certain circumstances, CDE may be reclassified as CEE.

This may occur where, in effect, a development well is proven
after the fact to have been an exploration well, for example, if
the well is abandoned.801 In addition, the cost of oil sands leases
and other oil sands resource properties are generally treated as
COGPE rather than CDE.

3. Canadian Oil and Gas Property Expenses

With respect to the deduction for COGPE, no distinction is
made among taxpayers based on whether their business is prin-
cipally in the natural resource sector or not. A taxpayer may
generally deduct up to 10% of the year-end balance in their
cumulative COGPE account.802 Furthermore, additional deduc-
tions are available for “accelerated COGPE,” which generally
includes COGPE incurred after November 20, 2018 and before
2028. The additional deduction is 5% for expenses incurred
from November 21, 2018 through to 2023 and 2.5% for expens-
es incurred from 2024 to 2027.803

A taxpayer’s COGPE generally includes:804

(i) The cost of any right, license or privilege to explore for,
drill for or take petroleum, natural gas or related hydrocar-
bons in Canada;

800 ITA, sec. 66.2.
801 ITA, subsec. 66.1(9).
802 ITA, subsec. 66.4(2).
803 ITA, para. 66.2(2)(d).
804 ITA, subsec. 66.4(5).
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(ii) The cost of any oil or gas well in Canada or any real
property in Canada the principal value of which depends
on its petroleum or natural gas content (but not including
any depreciable property); and

(iii) The cost of any rental or royalty computed by refer-
ence to the amount or value of production from an oil or
gas well in Canada, or from a natural accumulation of pe-
troleum or natural gas in Canada.805

4. Recovery of Expenses

The provisions regarding both CEE and CDE provide for
the imposition of tax on a recovery of these expenses. This may
arise, for example, where government assistance is provided
with respect to exploration expenses. In each case, an amount is
included in computing income where the total of amounts pre-
viously deducted or deductible (as the case may be) and of any
proceeds with respect to property, the cost of which was de-
ductible under these rules, exceeds the balance of the respective
cumulative account.806 A negative balance in the COGPE pool
reduces the CDE pool, which may then give rise to an income
inclusion if there is insufficient CDE at the end of the year.807

The cumulative expense pools are reduced by the amount
of assistance the taxpayer receives or is entitled to receive with
respect to any expense within the particular expense pool.808

5. Foreign Resource Expenses

The tax relief provided for foreign resource expenses
(FRE) is similar to the system applicable to Canadian explo-
ration and development expenses.809 Essentially, FRE are ex-
ploration and development expenses with respect to petroleum,
natural gas or mineral resources in a foreign country or acquisi-
tion costs relating to a foreign resource property.810 They do not
include expenditure incurred after the commencement of pro-
duction. Like Canadian resource expenses, FRE are accumulat-
ed in a pool from which a taxpayer resident in Canada through-
out a year may deduct an amount on a declining balance ba-
sis. The expenses are added to the taxpayer’s cumulative for-
eign resource expense account on a country-by-country basis.
The minimum amount deductible is 10% of the FRE pool at the
end of the year. The maximum amount deductible is generally
equal to the lesser of:

(i) 30% of the FRE pool; or

(ii) The taxpayer’s net foreign resource income.
An additional amount may be deductible, which would al-

low the taxpayer to deduct up to 30% of the taxpayer’s total
cumulative FRE in respect of all countries to the extent that the
taxpayer has sufficient global foreign resource income.811 The
amount deductible is computed with respect to each country in
which the taxpayer incurs FRE, so foreign resource income in

805 ITA, subsec. 66.4(5).
806 ITA, subsecs. 59(3.2), 66.1(1), 66.2(1), 66(12.1), (12.2).
807 ITA, subsec. 66.4(1).
808 Definitions of “cumulative Canadian exploration expense,” “cumulative

Canadian development expense,” and “cumulative Canadian oil and gas prop-
erty expense” in ITA, subsecs. 66.1(6), 66.2(5) and 66.4(5), respectively.

809 ITA, sec. 66.21.
810 ITA, subsec. 248(1) definition of “foreign resource property.”
811 ITA, para. 66.21(4)(b).

the above computation is with respect to the particular country
in which the FRE is incurred. The taxpayer includes any neg-
ative FRE pool in income. The FRE rules apply for tax years
beginning after 2000.

For earlier years, foreign resource expenditures are gov-
erned by the “foreign exploration and development expense”
(FEDE) rules. The definition of FEDE is very similar to the de-
finition of FRE and a taxpayer resident in Canada throughout
a tax year may deduct 10% of the FEDE pool at the end of
the year plus an additional amount based on the amount of the
taxpayer’s foreign resource income.812 The additional amount is
equal to 10% of the amount by which the taxpayer’s foreign re-
source income exceeds 10% of the FEDE pool. Although the
FEDE rules are no longer applicable to expenditures governed
by the FRE rules813 (generally, foreign resource expenditures
incurred in tax years beginning after 2000), taxpayers’ FEDE
pools generated prior to the elimination of such expenditures
continue to exist and the taxpayers may still claim FEDE de-
ductions from those pools.

C. Disposition of Resource Properties

The cost of a Canadian or foreign resource property is ef-
fectively deductible within the rubric of CEE or FRE, or as part
of the taxpayer’s CDE or COGPE as described in X.B., above,
and therefore, the proceeds of disposition of such properties
may be subject to tax as income. The rules regarding capital
gains and losses do not apply to Canadian or foreign resource
properties.814

The proceeds of disposition of Canadian resource prop-
erties go to reduce the cumulative CDE or the cumulative
COGPE, depending on whether the property disposed of is a
mineral resource property or an oil and gas property.815 In view
of the rules regarding recovery of such expenses, discussed
in X.B.4., above, it can be seen that if there are no positive
amounts in the cumulative account, the full proceeds will be in-
cluded in income. It is possible, however, to defer the taxation
of such proceeds if sufficient expenses have been incurred with
respect to development.

Disposition of a foreign resource property may also give
rise to ordinary income.816

D. Flow-Through Shares

An important aspect of the Canadian system respecting the
deduction of exploration and development expenses has been
the ability of mining and oil and gas corporations to “sell” these
deductions to investors. The relevant vehicle is called a “flow-
through share.”817 The flow-through share system has been a
significant aspect of the financing of junior mining and oil and
gas companies in Canada. This regime was repealed for flow-
through share agreements for oil, gas or coal entered into af-

812 ITA, subsec. 66(4).
813 ITA, subsec. 66(15) definition of “foreign exploration and development

expenses” paras. (k) and (l).
814 ITA, subparas. 39(1)(a)(ii) and (ii.1).
815 ITA, subsecs. 66.2(5), 66.4(5).
816 ITA, subsecs. 59(1), 66(4).
817 The rules governing flow-through shares are generally found under ITA,

subsecs. 66(12.6) to (12.75) and ITR, sec. 6202. The definition for “flow-
through shares” is set out under ITA, subsec. 66(15).
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ter March 2023, but it remains applicable for pre-existing oil,
gas or coal arrangements, Canadian renewable and conserva-
tion expenses and eligible expenses for certain critical miner-
als.

In effect, under a flow-through share arrangement, a “prin-
cipal-business corporation”818 that incurs CEE or CDE may
transfer the benefit of these expenses to an investor who ac-
quires flow-through shares of the corporation. The mechanism
for transferring the expenses is referred to as a renunciation by
the corporation. Flow-through shares are, essentially, common
shares of a principal-business corporation that are issued to an
investor in conjunction with an agreement made between the
corporation and the investor that the corporation will incur cer-
tain resource expenses within a certain time frame, renounce
the expenses to the investor, and make the necessary tax filings
to make the renunciations effective. Among other restrictions
and requirements, the expenses must be incurred within 24
months after the month in which the agreement is made and the
amount renounced by the corporation cannot exceed the con-
sideration paid for the flow-through share.

The effect of the renunciation is that the related expenses
are considered to have been incurred by the investor on the day
the corporation renounces them and not to have been incurred
by the corporation. Subject to various technical requirements,
the ITA allows certain Canadian exploration expense (CEE),
including certain Canadian development expense (CDE) that
has been recharacterized as CEE, to be renounced to an arm’s-
length investor effective as of the last day of the calendar year
in which the agreement is entered into by the parties. The cor-
poration, however, must incur all applicable expenses by the
end of the following calendar year.819 The investor can then
deduct the expenses in computing their own income.

A “look-back” rule further permits certain eligible expens-
es incurred in the calendar year following the issuance of the
flow-through shares to be renounced to investors effective as of
the year of issuance.820

It is possible in certain circumstances for a non-resident
parent corporation to issue flow-through shares to Canadian
investors, which can include shares listed on an exchange.821

In this scenario, a Canadian subsidiary renounces the eligible
expenditures to the foreign parent, which then renounces the
expenditures to the investors holding the parent flow-through
shares. Under this structure, the “look-back” rule is not applic-
able.822

Flow-through shares are deemed to have a cost of nil.823

The ordinary rules apply in determining whether such shares
are capital property or inventory to their holder. If they are cap-
ital property, a subsequent disposition gives rise to a capital
gain.824 If they are inventory, upon subsequent disposition, the
full proceeds are included in computing income, although such
an inclusion may be sheltered by any available CDE or

818 ITA, subsec. 66(15).
819 ITA, subsec. 66(12.66), generally referred to as the “look-back rule.”
820 ITA, subsec. 66(12.66).
821 ITA, para. 66(12.67)(a) and subsec. 66(12.6).
822 ITA, para. 66(12.66)(d).
823 ITA, subsec. 66.3(1).
824 ITA, subsec. 39(1).

COGPE,825 in a manner similar to dispositions of Canadian re-
source properties.

To address perceived abuse in situations where taxpayers
were taking advantage of the capital gains exemption and char-
itable donation tax credit regimes, the capital gains exemption
is available with respect to a donation of flow-through shares
only to the extent the value of the donated shares exceeds the
acquisition cost of those shares.

As stated above, the flow-through share regime for oil, gas
and coal activities was eliminated effective for flow-through
share agreements entered into after March 2023.826 Flow-
through share agreements entered into on or before March 31,
2023, are grandfathered under the current rules.

E. Prospectors

Special rules enable a prospector to dispose of mining
claims to a corporation for shares of the corporation without
any immediate tax liability.827 For these purposes, a “prospec-
tor” is an individual who prospects or explores for minerals
or develops a property for minerals on behalf of himself, or
himself and others, or as an employee. The rules apply where
shares of a corporation are received by a prospector as consid-
eration for the disposition to the corporation of a mining prop-
erty or interest therein acquired by the individual as a result of
his or her efforts. The rules also apply to any person who re-
ceives shares of a corporation as consideration for the disposi-
tion to the corporation of a mining property or interest therein,
where the person acquired the mining property as a result of ad-
vancing money to cover the expenses of prospecting or explor-
ing for minerals, or of developing a property for minerals:

(i) Under an arrangement made with the prospector before
the prospecting, exploration or development work; or

(ii) If the prospector is the person’s employee, then as an
employer of the prospector.
The prospector or other person receives the shares without

any amount being included in computing his or her income.
The corporation is deemed to have paid nothing for the proper-
ty, and may not, therefore, claim any deduction for CDE with
regard to the mining property in question.

On a subsequent disposition of the share by the prospector,
one-half of the proceeds of disposition are regarded as in-
come.828 This is, in effect, the same result as if the disposition
gave rise to a capital gain, but without any possible benefit of
the capital gains exemption.

F. Government Royalties

Crown royalties are charges imposed by provincial gov-
ernments on oil and gas production from Crown lands as pay-
ment for the right to develop the resource owned by the Crown.
As of 2008, any such Crown royalties or taxes paid with respect
to resource income are deductible in computing income.

825 ITA, para. 66.2(2)(b) and subsec. 66.4(2).
826 ITA, para. 66(12.62)(b.2).
827 ITA, sec. 35.
828 ITA, paras. 35(1)(d) and 110(1)(d.2).
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G. Reorganizations

The general rules applicable to corporate reorganizations
(see IX.C.2., above) apply also to corporations in the resource
sector. In addition, the continuity of the various deduction ac-
counts on which the special system of resource taxation is
based is assured in a number of situations.

Generally, the cumulative CEE, the cumulative CDE and
the cumulative COGPE may be preserved where one corpora-
tion has acquired, by purchase or otherwise (including an ac-
quisition as the result of a statutory amalgamation) from anoth-
er corporation, all or substantially all of the Canadian resource
properties of the latter. For purposes of these rules, the purchas-
er is referred to as the “successor corporation” and the seller as
the “predecessor corporation.” These rules are generally elec-
tive.

The amount claimable depends on the same rules that ap-
ply to these various allowances. However, a critical aspect of
the successor corporation rules is that the deductibility of such
“inherited” tax pools is “streamed.” Briefly, this means that

the successor corporation may deduct tax pools of the prede-
cessor corporation only to the extent of income attributable
to production from the properties acquired. Thus, CDE, CEE
and COGPE transferred under a successor election may not be
used by the successor corporation to shelter income from other
sources or from other properties.

Changes in the control or tax status of a corporation can
limit the continuation of the corporation’s resource pool ac-
counts. Where control of a corporation has been acquired by a
person or group of persons, or a corporation ceases to be ex-
empt from tax, the corporation is deemed to be a successor cor-
poration. The effect is to trigger the streaming of resource ex-
penses incurred before the change in control or tax status to re-
source income from assets held immediately before the trigger-
ing event.829

829 ITA, subsec. 66.7(10).
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XI.XI. Tax Avoidance, Tax Evasion and IncomeTax Avoidance, Tax Evasion and Income
ImputationImputation

A. Tax Avoidance and Evasion

The Canada Revenue Agency (CRA) criminal investiga-
tions program is responsible for the investigation of suspected
cases of tax evasion, the collection of evidence of criminal
offenses and the preparation of cases for prosecution in the
courts. Under the Income Tax Act, it is a criminal offense to
make deceptive statements, destroy records to avoid payment
of tax, falsify records, and generally to willfully evade or at-
tempt to evade compliance with the Income Tax Act or the pay-
ment of taxes imposed by it.830 Conspiracy to evade tax is also
an offense. The penalty for such tax evasion ranges from a fine
of not less than 50% of the tax the taxpayer sought to evade up
to a fine of double the amount of tax and imprisonment for up
to five years. It is also an offense, though a less serious one, to
fail to file a required return or to fail to withhold or remit tax
in certain circumstances, and the punishment for such failure is
generally a fine of not less than Can. $1,000 and not more than
Can. $25,000, or both the fine and imprisonment for a term not
exceeding 12 months.831 Where a person has been convicted of
such an offense, the court may make an order that it deems
proper to enforce compliance.832

It is an offense to make false statements, alter documents,
etc. for purposes of evading or reducing the tax payable by a
person under the Income Tax Act. It is also an offense where
such behavior is undertaken to obtain or increase a tax refund
or credit, even if no tax is payable by the person.833 The penalty
varies from a fine of not less than 50% and not more than
200% of the amount by which the refund or credit obtained or
claimed exceeds the refund or credit to which the person is en-
titled, to both the fine and imprisonment for a term not exceed-
ing two years. In addition to the various penalties described
above, nondeductible interest is charged on all taxes and other
amounts that are not timely paid. However, the CRA has the
ability to waive certain interest or penalties.834

The CRA also investigates cases to determine whether a
tax avoidance scheme has been undertaken, with a view to rec-
ommending reassessment and/or amendment to the law. The
tax authorities have recognized the distinction between cases
where the taxpayer has apparently circumvented the law, with-
out giving rise to a criminal offense, by the use of a scheme,
arrangement or device, often of a complex nature, the main or
sole purpose of which is to defer, reduce or completely avoid
the tax payable under the law, and other cases where the tax-
payer has merely sought a beneficial tax result.

Thus, the CRA attempts to differentiate among criminal
tax evasion, “tax avoidance schemes” and the mere arrange-
ment of one’s affairs so as to obtain a beneficial income tax re-
sult. The distinction is not clear-cut, and schemes that might be
considered “avoidance” may be regarded as criminal tax eva-
sion where the taxpayer has sought to conceal the true state of

830 ITA, sec. 239.
831 ITA, subsec. 238(1).
832 ITA, subsec. 238(2).
833 ITA, subsec. 239(1.1).
834 ITA, subsec. 220(3.1).

affairs. Thus, in one case, a scheme whereby royalties were al-
legedly diverted to a foreign corporation led to successful pros-
ecution.835 On the other hand, setting up an offshore subsidiary
for purposes of reducing Canadian tax does not alone constitute
tax evasion where there is no element of income that is not fully
and properly recorded, and no documents destroyed or records
missing or false entries made.836 Similarly, the blatant failure to
file returns may not be subject to prosecution where the taxpay-
er has done nothing actively to conceal himself/herself or his/
her income.837

Aside from criminal responsibility, tax evasion or avoid-
ance may attract the imposition of statutory penalties (see
VII.H., above). The CRA has stated that, in general, its policy
is to assess applicable civil penalties before instigating prose-
cution proceedings.838

B. Substance, Form, Business Purpose and Statutory
Interpretation

The Canadian courts have dealt with tax avoidance trans-
actions in numerous cases. The courts may approach the matter
by requiring of the taxpayer a scrupulous adherence to legal
formalities, by resorting to “legal substance” over “mere form”
or “machinery,” or, in extreme cases, invoking a notion of
“sham,” essentially a deceitful representation differing from
the true state of affairs. With the advent of the statutory general
anti-avoidance rule (commonly referred to as GAAR), dis-
cussed in XI.C., below, attention may stray somewhat from the
pre-GAAR case law. However, cases relating to the pre-GAAR
period highlight the importance of judicial attitudes toward tax
avoidance and the difficulty of discerning the pattern of those
attitudes.

Before turning to the anti-avoidance doctrines used by the
Canadian courts, it is important to remember that taxpayers do
not have any obligation to arrange their affairs to attract tax. On
the contrary, the Canadian courts have consistently adhered to
the principle developed in the famous English House of Lords
decision, Duke of Westminster, that:

Every man is entitled if he can to order his affairs so
as that the tax attaching under the appropriate Acts is
less than it otherwise would be. If he succeeds in or-
dering them so as to secure this result, then, howev-
er unappreciative the Commissioners of Inland Rev-
enue or his fellow taxpayers may be of his ingenuity,
he cannot be compelled to pay an increased tax.839

There is, of course, some tension between this general
principle and the ability of courts to apply anti-avoidance doc-
trines to increase a taxpayer’s tax liability in what they consider
appropriate circumstances. The following discussion of cases is
intended to provide some of the flavor of the various judicial
anti-avoidance doctrines and their application.

835 The Queen v. Myers, 77 DTC 5278.
836 R. v. Redpath Industries Ltd. et al., 83 DTC 5117, appeal dismissed, 84

DTC 6349; see also Spur Oil Ltd. v. The Queen, 81 DTC 5168.
837 The Queen v. Paveley, 76 DTC 6415; The Queen v. Pongratz, 82 DTC

6200; but see Thistle v. The Queen, 74 DTC 6632 and Sturgess v. The Queen,
84 DTC 6525.

838 Information Circular 73-10R3, para. 40 (2/13/87).
839 Inland Revenue Commissioners v. Westminster (Duke) [1936] AC 1 at

19–20.
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In one case,840 the taxpayer was unsuccessful in defending
against an assessment in which the income of a tax haven sub-
sidiary was treated as a part of its own income. The reasons
do not carefully thread their way through concepts of “sham,”
“agency” or pricing, but rather seem to be based on the offshore
subsidiary not “earning” the profit (i.e., that was earned by the
Canadian taxpayer). In another case, the CRA attacked a pric-
ing arrangement involving the purchase of crude oil by a Cana-
dian corporation from a related Bermuda company. Both were
subsidiaries of the same corporation. The Court found that the
Bermuda company was, in fact, managed by persons in the
United States and Canada, and that the crude oil continued to
be sold to the plaintiff under the same procedure as was in
place before the Bermuda company had been inserted into the
marketing scheme. The taxpayer won, however. The new price
was not excessive, and any reduction in income could therefore
not be regarded as fictitious or simulated. Nor was there any
sham.841

Stubart is a seminal Supreme Court of Canada decision on
both tax avoidance and statutory interpretation. The case in-
volved the utilization of losses among members of the same
corporate group.842 One subsidiary (“Stubart”) operated a prof-
itable business of manufacturing and selling food flavorings,
while the other subsidiary had incurred losses in its manufac-
turing business. Written agreements were executed whereby
the profitable subsidiary sold its flavoring business to the un-
profitable subsidiary with the understanding that the profitable
subsidiary would continue to carry on the business but as nom-
inee for the unprofitable subsidiary. It appeared that the prof-
itable business would be transferred back to the profitable sub-
sidiary after the losses of its sister had been absorbed for tax
purposes. In a lower court, the CRA had successfully argued
that the income remained with the profitable corporation.

Contrary to the finding of the lower court, the Supreme
Court of Canada determined that the transfer of the business
was a valid, completed transaction. The Supreme Court also
held that the determination as to whether any particular trans-
action was complete is a separate question from that of sham,
because a sham transaction is one conducted with an element of
deceit so as to create an illusion calculated to lead the tax col-
lector away from the taxpayer or the true nature of the transac-
tion, or simple deception whereby the taxpayer creates a facade
of reality quite different from the disguised reality.

The Supreme Court also concluded that Canadian law did
not, at least in the abstract, contain an independent business
purpose test or abuse of rights principle. Although the GAAR
does not create a business purpose test, per se, we may now
have a form of abuse of rights doctrine. However, it appears
that the Stubart case would be similarly decided under the
GAAR, because it did not involve an abuse or misuse of the In-
come Tax Act. This conclusion follows from a determination
that the various stop loss or loss streaming rules contained in
the Income Tax Act are triggered by an “acquisition of con-
trol,” and the various specific loss transfer prevention rules
have exceptions for transactions within corporate groups, indi-

840 Dominion Bridge Co. Ltd. v. The Queen, 77 DTC 5367.
841 Spur Oil Ltd. v. The Queen, 81 DTC 5168.
842 Stubart Investments Ltd. v. The Queen, 84 DTC 6305.

cating that the “object and spirit” of the Income Tax Act allows
“transfers” of losses within corporate groups.

In establishing guidelines on evaluating tax avoidance
arrangements, the Supreme Court stated that, without invoking
a general anti-avoidance rule, the formal validity of a transac-
tion may be insufficient where:

(i) There is a clear legislative intent to restrict the benefits
sought to rights accrued prior to the establishment of the
particular arrangement adopted by a taxpayer purely for
tax purposes;

(ii) The particular provisions in the Income Tax Act under
which relief is sought necessarily relate to an identified
business function; or

(iii) It would not be within the “object and spirit” of the
particular provision under consideration to allow the relief
sought by the taxpayer.
Phrased differently, the Stubart decision has laid to rest the

old rule, approved in The King v. Crabbs,843 that taxing statutes
are to be construed strictly. Rather, the provisions of the Act
are to be interpreted by applying the plain meaning rule, but in
a substantive sense so that if a taxpayer is within the spirit of
the charge, he or she may be held liable. The desired objective
is a simple rule that will provide uniformity of application of
the Act across the community, and at the same time, reduce the
attraction of elaborate and intricate tax avoidance plans, and re-
duce the rewards to those best able to afford the services of the
tax technicians.

The courts’ approach to statutory interpretation has
evolved somewhat since Stubart. For example, Neuman in-
volved an income-splitting arrangement among family mem-
bers through a corporation.844 The Federal Court of Appeal held
that subsection 56(2) of the Income Tax Act applied to invali-
date the plan because the transactions lacked commercial reali-
ty. Subsection 56(2) applies where a taxpayer directs a payment
or transfer of property to some other person for either the bene-
fit of the taxpayer or the other person. The benefit is included in
the taxpayer’s income to the extent it would have been had the
payment or transfer been made to the taxpayer. The Supreme
Court of Canada reversed the lower court based on a restric-
tive interpretation of the subsection and invoking the Duke of
Westminster principle that a taxpayer may arrange his (or her)
affairs to attract the least amount of tax provided the arrange-
ment fits the technical requirements of the Income Tax Act.

Duha Printers is another Supreme Court of Canada deci-
sion that took a very narrow, legalistic approach to the consid-
eration of a tax-motivated loss-trading scheme.845 Duha was a
corporation that wanted to acquire the losses of an unrelated
corporation. Had Duha acquired the shares of the loss corpora-
tion, the acquisition rules would have applied, preventing Duha
from using the losses. Instead, arrangements were made for the
controlling shareholder of the loss corporation to acquire pre-
ferred shares of a special class that provided the shareholder
with technical control of Duha so that there was no acquisi-
tion of control of the loss corporation. The Supreme Court held

843 (1934) 1 DTC 272 (SCC).
844 Neuman v. The Queen, 98 DTC 6297 (SCC).
845 Duha Printers (Western) Ltd. v. The Queen, 98 DTC 6334 (SCC).
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that it was entirely open to the parties to use the “technicalities
of the revenue law” to achieve their desired end. Furthermore,
“nothing in the ‘object and spirit’ of any of the provisions can
serve to displace this result.” Despite the lack of commerciali-
ty in the transactions, the Supreme Court had little difficulty in
concluding that the parties’ planning was effective for tax pur-
poses.

Shell846 is a Supreme Court of Canada decision dealing
with a number of issues, including the principles for interpret-
ing legislation and the role of the court in reviewing tax avoid-
ance (and other) cases. As discussed in VIII.C.2.e., above, the
issues in Shell were the deductibility of interest on a weak cur-
rency borrowing arrangement, and the characterization of the
gain arising on the unwinding of the borrowing and related
transactions as either income or capital. Once again, the Court
took a formalistic, legal approach to the characterization of the
transactions. Any adherence to the economic realities of the sit-
uation was rejected in favor of the legal relationships created
by the parties. With respect to tax avoidance, the Court stated
that “it is not the courts’ role to prevent taxpayers from relying
on the sophisticated structure of their transactions, arranged in
such a way that the particular provisions of the Act are met.”

In Canada Trustco,847 the first Supreme Court of Canada
decision concerning the GAAR, the Court advocated a unified
“textual, contextual and purposive” approach to the interpreta-
tion of the Income Tax Act. Although the Court commented
that the detailed nature of the Income Tax Act generally sup-
ports a greater emphasis on the text of its provisions, the Court
observed that “statutory context and purpose may reveal or re-
solve latent ambiguities” in an otherwise unambiguous text.
According to the Court: “the words of an Act are to be read in
their entire context and in their grammatical and ordinary sense
harmoniously with the scheme of the Act, the object of the Act
and the intention of Parliament.” However, the Court also cau-
tioned that the provisions of the Income Tax Act must be in-
terpreted to achieve “consistency, predictability and fairness.”
More significantly, in Canada Trustco, the Court confirmed the
general principle that taxpayers are entitled to arrange their af-
fairs so as to attract the least amount of tax.

Comment: Notwithstanding the considerable guidance
provided by the Supreme Court of Canada in Canada Trustco,
the historical ebb and flow of judicial reasoning in this area
suggests that judicial attitudes toward tax avoidance will con-
tinue to evolve.

C. The General Anti-Avoidance Rule

1. Section 245

The application of the general anti-avoidance rule in sec-
tion 245 of the Income Tax Act involves the following three
steps:

(i) Determining whether there is a “tax benefit” arising
from a “transaction”. “Benefit” is defined in subsection
245(1) as a reduction, avoidance, or deferral of tax or other
amount payable under the ITA or an increase in a refund of
tax or other amount under the ITA, including a reduction,

846 Shell Canada Ltd. v. The Queen, 99 DTC 5669.
847 The Queen v. Canada Trustco Mortgage Co., 2005 DTC 5523.

avoidance, or deferral of tax or other amount that would be
payable under the ITA but for a tax treaty, or an increase in
a refund of tax or other amount under the ITA as a result of
a tax treaty; “transaction” is defined in subsection 245(1)
to include an arrangement or event);

(ii) Determining whether the transaction, either by itself or
as part of a “series of transactions,” is an “avoidance trans-
action” as defined in subsection 245(3), or whether it has
been “undertaken or arranged primarily for bona fide pur-
poses other than to obtain the tax benefit”. “Series of trans-
actions” is defined in subsection 248(10) to include a re-
lated transaction that is completed in contemplation of the
relevant series; and

(iii) Determining whether the avoidance transaction is
abusive under subsection 245(4) in that it results in a “mis-
use” of the provisions of the Income Tax Act, the Income
Tax Regulations, the Income Tax Application Rules, a tax
treaty or any other tax legislation relevant in computing
tax under the Income Tax Act, or in an “abuse” having re-
gard to those provisions read as a whole.
Where the GAAR is found to apply, the Minister of Na-

tional Revenue may redetermine the tax consequences (which
include the amount of tax payable under the Income Tax Act or
any amount that is relevant for the purposes of computing such
tax)848 to a person as is reasonable in the circumstances to deny
a tax benefit that would otherwise result, directly or indirectly,
from the relevant transaction or series of transactions.

As stated above, there are two important carve-outs from
the application of the GAAR. First, a transaction arranged pri-
marily for bona fide purposes other than to obtain a tax ben-
efit is excluded from the definition of an avoidance transac-
tion. This bona fide purpose test is meant to be a scaled-down
version of the “business purpose test” originally contained in
a draft version of the GAAR. The reformulated non-tax pri-
mary purpose test is intended to permit transactions motivat-
ed by family or other legitimate, non-business considerations
that might otherwise not satisfy the business purpose test. Sec-
ond, the GAAR will not apply to a transaction that does not re-
sult in a “misuse” of a provision of the Income Tax Act or an
“abuse” of the Income Tax Act read as a whole.849 Consequent-
ly, a transaction that does not meet the bona fide purpose test
nevertheless escapes the purview of the GAAR if it does not re-
sult in such misuse or abuse.

In 2005, the GAAR was extended to avoidance transac-
tions the tax benefits of which are realized by virtue of the mis-
use or abuse of the provisions of a tax treaty, the regulations
under the Income Tax Act, the Income Tax Application Rules
or any other enactment that is relevant in computing tax or any
other amount payable by or refundable to a person under the
Income Tax Act. The amendments were enacted with applica-
tion to transactions entered into after September 12, 1988 (rais-
ing interesting legal issues regarding their retroactivity). In par-
ticular, the definition of “tax benefit” was amended to include
a reduction, avoidance, or deferral of tax or other amount that
would be payable under the Income Tax Act but for a tax treaty

848 See the definition of “tax consequences” in ITA, subsec. 245(1).
849 ITA, subsec. 245(4).
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or an increase in a refund of tax or other amount under the
Income Tax Act as a result of a tax treaty. The “misuse and
abuse” caveat referred to above was also amended, turning its
original double negative language into a positive test, which
stipulates that the GAAR will apply only where it may reason-
ably be considered that an avoidance transaction would result
in a misuse or abuse of the provisions of any one or more of the
enumerated enactments.

The GAAR was further extended, effective for transac-
tions entered into on or after April 7, 2022, to broaden the scope
of the definition of “tax benefits” to include the reduction, in-
crease or preservation of amounts that could subsequently re-
duce tax owing by the taxpayer or increase any refund owing
to the taxpayer. This amendment was made in response to a de-
cision of the Federal Court of Appeal that the GAAR did not
apply where tax attributes had not yet been used to impact ac-
tual tax owing.850

The most recent amendments to the GAAR were enacted
on June 20, 2024, generally effective for transactions that occur
on or after January 1, 2024. The amendments were initially pro-
posed following a public consultation that ran from August 9,
2022 to September 30, 2022. The consultation paper that ac-
companied the launch of the public consultation set out a wide
range of potential amendments, including the introduction of
some form of economic substance test (in response to direc-
tions from the Prime Minister to the Minister of Finance to
modernize the GAAR so as to focus on economic substance).
The amendments included many but not all of the possibilities
raised in the consultation. In particular, the amendments in-
clude:

(i) A new preamble to the section (a novel provision in the
Canadian context) that sets out certain principles as to how
to interpret and apply the GAAR.

(ii) A change in the avoidance transaction definition to the
effect that only “one of the main purposes” of a transaction
must be to obtain the tax benefit (compared to the current
“primary” purpose).

(iii) The introduction of an economic substance rule,
which provides that if the relevant series of transactions
is “significantly lacking” in economic substance, that is
“an important consideration that tends to indicate” that the
transactions result in misuse or abuse, and further sets out
three factors that “tend … to establish” this “significantly
lacking” in economic substance criterion.

(iv) A new GAAR penalty and a three-year extension
to the reassessment period, unless the transactions have
been disclosed under the mandatory reporting rules in sec-
tion 237.3 or 237.4 (which permit voluntary reporting if a
transaction does not otherwise fall within their scope). The
penalty applies only to transactions that occur on or after
June 20, 2024.

2. GAAR Case Law

In 2005, the Supreme Court of Canada released its first
GAAR decisions: Canada Trustco v. Canada851 and Mathew v.

850 1245989 Alberta Ltd. v. Canada (Attorney General), 2018 FCA 114 (sub
nom Wild v. Canada (Attorney General)).

Canada.852 The Supreme Court also had the opportunity to con-
sider the GAAR in Lipson v. The Queen,853 Copthorne Hold-
ings Ltd. v. The Queen,854 Canada v. Alta Energy Luxembourg
S.A.R.L.,855 and Deans Knight Income Corp. v. Canada.856 Prior
to the Supreme Court’s decisions in Canada Trustco and Math-
ew, the leading GAAR case was the Federal Court of Appeal’s
decision in OSFC Holdings Ltd. v. The Queen.857

OSFC was a GAAR case involving the use of partnerships
to shift accrued losses between unrelated parties. In OSFC,
the liquidators of an insolvent trust implemented a plan to sell
properties of the trust to investors in a way that would allow
the investors to make use of the losses sustained in the trust.
In devising this plan, the liquidators caused a certain portfo-
lio of nonperforming mortgages to be transferred to a partner-
ship at an adjusted cost base that was higher than their fair mar-
ket value. The trust’s interest in the property was ultimately
transferred to the taxpayer, with which the trust dealt at arm’s
length. The Minister of National Revenue opposed the trans-
fers, asserting that the GAAR applied.

The Federal Court of Appeal dismissed the taxpayer’s ap-
peal on the basis that the transactions resulted in an abuse of the
policy of the Income Tax Act that prohibits the transfer of loss-
es between unrelated parties. However, before coming to this
conclusion the Federal Court had to consider the other elements
of the GAAR. A thoughtful approach to the determination of
the meaning of “series of transactions” was taken, as the tax-
payer argued that its acquisition of the partnership interest was
not part of the pre-ordained series of transactions that provided
the taxpayer with the losses.

The Federal Court referred to the extended meaning of
“series” in the Income Tax Act, which provides that a series
of transactions or events includes any related transactions or
events completed in contemplation of the series. Under that ex-
tended definition, the acquisition by the taxpayer fell within the
series of transactions that created the accrued loss, which the
taxpayer subsequently realized to reduce its income. Moreover,
under the meaning of avoidance transaction, the taxpayer ob-
taining the tax benefit does not have to be the person that un-
dertakes or arranges the transaction that gave rise to that bene-
fit.

The Federal Court also provided considerable guidance on
the process for applying the misuse or abuse test. First, the rele-
vant policy of the provisions of the Income Tax Act in question
or the Act as a whole must be determined. The Federal Court
of Appeal indicated that the onus was on the Crown to prove a
“clear and unambiguous policy” underlying the relevant provi-
sion(s). Second, the facts of the case must be assessed in light
of the identified policy. The particular provision(s) allegedly
being misused would be analyzed in this manner before the in-
quiry turned to the relevant policy underlying the Income Tax
Act, read as a whole.

851 2005 SCC 54.
852 2005 SCC 55.
853 2009 SCC 1.
854 2011 SCC 63.
855 2021 SCC 49, aff’g 2020 FCA 43, aff’g 2018 TCC 152.
856 2023 SCC 16, aff’g 2021 FCA 160, rev’g 2019 TCC 76.
857 99 DTC 1044 (TCC), aff’d, 2001 DTC 5471 (FCA).
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The Federal Court found that there was no misuse of a pro-
vision of the Income Tax Act in the particular circumstances,
but that a review of the loss carryover legislation and commen-
tary related to loss utilization demonstrated a policy against the
transfer of losses between unrelated parties. The Federal Court
of Appeal did not elaborate regarding precisely what extrinsic
evidence is acceptable (or the veracity of such evidence) for
purposes of discerning the intention of a provision of legisla-
tion or the Income Tax Act as a whole.

The Federal Court of Appeal’s decision in OSFC set out
what, prior to the Supreme Court of Canada decisions in Math-
ew and Canada Trustco, became the prevailing analytical
framework for determining whether the GAAR should apply to
a particular transaction or series thereof. The Supreme Court
of Canada, although reaching the same decision as the Federal
Court of Appeal in both Mathew and Canada Trustco, rejected
the Federal Court of Appeal’s analytical framework (in par-
ticular, the Federal Court of Appeal’s bifurcated approach to
the “misuse and abuse” analysis), introducing a three-part ap-
proach of its own and articulating key guiding interpretive and
procedural principles.

In Canada Trustco, the corporate taxpayer was a financial
institution deriving substantial revenues from leased assets. Us-
ing its own funds and borrowed funds, it purchased trailers
from “TLI” and leased them back circuitously to TLI. Prepay-
ment of the lease payments through an intermediary, coupled
with the posting of a bond by that intermediary, substantial-
ly minimized any financial risk for the taxpayer. The purpose
of the transaction was to generate, with minimal financial risk,
capital cost allowance (CCA) deductions to be applied against
other lease income subject to tax. The Minister of National
Revenue assessed the taxpayer under the GAAR, disallowing
the taxpayer’s CCA deductions. The taxpayer was successful in
its appeal to the Tax Court of Canada. The Crown’s appeal of
the Tax Court of Canada decision was dismissed at the Federal
Court of Appeal, and it was ultimately unsuccessful in its ap-
peal to the Supreme Court of Canada.

The facts in Mathew were essentially the same as those in
OSFC (the appellants in the former case owned interests in the
same partnership as that out of which OSFC was allocated loss-
es). The Minister disallowed the taxpayers’ allocated partner-
ship losses on the basis of the GAAR. The taxpayers’ appeals
were dismissed at each of the Tax Court of Canada and the Fed-
eral Court of Appeal.

As in Canada Trustco, the only issue before the Supreme
Court of Canada in Mathew was whether the transactions con-
stituted abusive tax avoidance. The Court concluded that the
operative provisions (one adding what would have been the
transferor trust’s tax loss to the cost of the transferred property,
thus preserving those losses for the benefit of the transferee,
and the other allowing for the allocation of the partnership’s
losses to its partners) were not meant to permit arm’s-length
parties to purchase tax losses and then to claim them as their
own. The taxpayers’ appeal was thereby dismissed.

In both cases, the Supreme Court concluded, consistently
with the legislative text of the GAAR itself, that it is first neces-
sary for a tax benefit to have resulted from the particular trans-
action or a series of transactions of which the transaction is a
part. A transaction giving rise to a tax benefit will be an avoid-
ance transaction unless the transaction may reasonably be con-

sidered to have been undertaken or arranged primarily for bona
fide purposes other than to obtain the tax benefit. It was in its
interpretation of the “misuse” and “abuse” caveat embedded in
the GAAR provision that the Supreme Court of Canada pur-
ported to articulate a novel approach.

The Supreme Court of Canada introduced a two-step test
to determine whether a particular transaction or series of trans-
actions constitutes what it referred to as “abusive tax avoid-
ance.” The first step involves a determination of the object,
spirit or purpose of the provision(s) in question. The second
step involves an examination of the factual context of the par-
ticular case to determine whether the avoidance transaction de-
feated or frustrated the object, spirit or purpose of the provi-
sion(s).

Notably, the Supreme Court of Canada rejected the notion
of any determinative inquiry into the “economic substance” of
a particular transaction, stating that “GAAR was not intended
to outlaw all tax benefits; Parliament intended for many to en-
dure” and that courts must be careful not to find abusive tax
avoidance simply because a nontax purpose (including an eco-
nomic, commercial or family purpose) is not evident — rather,
the lack of such nontax purpose may form part of the factual
context to be considered.

As a procedural matter, the Supreme Court stated that the
burden is on the taxpayer to refute the Minister’s contention
that a particular transaction or series thereof gave rise to a tax
benefit and constituted an avoidance transaction. In contrast,
the burden is on the Minister to establish that a particular trans-
action (or series) amounts to “abusive tax avoidance.” More-
over, if the existence of abusive tax avoidance is unclear, the
Court stated that the benefit of the doubt must go to the taxpay-
er.

Finally, the Supreme Court articulated the appropriate
standard of appellate review for GAAR cases — namely, where
a Tax Court judge has proceeded on a proper construction of
the provisions of the Income Tax Act and on findings support-
ed by the evidence, appellate tribunals should not interfere, ab-
sent a palpable and overriding error.

Both the Tax Court of Canada and the Federal Court of
Appeal have had ample opportunity to consider the GAAR
post-Canada Trustco on several occasions. The decisions
demonstrate that the application of the GAAR is difficult: cases
with similar facts may have different outcomes. For example,
the Tax Court decisions in Evans v. The Queen858 and Des-
marais v. The Queen,859 which both involved a rather elaborate
series of transactions resulting in the extraction of corporate
surplus on an effectively tax-free basis, were decided for and
against the taxpayer, respectively.

The following GAAR decisions are noteworthy. MIL In-
vestments is the first case to consider the application of the
GAAR to a “treaty shopping” transaction in which the corpo-
rate taxpayer continued from a nontreaty country to a treaty
country in order to benefit from a treaty exemption. The tax-
payer in MIL Investments, a nonresident of Canada, was orig-
inally a Cayman Islands corporation that was continued into
Luxembourg. The taxpayer owned shares in a Canadian public

858 2005 DTC 1762 (TCC).
859 2006 DTC 2376 (TCC).
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company. Although evidence suggested that a sale was not in-
tended at the time of the continuation, following a change in
circumstances, the company was the target of a takeover bid ap-
proximately one year after continuation. Consequently, the tax-
payer disposed of its shares in the company and realized a cap-
ital gain with respect to the disposition. The taxpayer claimed
an exemption from Canadian tax on this gain under the pro-
visions of the Canada-Luxembourg tax treaty;860 there was al-
so no tax payable to Luxembourg. The Minister disallowed the
exemption, relying on the GAAR. Although the existence of a
tax benefit was admitted, the Tax Court of Canada found that
there was no avoidance transaction and no “abusive tax avoid-
ance.” The Tax Court also found that there was no anti-abuse
doctrine inherent in the applicable tax treaty. Accordingly, it
was held that the GAAR did not apply in these circumstances.
MIL Investments was upheld by the Federal Court of Appeal,
which concluded that there was no evidence of a “palpable and
overriding error” by the Tax Court. The Federal Court gave its
reasons from the bench immediately after hearing the legal ar-
guments, indicating that there was no support for the argument
that the benefit obtained by the taxpayer was a misuse or abuse
of either the Income Tax Act or the Canada-Luxembourg tax
treaty.

In its first GAAR case concerning a tax treaty, Canada
v. Alta Energy Luxembourg S.A.R.L.,861 the Supreme Court of
Canada agreed that there was no abusive tax avoidance under
the GAAR where a Luxembourg-resident company relied on
the Canada-Luxembourg tax treaty to exempt a capital gain
from Canadian income tax. The court determined that the treaty
should apply to all residents of the contracting states and re-
fused to read in additional requirements that would preclude
certain residents — such as those with weak commercial or
economic ties to the residence country — from obtaining treaty
benefits.

The most recent GAAR decision of the Supreme Court of
Canada is Deans Knight Income Corp. v. Canada,862 which dealt
with Canada’s loss carryover rules where there is an acquisition
of control of a corporation with losses (LossCo). The seven-
judge majority reasons held that, where a taxpayer was able to
avoid an acquisition of de jure control through a series of trans-
actions that effectively allowed a LossCo to monetize its losses
and other tax attributes, this constituted misuse or abuse and the
GAAR applied. In reaching this conclusion, the Court consid-
ered certain factors that, outside of the GAAR context, would
only be relevant for establishing de facto control and not de jure
control. The Court emphasized the need to focus on the ratio-
nale of the provisions at issue in determining whether there was
misuse or abuse and not the means by which Parliament chose
to effect the rationale. Here, that meant focusing on the ratio-
nale of the rule denying loss carryovers where there is an acqui-
sition of control rather than Parliament’s choice of the de jure
control test for purposes of the rule. As the LossCo underwent
a “fundamental transformation” whereby its business changed

860 Convention Between the Government of Canada and the Government of
the Grand Duchy of Luxembourg for the Avoidance of Double Taxation and
the Prevention of Fiscal Evasion with Respect to Taxes on Income and on Cap-
ital, signed on Sept. 10, 1999 (the “Canada-Luxembourg tax treaty”).

861 2021 SCC 49, aff’g 2020 FCA 43, aff’g 2018 TCC 152.
862 2023 SCC 16, aff’g 2021 FCA 160, rev’g 2019 TCC 76.

and the losses ultimately benefited different parties, and more-
over entered into an agreement that gave a third party the “func-
tional equivalent” of control, the transactions were contrary to
the rationale of the provision at issue and the GAAR applied.

In The Queen v. Spruce Credit Union,863 the Federal Court
of Appeal upheld the Tax Court of Canada’s decision that the
GAAR did not apply to deny an inter-corporate dividend de-
duction on a dividend received from a deposit insurance corpo-
ration on the basis that there was no avoidance transaction. The
court stated that, consistent with the Duke of Westminster prin-
ciple, a transaction will not be considered an avoidance transac-
tion merely because a taxpayer could have undertaken an alter-
native transaction that would have resulted in greater tax con-
sequences. Also, the fact that tax implications may play a role
in the choice of transaction does not mean that the transaction
will be an avoidance transaction if the transaction was entered
into primarily for business reasons.

MacKay v. The Queen864 addressed whether an avoidance
transaction had occurred in the context of a series of transac-
tions. In MacKay, the Crown alleged that the tax benefit was
very similar (or “virtually identical”) to the tax benefit received
by the taxpayers in OSFC and Mathew;865 however, in MacK-
ay, the Tax Court of Canada found that the tax benefits result-
ing from the individual transactions forming part of the series
were secondary to the overall commercial purpose of the series
and, therefore, none of the transactions constituted an avoid-
ance transaction under subsection 245(3).

The Federal Court of Appeal disagreed with the approach
taken by the Tax Court of Canada. In the Court’s view, the
conclusion that a series of transactions was undertaken primar-
ily for bona fide nontax purposes did not operate to preclude a
finding that the primary purpose of one or more steps within the
series was to obtain a tax benefit. Having concluded that the se-
ries was an avoidance transaction, the Federal Court of Appeal
proceeded to conclude that the avoidance was abusive within
the meaning of subsection 245(4), based on the reasoning of the
Supreme Court of Canada in Mathew.

The Supreme Court considered the application of the
GAAR in Lipson v. The Queen. Lipson involved a series of
transactions designed to convert non-deductible home mort-
gage interest payments into deductible interest payments. The
taxpayer’s spouse borrowed money from a bank and used the
borrowed funds to purchase shares from the taxpayer. The fol-
lowing day, the taxpayer and his spouse purchased a house, us-
ing the proceeds from the share purchase. The taxpayer and his
spouse then took out a mortgage, secured by the house, which
was used to repay the spouse’s initial bank loan.

The taxpayer relied on the following rules:

(i) The interest on the bank borrowing to acquire the shares
is deductible because the borrowing was for an income-
earning purpose;

(ii) The mortgage replaced the bank borrowing and thus
was deemed to have been used for the purpose of the bank
borrowing;

863 2014 DTC 5079 (FCA), aff’g 2014 DTC 1063 (TCC).
864 2008 FCA 105, rev’g 4 2007 TCC 94, leave to appeal to the Supreme

Court denied.
865 2005 SCC 55.
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(iii) Transfers of property to a spouse generally are not tax-
able; and

(iv) Income and losses of the spouse are attributed back to
the taxpayer.
The effect was that the taxpayer deducted interest on the

mortgage, applying it against dividends received on the shares.
In a 4-3 decision, the Supreme Court held that the GAAR

applied to the transaction. The majority found that the overall
result of the transactions was a misuse or abuse of the attribu-
tion rules (but not the interest deductibility rules). The minority
would not have applied the GAAR. One dissenting set of rea-
sons stated that the government had failed to identify a specific
policy that was frustrated by the transactions, and the other dis-
senting set of reasons stated that the GAAR should not apply
because there was a specific anti-avoidance rule in the attribu-
tion rules and the GAAR should be a provision of last resort.

Even though the Court was split in a 4-3 decision, the
Court was unanimous in finding that there was no misuse or
abuse of the interest deductibility provisions and, in the ab-
sence of the misuse of the attribution rules, the taxpayer’s
spouse would otherwise be entitled to deduct interest on the
mortgage that had been taken out to refinance funds borrowed
to acquire shares.

It is interesting to note that the taxpayer was successful
in Overs866 on facts that were very similar to those in Lipson.
However, as noted by the Tax Court, in both Evans and Overs,
there was a factual underpinning of commerciality or estate
planning whereas the scheme in Lipson had “no such redeem-
ing features.”

Copthorne Holdings Ltd. v. The Queen867 is a further pro-
nouncement by the Supreme Court of Canada on the GAAR. In
Copthorne, as part of the amalgamation of certain related com-
panies, the shareholders inserted a step that had as its sole pur-
pose the preservation of cross-border paid-up capital (PUC).
The taxpayer later took steps to access the preserved PUC to
distribute funds to a nonresident shareholder free of withhold-
ing tax on a redemption of shares. In a unanimous decision, the
Supreme Court of Canada reaffirmed the principles in Canada
Trustco. The Court found that the relevant transactions formed
one series of transactions under the Income Tax Act’s extend-
ed meaning of that term for purposes of determining whether
there was an avoidance transaction resulting in a tax benefit
and concluded that both an avoidance transaction and tax ben-
efit were present. The Court held that the transactions were an
abuse of the relevant provisions of the Income Tax Act because
the taxpayer had circumvented those provisions and thus de-
feated their underlying rationale by effectively duplicating its
PUC in the amalgamated corporation.

The Federal Court of Appeal held that examining alterna-
tive transactions that a taxpayer could have entered into can
be relevant to determining whether there has been a misuse or
abuse of the Act for purposes of applying the GAAR. In Uni-
var Holdco Canada ULC v. The Queen,868 the taxpayer was a
Canadian subsidiary of a Dutch multinational public company.
A non-Canadian arm’s length party effected a public takeover

866 Overs v. The Queen, 2006 DTC 2192 (TCC).
867 2011 SCC 63.
868 2017 FCA 207.

of the taxpayer’s Dutch parent. At the time of the takeover, the
taxpayer had significant surplus. Typically, such surplus can be
extracted by a purchaser by establishing a Canadian acquisi-
tion company that could acquire the shares of the Canadian tar-
get company directly (the “Alternative Transaction”). Howev-
er, such a transaction structure was not commercially feasible
in this particular instance. As a result, a series of transactions
were entered into pursuant to which the nonresident purchas-
er was able to extract the surplus from the Canadian subsidiary
while avoiding the application of certain Canadian anti-avoid-
ance rules. The Minister reassessed the taxpayer and applied
the GAAR, arguing that the tax-free extraction of the surplus of
the Canadian subsidiary was a misuse and abuse of the partic-
ular anti-avoidance rule in question. The Tax Court determined
that the GAAR did apply. On appeal, the Federal Court of Ap-
peal overturned the decision. In determining that the GAAR did
not apply, the Federal Court of Appeal noted that one signifi-
cant factor that indicated that the anti-avoidance rule in ques-
tion had not been misused or abused was that the same tax re-
sult (i.e., the tax-free extraction of surplus by a nonresident)
could have been achieved through the Alternative Transaction,
which was only precluded due to commercial reasons.

The Federal Court of Appeal also held in Univar that sub-
sequent amendments to legislation that prevent other taxpayers
from carrying out the transactions carried out by the taxpayer
in question do not necessarily suggest that the taxpayer’s trans-
actions abused or misused the Act. However, subsequently in
Canada v. Oxford Properties Group Inc.,869 the Federal Court of
Appeal indicated that amendments to the legislation do not es-
tablish that the object, spirit, and purpose of the legislation has
changed and can instead be a “clarification” of the law.

Comment: As is evident from the cases canvassed above,
GAAR decisions are somewhat difficult to reconcile. More
than three decades following its enactment, and despite guid-
ance from Canada’s highest court, the applicability of the
GAAR to a particular transaction or series thereof is often by
no means clear.

3. Information Circular 88-2

In October 1988, the CRA issued Information Circular
88-2, which sets out its general administrative approach to the
application of the GAAR. In preparing the Circular, the CRA
focused on identifying transactions to which the “bona fide
purpose” and the “misuse or abuse” exceptions to the applica-
tion of the GAAR would be pertinent.

The Circular provides that the primary purpose of a trans-
action is determined from the taxpayer’s statement of intent
and all the circumstances surrounding the transaction. If it can
be inferred from the circumstances that the primary purpose in
undertaking a single transaction or each step transaction with-
in a series is to obtain a “tax benefit,” it will be an “avoidance
transaction” notwithstanding the taxpayer’s statement of intent
to the contrary.

The Circular also provides that the CRA will apply the
“misuse or abuse” exception to override specific tax conse-
quences of other provisions within the Income Tax Act where a
tax benefit inconsistent with the general scheme of the Income

869 2018 FCA 30.

Detailed AnalysisDetailed Analysis XI.C.3.XI.C.3.

7050-2nd © 2025 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-63359-385-5 11/01/2025 A - 127



Tax Act results, but not to negate the tax consequences of a
transaction that is consistent with the object and spirit of the In-
come Tax Act.

To ensure these principles are applied in a consistent man-
ner, the circular provides that proposed assessments will be re-
viewed by the CRA, Head Office “GAAR Committee.”

4. The GAAR Committee

Since the enactment of the GAAR in 1988, hundreds of
files have been referred to the central “GAAR Committee” of
the CRA for review. The consultation paper on the GAAR re-
leased in August 2022 noted that “the application of the GAAR
was considered at the audit stage in approximately 1,600 cas-
es… In 80 percent of those cases (over 1,300 times), the GAAR
was ultimately applied by the CRA as a primary or alternative
reassessing position. Of this number, the GAAR has been the
primary assessing position in approximately 50 percent of the
cases and an alternate or secondary position in the remainder.”
The consultation paper — which proposed significant changes
to the GAAR on the basis that it needed to be strengthened
— noted that only 24 post-Canada Trustco cases held that the
GAAR did not apply.

The CRA established the GAAR Committee to provide ad-
vice on the application of section 245 to ensure that the GAAR
was applied in an equitable manner and to ensure national con-
sistency. The mandate of the GAAR Committee is to review
the application, or nonapplication, of the GAAR in rulings be-
ing considered and reassessments being proposed and to pro-
vide recommendations to the functions concerned.

The GAAR Committee comprises senior officials from the
CRA as well as representatives of the Departments of Justice
and Finance. It considers referrals from the rulings division as
well as from the various CRA tax services offices in connection
with income tax audits.

5. The Quebec GAAR

The Quebec GAAR is very similar to its federal counter-
part under the Income Tax Act and essentially parallels its three
conditions of application. The Quebec GAAR will apply where
the following three criteria are met:

(i) A “tax benefit” has resulted, directly or indirectly, from
a transaction or series of transactions;

(ii) The transaction in question is an “avoidance transac-
tion,” or the series of transactions in question includes an
“avoidance transaction;” and

(iii) It may reasonably be considered that the transaction in
question would result directly or indirectly in a misuse of
the provisions of the Taxation Act (Quebec) (QTA) or oth-
er related tax legislation as specified, or an abuse having
regard to the provisions of the QTA read as a whole.
As under the federal GAAR, where the Quebec GAAR is

found to apply, the “tax consequences” to a person may be re-
determined as is reasonable in the circumstances to deny a tax
benefit that would result, directly or indirectly, from the rele-
vant transaction or series of transactions.870

870 Taxation Act (Quebec), R.S.Q., c. I-3 (QTA), secs. 1079.10 and
1079.12.

In addition, Quebec has implemented additional measures
that target aggressive tax planning schemes. Briefly, these mea-
sures consist of:

(i) A mandatory early disclosure regime for certain speci-
fied aggressive tax planning arrangements;

(ii) A clarification to the notion of bona fide purpose for
purposes of the GAAR;

(iii) A three-year extension of the limitation period for as-
sessing transactions under the Quebec GAAR; and

(iv) A new regime of penalties applicable to taxpayers and
promoters where the GAAR is found to apply.
Taxpayers having a connection with Quebec, including

nonresidents operating in Quebec through an establishment lo-
cated therein, must therefore consider the potential application
of these measures to their own circumstances

D. Other Statutory Anti-Avoidance Provisions

1. In General

Some provisions of the Income Tax Act that could be said
to be anti-avoidance provisions have, over time, reached a lev-
el of acceptance where this appellation no longer seems appro-
priate. For example, the rule providing for a deemed dividend
on liquidation was initially enacted to reverse the common law
rule that all such distributions were necessarily capital. A num-
ber of provisions are discussed below, that are generally de-
signed to prevent either purposeful or incidental avoidance or
reduction of tax.

2. The Fair Market Value Rule

Generally, a taxpayer is free to dispose of property at any
price. In the case of taxpayers not dealing at arm’s length, how-
ever, the transaction must occur at fair market value. More pre-
cisely, where a taxpayer acquires anything from a non-arm’s-
length person at an amount in excess of fair market value, the
taxpayer is deemed to have acquired it at fair market value.
Conversely, where a taxpayer disposes of anything by gift or
to a person with whom the taxpayer was not dealing at arm’s
length for proceeds less than fair market value, the taxpayer is
deemed to have received fair market value as its proceeds of
disposition but the acquirer’s cost is limited to the amount ac-
tually paid (in the non-gift situation).871 Due to the asymmetry
of these provisions, it is particularly important that most non-
arm’s-length transfers do occur at fair market value. In the case
of acquisitions by gift, bequest or inheritance, the recipient is
usually allowed a cost equal to fair market value.

Similarly, where an amount can reasonably be regarded as
being, in part, consideration for the disposition of a particular
property, for the provision of particular services or for a restric-
tive covenant, the consideration for the disposition of the prop-
erty, the particular services or the restrictive covenant, is that
part of the total that can reasonably be regarded as being the
consideration for the particular property, the particular services
or the restrictive covenant.872 This is so irrespective of the form

871 ITA, sec. 69.
872 ITA, sec. 68.
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or legal effect of the contract or agreement. The amount treated
as consideration for the disposition of the property, the provi-
sion of the services or the restrictive covenant, is also the cost
of the property to the person who has acquired it, or the amount
paid for the services or the restrictive covenant.

A number of exceptions to these rules exist in cases in
which a permissive or mandatory rollover occurs. This may be
to the advantage of the taxpayer, as in the case of a number of
corporate reorganizations, or to the taxpayer’s disadvantage, as
where he had hoped to trigger a gain or loss on disposition.

Where a taxpayer transfers property to an unrelated corpo-
ration or partnership at less than the fair market value of that
property (i.e., on a tax-free rollover basis) as a part of a series
of transactions intended to use deductions or losses of the trans-
feree to shelter accrued gains in the transferred property on its
subsequent disposition, the transferor will be deemed to have
disposed of the property at fair market value. Special rules ap-
ply in the case of an amalgamation or merger.873

3. Capital Gains and Losses

The fair market value rule is probably the most significant
anti-avoidance provision encountered in practice with respect
to capital gains. However, other important rules also deal with
capital gains tax avoidance.

a. Deemed Proceeds or Capital Gain

The Income Tax Act contains a specific anti-avoidance
provision enacted to prevent arrangements that convert capital
gains that would otherwise have been realized on a disposition
of shares at fair market value to tax-free intercorporate divi-
dends.874 The provision applies in the circumstances in which a
corporation resident in Canada receives a taxable dividend with
respect to which the recipient is entitled to a deduction in com-
puting taxable income. For the rule to apply, one of the follow-
ing conditions must be satisfied in respect of the dividend:

(i) One of the purposes (or, in the case of a deemed div-
idend, one of the results) of the dividend was to effect a
significant reduction in the portion of the capital gain that,
but for the dividend, would have been realized on a dispo-
sition of any share of the corporation at fair market value;
or

(ii) The dividend (other than certain deemed dividends
arising on a redemption, acquisition or cancellation of a
share) is received on a share and one of the purposes of
the dividend is to effect either (a) a significant reduction in
the fair market value of any share or (b) a significant in-
crease in the cost of property, such that aggregate cost of
all properties of the dividend recipient before the dividend
is significantly greater than the aggregate cost of all prop-
erties of the dividend recipient after the dividend.
There have been several court decisions attempting to de-

fine the phrases “series of transactions,”875 “one of the purposes
of which”876 and “to effect a significant reduction”877 in the con-

873 ITA, subsecs. 69(11), (12), (13), (14).
874 ITA, sec. 55.
875 454538 Ontario Ltd. et al. v. MNR, 93 DTC 427; C.P.L. Holdings Ltd.

v. The Queen, 95 DTC 5253; Industries SLM Inc. v. MNR, 2000 DTC 6648
(FCTD).

text of the provision; however, the scope of the rule remains
somewhat uncertain. In addition, the current form of the rule
was introduced in 2015 and greatly broadened its scope. Thus,
some of the court decisions determined in the context of the
pre-2015 rule may be of limited assistance.

Comment: Given the significant uncertainty and the broad
scope of the rule as currently written, practitioners are typically
concerned that the rule could be applied to most intercorporate
dividends that are paid by a corporation.

Where the provision applies, the dividend is deemed to
be a capital gain from the disposition of capital property (or
proceeds of disposition in respect of a share redemption/repur-
chase) and not a dividend (or deemed dividend) received by
the corporation. Thus, the tax-free intercorporate dividend is
converted back into a potentially taxable gain. The provision
is not intended to apply to income that was earned or realized
by any corporation after 1971 (otherwise known as “safe in-
come”), but before a cut-off point for determining safe income.
(Generally, that point is the earlier of the time of disposition or
the time at which the dividend was paid.) Safe income is pre-
sumably protected from recharacterization because this income
has been previously subject to corporate income tax and, there-
fore, should be permitted as a tax-free dividend to other Cana-
dian corporations. Some guidance exists from the courts — no-
tably by the Federal Court of Appeal in Kruco — for the calcu-
lation of the safe income of a share, which is the share’s pro ra-
ta portion of the safe income of the corporation during the rele-
vant holding period of the share.878 However, the CRA recently
stated that it disagreed with Kruco and that certain amendments
introduced in 2016 meant that its guidance no longer applied.
Instead, the CRA is of the view that, generally, safe income on-
ly includes amounts that continue to exist as tangible assets that
support the fair market value of the shares.

Similarly, the provision does not apply to any portion of a
dividend that is subject to the special refundable 33 1/3% tax
(discussed in IX.C.1.a.(7), above), provided the tax is not re-
funded as a result of the payment of another dividend to a cor-
poration as part of the same series of transactions or events that
brought the provision into effect.879

There are two principal exceptions to the application of the
provision. The first exempts dividends received in certain relat-
ed-party transactions where, in the course of a series of trans-
actions or events there is no resulting disposition of property
to a person or partnership that was an unrelated person or sig-
nificant increase in the interest in any corporation of one or
more unrelated persons. More specifically, this provision ex-
empts situations involving internal reorganizations, where the
ownership of the corporation does not change.880 In determining
whether there has been a change of ownership for this purpose,
a number of rather complex rules must be examined. These
rules are intended to prevent access to the exception where

876 The Queen v. Placer Dome Inc., 96 DTC 6562.
877 Trico Industries Ltd. v. MNR, 94 DTC 1740; Industries SLM Inc. v.

MNR, 2000 DTC 6648 (FCTD).
878 Kruco Inc. v. R., 2003 DTC 5506; Lamont Management Ltd. v. The

Queen, 2000 DTC 6256; The Queen v. Brelco Drilling Ltd., 99 DTC 5253;
454538 Ontario Ltd. et al. v. MNR, 93 DTC 427; Trico Industries, 94 DTC
1740; The Queen v. Nassau Walnut Investments Inc., 97 DTC 5051.

879 ITA, subsec. 55(2).
880 ITA, para. 55(3)(a).
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there has been a substantive change in the ownership of proper-
ty.

The second exception applies to a divisive reorganization,
more commonly known as a “butterfly” transaction, which is
essentially used to separate the interests of shareholders and
“demerge” a corporation.881 In general terms, the exception ap-
plies to a dividend received as part of a reorganization such that
each participant in the butterfly transaction that owned shares
of the corporation immediately before the reorganization, re-
ceives its pro rata share, directly or indirectly, of each type of
property of the distributing corporation owned immediately be-
fore the distribution. Although no legislative guidance exists
in determining what constitutes a type of property, three gen-
eral categories have emerged in administrative practice: cash
and near cash, business assets, and passive investment assets.
In certain spin-off transactions effected by public corporations,
the pro rata distribution of property rule does not apply. In these
cases, different types of property may be distributed unevenly
to the new transferee corporation.882

The butterfly exception permits a “split-up” reorganiza-
tion, which is designed to divide a corporation’s assets among
shareholders who intend to part ways. To accomplish this re-
organization, the departing shareholder(s) transfer all of their
shares of the distributing corporation to a transferee corporation
that receives the pro rata share of the property held by the dis-
tributing corporation as outlined above. On completion of the
reorganization, the departing shareholders have no ownership
interest in the distributing corporation and become the own-
ers of the transferee corporation. Another permitted butterfly
exception is the “spin-off” reorganization, in which the share-
holders retain ownership of the distributing corporation, but the
ownership structure is changed. To effect such a reorganiza-
tion, some of the distributing corporation’s assets are spun off
to a new transferee corporation and the shareholders retain their
holdings in the distributing corporation and become sharehold-
ers of the transferee corporation.

In certain circumstances, the butterfly exception outlined
above does not apply, even if there is a pro rata distribution of
property, such as if the distributing corporation, a corporation
controlled by it or a predecessor of any such corporation has
acquired property in contemplation of the distribution.883

Finally, a specific provision may apply to deem persons
not to be related to each other or the corporation not to control
the other corporation, if it can reasonably be considered that
one of the main purposes of the transactions or events was to
cause a person to be related or a corporation to be controlled to
avoid the application of the anti-avoidance provision.884

b. Superficial Losses

In a number of particular situations, a capital loss from the
disposition of property may be deemed to be nil or its realiza-
tion deferred. For example, to prevent taxpayers from too easi-
ly realizing accrued capital losses, a “superficial loss” rule ex-
ists whereby the capital loss is deemed to be nil if the taxpayer,
his or her spouse or a controlled corporation acquires the same

881 ITA, para. 55(3)(b).
882 ITA, subsec. 55(3.02).
883 ITA, subsec. 55(3.1).
884 ITA, subsec. 55(4).

or identical property within 30 days before or after the disposi-
tion in question. In certain cases of deemed disposition (e.g., on
death and on ceasing to be a Canadian resident), the rule does
not apply. Where a superficial loss is disallowed, the amount of
the loss is generally added as an adjustment to the cost base of
the property, with the result that the loss is deferred rather than
eradicated altogether.885

c. Stop Loss

Similarly, a capital loss realized on a disposition by a cor-
poration, trust or partnership to a person “affiliated” to the
transferor is deferred until the property is disposed of and an
unaffiliated person owns the property (or identical property) 30
days after the disposition.886 For this purpose, affiliated persons
include a corporation and a person who controls the corpora-
tion, two corporations that are controlled by the same person, a
corporation and a partnership if the corporation is controlled by
majority interest members of the partnership (generally, mem-
bers who are entitled to more than one-half of the partnership’s
income), a partnership and its majority interest partner, and
two partnerships if they have the same majority interest part-
ner.887 The realization of the capital loss is deferred until a per-
son unaffiliated with the transfer owns the property. The capi-
tal loss deferred is then realized in the hands of the transferor.
These stop-loss rules also apply to various transactions involv-
ing shares of foreign subsidiaries of a Canadian taxpayer that
might otherwise occur on a tax-deferred rollover basis.

No capital loss arises on the disposition of a debt, unless
it was acquired for the purpose of gaining or producing income
from a business or property, or as consideration for the dispo-
sition of capital property to an arm’s-length person.888 This rule
has caused serious difficulties with regard to guarantees given
by a taxpayer. When the payer is called on the guarantee, it may
often be the case that, unless he or she can claim a full deduc-
tion for the amount as a business expense,889 he or she will have
no relief by way of a capital loss. In the past, the CRA has rec-
ognized a capital loss in such cases if the guarantor is a share-
holder of the debtor or if the guarantee was entered into for ad-
equate consideration.890

The Income Tax Act also contains stop-loss rules that may
apply to reduce the amount of loss of a corporation on the dis-
position of a share by the amount of any tax-free dividends re-
ceived or deemed to be received on the share. Generally, there
is an exception to this rule where the dividend recipient and
non-arm’s length persons collectively held 5% or less of any
class of share of the issuer corporation for at least 365 days im-
mediately prior to receiving the dividend. However, this excep-

885 ITA, subpara. 40(2)(g)(i), sec. 54, para. 53(1)(f). The adjustment to the
cost base of the property may, however, be reduced to the extent the dividend
stop-loss rules in ITA, subsecs. 112(3) to (3.2) apply.

886 ITA, subsecs. 40(3.3), (3.4).
887 ITA, sec. 251.1.
888 ITA, subpara. 40(2)(g)(ii).
889 See Income Tax Folio S3-F6-C1: Interest Deductibility, which states, at

para. 1.77, that where a guarantee is part of a taxpayer’s business, the interest
expense on borrowed money to honor the guarantee would generally be de-
ductible under ITA, para. 20(1)(c).

890 Interpretation Bulletin [Cancelled] IT-239R2 (2/9/81) and CRA Access
letter nos. 9830927 and 9529806 dated May 18, 1999, and Jan. 25, 1996, re-
spectively.
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tion does not apply in respect of a deemed dividend arising on a
redemption, acquisition or cancellation of a share of the issuer
corporation.

d. Attribution

To prevent the effective transfer of capital gains from a
taxpayer to his or her spouse (as such transfers can be effected
on a rollover basis), it is provided that, where a person has
loaned or transferred property, by means of a trust or otherwise,
to a spouse (or to a person who has since become the taxpayer’s
spouse), subsequent capital gains (or losses) realized on the dis-
position of the same or substituted property while the trans-
feror is resident in Canada and the transferee is the taxpayer’s
spouse, are deemed to be gains of the transferor rather than the
transferee.891 This rule also applies to transfers between com-
mon-law partners. Nothing seems to prevent the rule applying
where the transfer occurred while the spouses were nonresi-
dents of Canada.892

4. Expenses

As a rule, no deduction may be made in computing income
with respect to an outlay or expense, except to the extent that it
is reasonable in the circumstances.893 In most cases where sec-
tion 67 of the Income Tax Act has been invoked, it has reduced
deductions that are largely personal in nature or are amounts
paid to non-arm’s-length parties.

Two other anti-avoidance type provisions may apply
where an amount with respect to a deductible outlay or expense
is not paid within a specified period of time. One provision ap-
plies where the outlay or expense remains unpaid for two years
by a taxpayer to a person with whom the taxpayer is not deal-
ing at arm’s length. An amount equal to the amount so unpaid
is either included in the debtor’s income for the third tax year
following the year in which the expense was incurred, or the
debtor and creditor may elect to deem the amount to be re-
ceived by the creditor at such time.

The second rule applies where an amount with respect to a
deductible outlay or expense owed by a taxpayer to a person as
salary, wages or other remuneration remains unpaid 180 days
following the tax year in which it was incurred. In this case, the
amount is not deductible in the year incurred and is deemed to
be incurred as an expense in the year of actual payment.894

5. Benefits and Income Imputation

Under the wide rubric of anti-avoidance measures, the In-
come Tax Act contains a number of rules intended to prevent
taxpayers from shifting otherwise taxable income to other per-
sons who may not be taxed on the income or may be subject to
lower rates of tax. Some of the rules apply only to transactions
between shareholders and corporations, or between spouses or
other family members, and others have a wider general appli-
cation.

Where a shareholder appropriates corporate property or
a corporation confers a benefit on a shareholder, the value

891 ITA, sec. 74.2.
892 Wertman v. MNR, 64 DTC 5158.
893 ITA, sec. 67.
894 ITA, subsecs. 78(1), (4).

thereof may be included in computing the shareholder’s in-
come. This rule and the related provisions regarding outstand-
ing loans from corporations to their shareholders are discussed
at IX.C.1.f., above. These provisions are often important tools
for dealing with tax avoidance schemes involving taxpayers
and related corporations. As discussed earlier, absent these
rules, individuals might escape shareholder level taxation while
effectively receiving an economic return on their investment in
a corporation.

There are several important rules of more general applica-
tion that prevent the shifting of income from one person to an-
other. Section 246 of the Income Tax Act provides that, where
a person confers a benefit by any means on a taxpayer, the
amount of the benefit is included in the taxpayer’s income to
the extent that it would be included in the taxpayer’s income if
paid directly by the person to the taxpayer. This section does
not apply where the amount is otherwise included in the tax-
payer’s income under another provision of the Income Tax
Act. Thus, other, more specific anti-avoidance or imputation
rules would generally apply before resort is had to section 246.
Where the taxpayer is a nonresident and the benefit is not in-
cluded in the nonresident’s taxable income earned in Canada,
the amount of the benefit may be subject to nonresident with-
holding tax. The particular nonresident withholding tax that
could apply depends on the nature of the benefit. Whether the
taxpayer is a resident or nonresident, a benefit is generally not
considered to have been conferred in a bona fide transaction be-
tween arm’s-length parties.895 This saving provision is intend-
ed to permit transactions that are not considered tax motivated
to be carried out even if a tax advantage arises. Despite its po-
tential breadth (or perhaps, due to that potential), section 246
has rarely stood as the sole basis for a judicial decision against
a taxpayer. Quite commonly, this provision is invoked in con-
junction with other, more specific rules, relating to shareholder
benefits or other similar provisions.

Subsection 56(2) of the Income Tax Act is another attri-
bution-type provision with potentially broad application. That
provision applies where a taxpayer directs a payment or trans-
fer of property to some other person for either the taxpayer’s
or the other person’s benefit. The benefit is included in the tax-
payer’s income to the extent it would have been had the pay-
ment or transfer been made to the taxpayer. For this provision
to apply, the courts have developed the following four require-
ments:896

(i) There must be a payment or transfer of property to a
person other than the taxpayer;

(ii) The payment or transfer must be pursuant to the direc-
tion of or with the concurrence of the taxpayer;

(iii) The payment or transfer must be for the taxpayer’s
own benefit or for the benefit of some other person on
whom the taxpayer wished to have the benefit conferred;
and

895 ITA, subsec. 246(1), (2).
896 Neuman v. The Queen, 98 DTC 6297; Fraser Companies, Ltd. v. The

Queen, 81 DTC 5051; Murphy v. The Queen, 80 DTC 6314.
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(iv) The payment or transfer would have been included in
computing the taxpayer’s income had it been received by
the taxpayer instead of the other person.
The CRA has been unsuccessful in applying subsection

56(2) of the Income Tax Act in various cases due to the require-
ment in (iv), above. The courts have suggested that this fourth
precondition to the application of subsection 56(2) requires the
taxpayer to have had an entitlement to the payment or transfer
of property that would have been included in the taxpayer’s in-
come.897 The inability to meet that requirement allowed a fami-
ly of shareholders to have dividends disproportionately distrib-
uted among the shareholders so that the lower-income-earning
shareholders could earn the dividend income subject to lower
marginal tax rates.898 Partly to address concerns with these fam-
ily income splitting arrangements, the government introduced
specific anti-avoidance legislation designed to prevent high-in-
come individuals from paying certain types of dividends and
business income, directly or indirectly, to their minor children
who can effectively shelter this income through their person-
al tax credits and lower marginal tax rates (known colloquial-
ly as the “kiddie tax”).899 The rules also extend to certain capi-
tal gains realized on the disposition of shares of a corporation
to a person who does not deal at arm’s length with the minor,
if taxable dividends would have been subject to the anti-avoid-
ance rule. These rules do not, however, operate by attributing
income to the transferring or directing taxpayer; rather, they in-
crease the tax payable by the minor children and remove the in-
centive to arbitrage between tax rates.

In addition, another income splitting anti-avoidance rule
exists that applies a special “tax on split income” (TOSI) to cer-
tain income earned by adults (specifically, dividends or interest
paid by a private corporation directly or indirectly to an individ-
ual from a related business, certain split income from partner-
ships and trusts, and capital gains or profit from the disposition
of certain properties). Certain exclusions may apply (such as
where the individual has significantly contributed time or cap-
ital to the success of the business), and special rules apply to
spouses who are 65 and older or individuals who are between
18 and 24.

A similar rule in subsection 56(4) of the Income Tax Act
applies to the transfer or assignment of a right to income.
Where a taxpayer transfers a right to income to a person with
whom the taxpayer was not dealing at arm’s length, the taxpay-
er is taxed on the income if the income would have otherwise
been included in the taxpayer’s income absent the transfer.900

Attribution does not generally apply to property income arising
from a transfer of the property that produces the income.

The Income Tax Act also contains a myriad of rules aimed
at preventing the shifting of income between spouses and other
related individuals. Generally, income arising on property
transferred or loaned by a taxpayer to the taxpayer’s spouse
is included in the transferor’s income, not the income of the
spouse who acquired or borrowed the property.901 A similar im-

897 Quterbridge Est. v. Canada, 90 DTC 6681 (sub nom. Winter v. Canada).
898 Neuman v. The Queen, 98 DTC 6297. See also McClurg v. The Queen,

91 DTC 5001, and Ferrel v. The Queen, 97 DTC 1565 (TCC), aff’d, 99 DTC
5111 (FCA).

899 ITA, sec. 120.4.
900 ITA, subsec. 56(4).

putation rule applies in the case of transfers or loans to persons
under 18 years of age. The wording of the rule is quite similar
to that just described with respect to inter-spousal transfers and
loans, and in this case, imputation continues until the transferee
(or borrower) has attained the age of 18 years.902 Other attribu-
tion rules may apply to a non-arm’s-length transfer of proper-
ty where the transfer was tax-motivated. These rules curb the
tax advantages otherwise arising from moving income from in-
dividuals taxed at higher marginal tax rates to individuals who
can earn the income in a lower tax bracket.

6. Transfer Pricing

Canada’s current transfer pricing rules are contained in
section 247 of the Income Tax Act and were implemented with
effect for tax years commencing after 1997. Prior to 1997, sub-
sections 69(2) and (3) of the Income Tax Act dealt with trans-
actions between Canadian residents and non-arm’s length non-
residents. Although the rules in subsections 69(2) and (3) no
longer apply today, their interpretation by the courts has been
applied by subsequent courts in interpreting the current rules in
section 247.

For further discussion of Canada’s transfer pricing regime,
see Chapter 30 of 6945 T.M., Transfer Pricing: Rules and Prac-
tice in Selected Countries (C–D).

a. Prior Rules

Former subsection 69(2) applicable prior to 1998, provid-
ed, in effect, that where an amount was payable by a Canadian
resident to a nonresident person for goods or services that was
greater than the amount that would have been reasonable in the
circumstances had the parties been dealing at arm’s length (the
“reasonable amount”), the deduction allowed in computing the
Canadian taxpayer’s income was restricted to the reasonable
amount. A companion provision in subsection 69(3) provided
that an amount equal to or greater than a reasonable amount
must be included in a Canadian taxpayer’s income when it
charged a related nonresident person for goods or services.

The Income Tax Act, in this context, used the phrase “rea-
sonable in the circumstances” rather than the phrase “fair mar-
ket value.” The CRA’s position was that the former phrase like-
ly meant fair market value or, possibly, a different amount in
circumstances such as start-up operations, loss-leader products
or market penetration strategies.

The Supreme Court of Canada considered the determina-
tion of arm’s length pricing under subsection 69(2) in Canada
v. GlaxoSmithKline,903 where the Court noted that the transfer
pricing guidelines published by the Organisation for Econom-
ic Cooperation and Development (“OECD Guidelines”) are not
determinative and the test must ultimately be determined in ac-
cordance with the language of the Income Tax Act. That be-
ing said, the Court did take into account the OECD Guidelines
and the various methods set out therein to determine the arm’s
length pricing. Although the Court referred the matter for re-
assessment and did not draw a specific conclusion regarding
the appropriate arm’s length pricing in this instance, they did

901 ITA, sec. 74.1.
902 ITA, subsec. 74.1(2).
903 Canada v. GlaxoSmithKline, 2012 SCC 52 at paras. 20, 38, 44, and 61.
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note that the requirements of the subsection would be satisfied
if the transfer price was within a reasonable range (the refer-
ence to a reasonable amount was part of the language of sub-
section 69(2) but is not expressly part of subsection 247(2)).
One of the more important aspects of this decision was that, in
determining an arm’s length price, the Court held that it is ap-
propriate and necessary to consider the economically relevant
characteristics of a transaction, which may include other trans-
actions linked to the purchase transactions, such as agreements
that confer rights and benefits.

b. Current Rules

The transfer pricing rules in section 247 of the Income Tax
Act seek to apply arm’s-length terms and conditions to transac-
tions between a taxpayer or a partnership and related nonresi-
dents via two rules.904 The first rule, a “pricing rule,” provides
that where a taxpayer and a non-arm’s length nonresident are
participants in a transaction or series of transactions that does
not have arm’s length terms and conditions, the terms and con-
ditions of that transaction or series of transactions can be ad-
justed to the terms and conditions to which arm’s length per-
sons would have agreed.905

Although the Income Tax Act does not specify the mean-
ing of arm’s-length terms and conditions, the CRA generally
follows the OECD Guidelines, which use a hierarchy of tradi-
tional transaction methods over profit-based methods (see dis-
cussion related to Administrative Guidance below). The CRA’s
general approach has been to use the most recent version of
the OECD’s transfer pricing guidelines (rather than the version
that was in effect at the time of the transaction) in determining
whether multinational enterprises are pricing their intercompa-
ny transactions in accordance with the arm’s length principle.
The legislation also provides a concept of “cost contribution
arrangement” that covers a broad range of shared services, in-
cluding management and administrative services, and activities
related to the development of intangibles.

In a 2010 decision, the Federal Court of Appeal affirmed
that the arm’s-length standard for purposes of paragraph 247(2)
(a) and (c) of the Income Tax Act required a determination of
the “economically relevant characteristics” that may influence
the negotiations between parties that have no de facto or de jure
control over one another.906 The Court remarked that its deci-
sion was consistent with its earlier decision in Canada v Glax-
oSmithKline907 issued in the same year that interpreted subsec-
tion 69(2).

The second rule, colloquially referred to as the “rechar-
acterization rule,” applies where a taxpayer and a non-arm’s
length nonresident are participants in a transaction or series
of transactions that would not have been entered into between
arm’s-length persons and that cannot reasonably be considered
to have been entered into primarily for bona fide purposes other
than to obtain a tax benefit.908 A tax benefit is defined broadly as

904 ITA, subsec. 247(2).
905 ITA, para. 247(2)(a) and (c).
906 The Queen v. General Electric Capital Canada Inc., 2011 DTC 5011

(FCA).
907 2010 FCA 201. The Federal Court of Appeal’s decision was upheld by

the Supreme Court of Canada.
908 ITA, para. 247(2)(b) and (d).

a reduction, avoidance or deferral of tax or other amount under
the Income Tax Act, or an increase in a refund of tax or other
amount under the Act.909 Where this rule applies, the tax con-
sequences are determined based on the hypothetical transaction
or series of transactions that would have been entered into had
the parties been dealing at arm’s length.910 Despite the potential
breadth of this rule, the CRA suggested in Information Circular
IC 87-2R that transactions will only be recharacterized in lim-
ited circumstances.

Although Information Circular 87-2R has since been can-
celled (as noted under Administrative Guidance below), it had
referred to two recharacterization circumstances, which were
taken from the OECD Guidelines. The first situation is where
the substance of a transaction differs from its form. An example
involved an investment in a related enterprise in the form of
interest-bearing debt where arm’s-length parties would have
structured their investment as a subscription of capital.911 In the
second situation, the transaction differed from that which inde-
pendent enterprises behaving in a commercially rational man-
ner would have entered into and the structure of the transaction
makes it nearly impossible to determine an appropriate trans-
fer price.912 In the example provided, a taxpayer performing re-
search sells an unlimited entitlement to the intellectual property
it is developing for a lump sum payment from a related party.
The CRA stated that since arm’s-length parties would not have
structured such a transaction, the CRA may seek to recharac-
terize the transaction as a form of a continuing research agree-
ment.

To date, the recharacterization rule has only been inter-
preted in one case. In Cameco Corp. v. The Queen913 the tax-
payer (Cameco Canada) was a uranium producer that:

(i) Negotiated certain uranium purchase contracts with
third parties but then permitted a subsidiary (Cameco Eu-
rope) to enter into those contracts (the Third Party Con-
tracts); and

(ii) Agreed to sell all of its uncommitted uranium produc-
tion to Cameco Europe on a long-term basis at a fixed
price (the Bulk Purchase Contracts).
At the Tax Court of Canada, the court held that the test for

the recharacterization rule in paragraph 247(2)(b) is an objec-
tive one that requires a determination as to whether the trans-
action or transactions in question are “commercially rational”
transactions.

The court ultimately held that the recharacterization rule
in paragraph 247(2)(b) did not apply because:

(i) The Third Party Contracts had no value at the time they
were entered into and thus it was not commercially irra-
tional for Cameco Canada to pass on the opportunity to en-
ter into those agreements and instead allow a subsidiary to
do so; and

(ii) It is commercially rational for a commodity producer
to agree to sell its production for a fixed price (and thus

909 ITA, subsec. 247(1).
910 ITA, para. 247(2)(d).
911 Information Circular IC 87-2R, para. 19.
912 Information Circular IC 87-2R, para. 20.
913 2018 TCC 195, aff’d 2020 FCA 112.
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eliminate its exposure to price risk) to secure a guaranteed
revenue stream for its products, even if the producer ex-
pected prices to rise in the future.
On appeal, the Crown argued that the test in paragraph

247(2)(b) requires an examination of what the taxpayer (i.e.,
Cameco Canada) would have done in the circumstances if it
was dealing with an arm’s length person. The Crown argued
that the evidence established that Cameco Canada would never
have agreed to allow an arm’s length person to enter into the
Third Party Contracts and would never have entered into the
Bulk Purchase Contracts with an arm’s length person. The Fed-
eral Court of Appeal rejected this interpretation of the rule,
holding that the test in paragraph 247(2)(b) requires an ex-
amination of whether any two hypothetical persons dealing at
arm’s length would have objectively entered into these types
of contracts. The Federal Court of Appeal affirmed the Tax
Court’s decision on the basis that the evidence established that
arm’s length persons would have entered into the transactions
in issue. The Supreme Court of Canada declined to hear the
Crown’s appeal of the Federal Court of Appeal’s decision.

Legislative Note: As part of Budget 2021, the federal gov-
ernment stated that in light of the Federal Court of Appeal’s de-
cision in Cameco, “shortcomings” in the current transfer pric-
ing rules may result in the “inappropriate shifting of corporate
income out of Canada” and that this may pose “a risk to the
integrity of Canada’s corporate income tax system.” As a re-
sult, Budget 2021 indicates that the federal government intends
to consult on Canada’s transfer pricing rules to protect the in-
tegrity of the Canadian tax system while preserving Canada’s
attractiveness as a destination for new investment and business
activity. The consultation paper was released more than two
years later on June 6, 2023, launching a public consultation
process that closed on July 28, 2023. The consultation paper
proposed a wide range of potential changes and includes draft
legislation. The Department of Finance explained that general-
ly, the amendments are intended to add more detail to Canada’s
transfer pricing rules and emphasize the “factual substance”
of transactions. The amendments include: consideration being
given to the “conditions” of the actual transactions (based on
their “economically relevant characteristics”) as well as any
conditions that would have been included by arm’s length par-
ties; a new recharacterization rule; and a new rule requiring
consistency with the OECD Transfer Pricing Guidelines where
the context allows (currently the 2022 version, with the possi-
bility of the government updating the reference to subsequent
versions going forward). Finally, the consultation paper pro-
poses certain changes with respect to which no draft legisla-
tion was released, including contemporaneous documentation
requirements, a higher threshold for the penalty and a different
approach to pricing certain types of transaction that is intended
to be easier for taxpayers to apply. The federal government has
provided no further update since the consultation paper was re-
leased and the consultation period ended.

(1) Penalty Provisions

In the event that a taxpayer fails to apply an arm’s-length
standard in transactions involving related nonresident parties,
the taxpayer will be subject to certain penalty provisions. The
legislation incorporates a penalty of 10% of any transfer pricing
adjustment that exceeds the lesser of 10% of gross revenue or

Can. $5 million. Assuming a hypothetical federal 25% effec-
tive tax rate, the penalty equates to 40% of the federal tax ad-
justment. Combined with nondeductible interest, total penal-
ties may be greater than those that would have applied in other
countries, including the United States. However, if the taxpayer
has made a reasonable effort to determine arm’s-length pricing,
the foregoing penalties do not apply. In demonstrating that it
has made a reasonable effort, the taxpayer must, as a minimum,
maintain contemporaneous documentation as set out in subsec-
tion 247(4). Such documentation must be made available with-
in six months after the taxpayer’s year-end and be provided to
the CRA within three months of its being requested.914

(2) Documentation Requirements

For purposes of subsection 247(4), contemporaneous doc-
umentation must be accurate and complete in all material re-
spects and must include the following items of information:

(i) The property or services to which the transaction
relates;

(ii) The terms and conditions of the transaction and
their relationship, if any, to the terms and conditions
of each other transaction entered into between the
participants in the transaction;

(iii) The identity of the participants in the transaction
and their relationship to each other at the time the
transaction was entered into;

(iv) The functions performed, the property used or
contributed and the risks assumed, in respect of the
transaction, by the participants in the transaction;

(v) The data and methods considered and the analysis
performed to determine the transfer prices or the al-
locations of profits or losses or contributions to costs,
as the case may be, in respect of the transaction; and

(vi) The assumptions, strategies and policies, if any,
that influenced the determination of the transfer
prices or the allocations of profit or losses or contri-
bution to costs, as the case may be, in respect of the
transaction.
In addition, a taxpayer is required to update its contem-

poraneous documentation in respect of a particular transaction
each year if there has been a material change in respect of the
transaction in such year.

These documentation requirements are similar to the type
of documentation suggested by the OECD and consistent with
the information required by some other countries.

(3) Administrative Guidance

The CRA has released two main publications that outline
its administrative approach to Canada’s transfer pricing rules
and provides guidance with respect to the application of those
rules.915 The first was Information Circular IC 87-2R, which

914 ITA, subsec. 247(4).
915 In addition, the CRA has released a number of other Transfer Pricing

Memoranda that outline its administrative positions regarding various aspects
of transfer pricing, including TPM-15 (on intra-group services), TPM-16 (on
the use of multi-year data in transfer pricing analyses) and TPM-17 (on the im-
pact of government assistance on transfer pricing).
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was released in 1999 and generally adopted the transfer pricing
methods set out in the 1979 OECD Report (and adopted in the
1995 Transfer Pricing Guidelines). The second, Transfer Pric-
ing Memorandum 14 (TPM-14), was released in 2010 and pro-
vides an update to the CRA’s administrative position with re-
spect to transfer pricing methods by adopting the revised guid-
ance in the 2010 OECD Transfer Pricing Guidelines.

Information Circular IC 87-2R was cancelled and archived
in February 2020 (while the Federal Court of Appeal consid-
ered the Cameco decision referred to above) on the basis that
“it is inconsistent with the interpretation and application of
Canadian transfer pricing legislation and does not reflect up-
dates to the OECD Transfer Pricing Guidelines for Multina-
tional Enterprises and Tax Administrations (the “Guidelines”).
It is the CRA’s practice to generally apply the Guidelines in
administering Canada’s transfer pricing rules.” Nevertheless,
IC 87-2R and TPM-14 continue to provide certain useful guid-
ance, such as with respect to the “traditional transactional
methods” of pricing being generally preferred. These methods
include:

(i) Comparable Uncontrolled Price (CUP) method;

(ii) Cost Plus method; and

(iii) Resale Price methods.
Information Circular IC 87-2R suggested that there is a

“natural hierarchy” (consistent with the 1979 OECD Report
and 1995 OECD Transfer Pricing Guidelines) in respect of
these traditional transactional methods, with the CUP method
providing the most reliable results. However, in TPM-14, the
CRA notes that the 2010 OECD Transfer Pricing Guidelines
state that there is no strict hierarchy and that the focus should
be on using the methodology that provides the most direct view
of arm’s length behavior. However, the CRA’s position is that
these three traditional transactional methods are generally pre-
ferred over the transactional profit methods described in the
2010 OECD Transfer Pricing Guidelines, such as the transac-
tional net margin method or profit split method.

In performing a comparability analysis, TPM-14 provides
that taxpayers should generally follow the “typical process” as
described in the 2010 OECD Transfer Pricing Guidelines. This
process generally is as follows:

Step 1:Step 1: Determination of years to be covered.

Step 2:Step 2: Broad-based analysis of the taxpayer’s circum-
stances.

Step 3:Step 3: Understanding the controlled transaction(s) under
examination, based in particular on a functional analysis,
in order to choose the tested party (where needed), the
most appropriate transfer pricing method to the circum-
stances of the case, the financial indicator that will be test-
ed (in the case of a transactional profit method), and to
identify the significant comparability factors that should
be taken into account.

Step 4:Step 4: Review of existing internal comparables, if any.

Step 5:Step 5: Determination of available sources of information
on external comparables where such external comparables
are needed taking into account their relative reliability.

Step 6:Step 6: Selection of the most appropriate transfer pricing
method and, depending on the method, determination of
the relevant financial indicator (e.g., determination of the
relevant net profit indicator in case of a transactional net
margin method).

Step 7:Step 7: Identification of potential comparables: determin-
ing the key characteristics to be met by any uncontrolled
transaction in order to be regarded as potentially compara-
ble, based on the relevant factors identified in Step 3 and
in accordance with the comparability factors set forth at
paragraphs 1.38 through 1.63 of the 2010 OECD Transfer
Pricing Guidelines.

Step 8:Step 8: Determination of and making comparability ad-
justments where appropriate.

Step 9:Step 9: Interpretation and use of data collected, determina-
tion of the arm’s length remuneration.
The CRA has indicated that it intends to apply the

OECD’s Base Erosion and Profit Shifting (BEPS) project and
the OECD’s 2017 Transfer Pricing Guidelines on the basis that,
in its view, they are consistent with Canadian law (although
that has not yet been considered by the courts).916 The CRA sim-
ilarly indicated that the OECD’s 2022 Transfer Pricing Guide-
lines are generally consistent with Canadian transfer pricing
legislation and administrative guidelines.917 However, no new
Transfer Pricing Memorandum has been released by the CRA
providing guidance on how the revisions in the 2017 or 2022
Transfer Pricing Guidelines should be applied by taxpayers.

(4) Advanced Pricing Arrangements

The CRA has an Advance Pricing Arrangement (APA)
program to assist taxpayers in determining appropriate transfer
pricing methodologies for transactions or arrangements with
non-arm’s-length nonresident persons. The Competent Author-
ity Services Division (CASD) of the International and Large
Business Directorate at headquarters in Ottawa administers the
APA program.

The APA program was officially implemented in July
1993 and the CRA formalized its APA procedures with the
publication of Information Circular 94-4 in late 1994. The
CRA’s APA procedures were subsequently revised in March
2001 with the publication of Information Circular 94-4R, and
in February 2024 with the publication of Information Circular
94-4R2, the current source for administrative guidance on the
APA process.918

There is no legal requirement under Canadian law to enter
into an APA. The CRA provides APAs as an administrative
service. An APA may be unilateral (between the taxpayer and
the CRA only), or it may involve one or more foreign gov-
ernments (bilateral and multilateral APAs). Regardless of the

916 2018 Canadian Tax Foundation Annual Conference, CRA Roundtable,
Q. 4.

917 CRA, “Transfer pricing” (May 24, 2022), https://www.canada.ca/en/
revenue-agency/services/tax/international-non-residents/information-been-
moved/transfer-pricing.html.

918 CRA, “International Transfer Pricing: Advance Pricing Arrangements
(APAs)” (February 22, 2024), online: https://www.canada.ca/en/revenue-
agency/services/forms-publications/publications/ic94-4/international-transfer-
pricing-advance-pricing.html. See also IC 06-1, paras. 108–110.
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type of APA, the CASD is responsible for the administration of
the program. Any taxpayer may apply for an APA considera-
tion, regardless of the size of the organization, the type or scope
of its operations, or the nature of the transactions and the pro-
posed transfer pricing methodologies. However, under current
CASD policy, branches may not obtain APAs and interest rates
are not covered by APAs. The timing for obtaining an APA
can vary depending on the complexity of the issues involved
and whether the APA is bilateral/multilateral or unilateral. In
2022, the average duration for obtaining a completed APA was
approximately 37 months for a bilateral/multilateral APA and
approximately 72 months for a unilateral APA.919 Historically,
the CRA required taxpayers that sought APAs to reimburse the
CRA for costs incurred in completing the APA (such as travel
costs for CRA employees). On February 4, 2021, the CRA stat-
ed that it was cancelling this cost recovery charge for all future
APAs.

However, IC 94-4R2 (released in 2024) at paragraph 23
notes that “In rare circumstances, the taxpayer might be asked
to bear certain costs for items that are not ordinarily part of the
APA process, but which are considered critical to the resolution
of the particular APA. For example, the CRA or the foreign tax
authority may need access to specific data and analysis that is
only available at a considerable cost.”

An APA request or submission does not, in itself, con-
stitute “reasonable efforts” to determine arm’s-length transfer
prices for the tax years proposed to be covered under the APA;
however, compliance with the terms and conditions of an APA
will protect the taxpayer from a transfer-pricing penalty under
subsection 247(3) of the Income Tax Act with respect to the
transactions covered by the APA.920

For a discussion of the Canadian competent authority
functions and procedures, see Chapter 30 of 6885 T.M., Income
Tax Treaties: Competent Authority Functions and Procedures
of Selected Countries (A–C) (U.S. International Series).

7. Avoidance of Tax Debts

Absent any specific provision to the contrary, the general
principle is that taxes are assessed on an entity-by-entity basis.
As a result, members of a corporate group are generally not li-
able for the taxes of other members of the same corporate group
and there is no consolidated tax regime in Canada. In some cas-
es, taxpayers may exploit this scheme by “stranding” tax debts
in legal entities with nominal assets, which hinders the ability
of the CRA to collect such taxes.

To address this concern, the ITA contains a special rule in
section 160 that imposes joint and several liability for the tax
debts of a tax debtor in certain situations where the tax debtor
transfers any property to a person with whom the tax debtor
does not deal at arm’s length for consideration that is less than
the fair market value of the property transferred.921 Generally,
for these rules to apply, the following four conditions must be

919 CRA, “Advance Pricing Arrangement — Program report — 2022,” on-
line: https://www.canada.ca/en/revenue-agency/services/tax/international-non-
residents/competent-authority-services/advance-pricing-arrangements/
2022-apa-program-report.html.

920 IC 94-4R2, para. 89.
921 ITA, s. 160.

fulfilled with respect to a transfer of property by a tax debtor
(the transferor) to another person (the transferee):

(i) The transferor must be liable to pay tax under the Act at
the time of transfer;

(ii) There must be a transfer of property, either directly or
indirectly, by means of a trust or by any other means what-
ever;

(iii) The transferee must either be:

• The transferor’s spouse or common-law partner at the
time of transfer or a person who has since become the
person’s spouse or common-law partner;

• A person who was under 18 years of age at the time of
transfer; or

• A person with whom the transferor was not dealing at
arm’s length; and

(iv) The fair market value of the property transferred must
exceed the fair market value of the consideration given by
the transferee.922

If these conditions are satisfied, the transferee of the prop-
erty is jointly and severally liable for the lesser of (i) any tax
liability of the transferor owing for the taxation year in which
the transfer occurs (including if the tax liability arises after the
date of the transfer) or any preceding tax year and (ii) the ex-
cess of the fair market value of the property received from the
transferor over the consideration given for such property.

In recent years, certain tax planners and promoters have
advanced tax schemes that have circumvented the application
of section 160. Certain decisions of the Tax Court of Canada
and Federal Court of Appeal upheld these tax plans and have
interpreted section 160 in a strict manner.923 Consequently, the
federal government broadened the application of section 160 by
amendments effective as of April 19, 2021:

(i) A tax debt would be deemed to arise before the
end of the tax year in which a transfer of property oc-
curs if it is reasonable to conclude that there would
be a tax amount owing by the transferor and where
one of the purposes of the transfer of property was
to avoid the payment of the future tax debt. This
amendment may require vendors of corporate shares
to make “reasonable inquiries” and perform some
due diligence to determine: whether the purchaser
of the shares intends to shelter the tax liability of
the corporation; and whether the deductions to be
claimed post-sale are valid.

(ii) A transferor and transferee would be deemed not
to deal with each other at arm’s length if at any time
within a series of transactions that includes the trans-
fer, they do not deal at arm’s length and one of the
purposes was to cause the transferor and transferee
to deal at arm’s length at the time of transfer. This
amendment appears to be intended to make the pro-

922 Canada v Livingston, 2008 FCA 89.
923 But see the more recent case of Canada v. Microbjo Properties Inc., 2023

FCA 157, where the Federal Court of Appeal upheld the application of section
160.
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vision applicable where the transferor of the property
(the tax debtor) and the transferee of the property (the
share vendor) were related at the outset of the series
of transactions but not when the transfer of property
occurred.

(iii) The provision would consider the overall result
of the transactions in determining the values of the
property transferred and the consideration given for
the property, rather than simply using those values at
the time of the transfer.
In addition, significant new penalty measures now apply

to planners and promoters of tax plans that are subject to sec-
tion 160.

Legislative Note: Further amendments to section 160 were
proposed in Budget 2024. The first provides that the transferee
will be jointly and severally liable where property is transferred
by a tax debtor to another person, and as part of the same trans-
action or series of transactions, any person transfers property
to someone who does not act at arm’s length to the tax debtor.
The second provides that the transferee’s liability will be for
the full amount of the avoided tax debt even where a portion of
that avoided tax debt is effectively retained by a third party as
a fee for facilitating the planning.

8. Anti-Hybrid Measures

Canada enacted new rules in 2024 to address hybrid mis-
match arrangements in accordance with part of OECD BEPS
Action Item 2. The new hybrid mismatch rules deny the Cana-
dian tax benefits associated with these types of arrangements.
The enacted rules are the first of two packages of legislation
with respect to hybrid mismatches. The enacted rules provide
for three main operative rules:

(i) The “primary rule” denies deductibility of certain pay-
ments made by a Canadian taxpayer to the extent of any
“hybrid mismatch amount” (discussed below). This rule
applies where the otherwise deductible payment is not in-
cluded in computing the foreign income of a non-resident
recipient.

(ii) A “secondary rule” requires a Canadian taxpayer to
include any hybrid mismatch amount in computing in-
come. This rule applies where the payment is deductible in
computing the foreign income of a non-resident payer but
would otherwise not result in taxable income in the hands
of the Canadian recipient. The secondary rule is intended
not to apply where the payor is subject to a comparable
primary rule that would deny deductibility of the payment
in the foreign jurisdiction.

(iii) A third rule limits the ability of a Canadian taxpayer
to claim a deduction with respect to a dividend received
from a foreign affiliate to the extent the foreign affiliate
benefits from a foreign income tax deduction with respect
to the dividend. Neither the secondary rule above nor this
denial of a dividend deduction is intended to apply to the
same payment.
A “hybrid mismatch amount” can arise in one of three sit-

uations: a hybrid financial instrument arrangement; a hybrid
transfer arrangement; or a substitute payment arrangement.

(i) A “hybrid financial instrument arrangement” generally
refers to an arrangement under which a payment relating
to a financial instrument, or related transactions, gives
rise to a deduction in one jurisdiction and no income in-
clusion in another jurisdiction (a deduction/non-inclusion
mismatch) where it can reasonably be considered that the
deduction/non-inclusion mismatch either: arises as a result
of a difference in how the financial instrument (or related
transactions) is treated for tax purposes under the laws of
more than one country that is attributable to the instru-
ment’s terms and conditions; or would arise as a result of
such a difference if any other reason for the deduction/
non-inclusion mismatch was disregarded.

(ii) A “hybrid transfer arrangement” generally refers to a
payment relating to the transfer of all or part of a financial
instrument (or related transactions) that gives rise to a de-
duction/non-inclusion mismatch where it can reasonably
be considered that the deduction/non-inclusion mismatch
arises as a result of: a difference in how two countries treat
the payment if it is made as compensation for a particu-
lar payment under the transferred financial instrument; one
country treating the transactions as equivalent to borrow-
ing/other indebtedness while the other country does not; or
a difference in which entity two countries view as having
made the payment due to a difference in how the coun-
tries treat one or more transactions included in the transfer
arrangement.

(iii) A “substitute payment arrangement” generally refers
to an arrangement where a payment relating to an arrange-
ment under which all or a portion of a financial instrument
is transferred by one entity to another entity where the
payment relates to either another payment (for example, an
underlying return) arising under the financial instrument
or revenue, profit, cash flow, commodity price or any sim-
ilar criterion.
For the rules to apply, a hybrid financial instrument

arrangement, hybrid transfer arrangement or substitute pay-
ment arrangement must involve participants that do not deal at
arm’s length or must be a “structured arrangement.” A struc-
tured arrangement generally refers to an arrangement under
which the economic benefit of the deduction/non-inclusion
mismatch is priced into the arrangement or where the transac-
tions are otherwise designed to give rise to the deduction/non-
inclusion mismatch. Limited exceptions are available where a
Canadian taxpayer enters into a structured arrangement and it
is not reasonable to expect that the taxpayer was aware of the
deduction/non-inclusion mismatch at the time and did not share
in any economic benefit arising from the mismatch.

The anti-hybrid rules may also apply in the context of con-
trolled foreign corporations (to effectively include certain div-
idends received from a foreign affiliate and inter-affiliate divi-
dends in computing foreign accrual property income to the ex-
tent the dividends are deductible in the foreign jurisdiction).

Legislative Note: Draft legislation released on August 12,
2024, proposes to exclude inter-affiliate dividends for purposes
of computing foreign accrual property income if both affiliates
are in the same foreign jurisdiction. Inter-affiliate dividends be-
tween affiliates in two different foreign jurisdictions are includ-
ed in computing foreign accrual property income to the extent
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of a relevant deduction/non-inclusion mismatch. The amend-
ments are proposed to be effective as of July 1, 2024.

Administratively, the legislation specifically provides that
the anti-hybrid rules must be interpreted in a manner that is
consistent with the OECD Action 2 Report, as amended from
time to time (unless the context specifically requires other-
wise). This is the first instance of Canadian tax legislation
specifically including references to OECD materials as inter-
pretive aids for specific taxing provisions. The legislation in-
cludes an anti-avoidance rule that would eliminate a deduction/
non-inclusion mismatch or other outcome that is “substantially
similar” to a deduction/non-inclusion mismatch in certain cir-
cumstances. Most of the measures apply to payments arising on
or after July 1, 2022 (certain specified measures came into ef-
fect on later dates).

The federal government has not provided an update on
when draft legislation for the second package of anti-hybrid
mismatch measures will be released.

E. Imputation of Foreign Income and Foreign Tax
Credits

A person resident in Canada (including a nonresident trust
deemed to be resident in Canada) is subject to income tax on
the person’s worldwide income from all sources, subject to pos-
sible foreign tax credit relief. To limit the avoidance or deferral
of Canadian tax through the diversion of foreign income into
related or controlled entities, a complex series of rules causes
an imputation to the Canadian taxpayer of, essentially, passive
foreign income (or income that is deemed to be passive foreign
income) of certain nonresident affiliates of the Canadian tax-
payer. At the same time, a system of deductions and foreign tax
credits under the Income Tax Act, as augmented by Canada’s
tax treaties, affords a measure of relief through a full or partial
credit against Canadian tax or Canadian income with respect to
tax imposed by other governments.

1. Foreign Accrual Property Income

a. Nonresident Corporations

Canada’s “foreign accrual property income” (FAPI) rules
are intended to prevent the avoidance or deferral of Canadian
tax by earning certain types of income through a “controlled
foreign affiliate” of a Canadian resident shareholder. These
rules are generally analogous to the U.S. Subpart F and foreign
personal holding company rules. A Canadian resident share-
holder is required to include its participating percentage of
a controlled foreign affiliate’s FAPI in computing income as
earned, even if it was not distributed.924 A “foreign affiliate”
of a Canadian resident is a corporation not resident in Canada
in which the resident has a direct or indirect equity interest of
not less than 1%, where the direct or indirect equity interest of
the resident and related persons, including nonresidents, is not
less than 10%.925 The equity interests are measured based on the
number of shares owned of any class of shares of the nonresi-
dent corporation, and are not based on votes or value.926 A con-

924 ITA, subsec. 91(1).
925 ITA, subsec. 95(1).
926 ITA, subsec. 95(4).

trolled foreign affiliate generally has a deemed year end if the
taxpayer’s equity interest in the controlled foreign affiliate de-
creases — preventing FAPI from being avoided by disposing
of a controlled foreign affiliate prior to the end of its tax year.

While FAPI is also relevant in computing the surplus ac-
counts of a foreign affiliate (as discussed below), FAPI is only
imputed on an accrual basis with respect to income earned by
a “controlled foreign affiliate” (CFA) of a taxpayer resident in
Canada. A CFA is a foreign affiliate of a taxpayer if it is con-
trolled by the taxpayer or would be controlled by the taxpayer
if the taxpayer owned:

(i) All the shares of the foreign affiliate;

(ii) All the shares of the foreign affiliate that are owned by
persons not dealing at arm’s-length with the taxpayer;

(iii) All the shares of the foreign affiliate owned by up to
four other Canadian residents; or

(iv) All the shares of the foreign affiliate that are owned by
persons not dealing at arm’s length with any of the persons
described in (iii).
In this context, control generally means the judicial test of

de jure control where the controlling person has ownership of a
sufficient number of voting shares of the corporation to elect a
majority of the board of directors and, hence, “control” the cor-
poration’s management. The determination of de jure control
takes into account any restrictions and limitations on sharehold-
ers’ voting rights that are contained in the corporation’s con-
stating documents, including the articles of incorporation and
the provisions of any unanimous shareholders’ agreement.927

CFA status can also be deemed to exist where a taxpayer in-
vests in a foreign affiliate through certain tracking arrange-
ments (e.g., where the taxpayer’s return on the investment is
based on the return on a specific pool of assets held by the af-
filiate).

The FAPI of a CFA is imputed to a Canadian resident in
proportion to the latter’s “participating percentage” in the non-
resident corporation. A de minimis rule provides that the res-
ident’s participating percentage is nil where the FAPI of the
CFA is Can. $5,000 or less. In any other case, the taxpayer’s
participating percentage is, generally, the taxpayer’s percentage
of shares held directly or indirectly at the end of the particular
tax year of the CFA. Where there is more than one series or
class of shares, special rules are provided for computing the
participating percentage. In general terms, those rules compute
the portion of the CFA’s income that would have been received
by the shareholders had all such income been distributed. The
portion that would have been received by the Canadian resident
is converted into a percentage of all the income and becomes
the taxpayer’s participating percentage in the corporation.

The FAPI rules are designed to ensure that income derived
from sources and activities that are relatively mobile across
national boundaries, the most obvious of which would be in-
come earned from property, is included in computing a Cana-
dian resident shareholder’s income. As defined, FAPI includes
income from property, income from businesses other than ac-
tive businesses and net taxable capital gains from dispositions

927 Duha Printers (Western) Ltd. v. The Queen, 98 DTC 6334 (SCC).
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of property other than property used principally for the purpose
of earning active business income. There are statutory defin-
itions of “active business,” “income from an active business”
and “income from property,” as well as rules that deem various
sources of income to be income from property or from busi-
nesses other than active businesses. Under these definitions and
deeming rules, income that is not strictly passive property in-
come can nevertheless be treated as FAPI.

The meaning of active business is central to the foreign af-
filiate/FAPI system. Prior to 1995, there was no statutory de-
finition of “active business” that applied for purposes of the
system, so a determination whether an active business was be-
ing carried on in a particular instance depended on the specific
facts and circumstances. The Canadian courts generally found
that a relatively low level of activity was sufficient for a tax-
payer to be considered to have an active business.928 In response
to the breadth of the judicial active business concept and the
uncertainty remaining in the legislation, the government intro-
duced numerous definitions and rules that specified that certain
activities were active businesses, and others were considered to
give rise to property income or income from nonactive busi-
nesses.

“Income from property” includes: income that is tradition-
ally considered to be property income; income from certain
trading or dealing in debt; income that is from an “investment
business,” as defined; and income from an adventure or con-
cern in the nature of trade, but does not include income that is
statutorily considered to be income from a business other than
an active business.929 An “investment business” is defined as a
business the principal purpose of which is to earn interest, div-
idends, rents, royalties, or similar returns or substitutes there-
for, income from the insurance or reinsurance of risks, income
from the factoring of trade accounts receivable, or profits from
the disposition of investment property.930 Certain specific busi-
nesses are explicitly excluded from being investment business-
es. In particular, a business will not be an investment business
if the affiliate employs more than five employees full-time (or
the equivalent thereof) in the active conduct of the business,
the business is carried on principally with arm’s-length persons
and the business is a specifically enumerated type of business
(e.g., one that is engaged in a regulated financial business, real
property development, the lending of money, leasing or licens-
ing property, or insurance or reinsurance). However, if the af-
filiate’s business is a regulated financial business, then the ex-
ception to the investment business definition will only be ap-
plicable if the Canadian parent of the foreign affiliate is a reg-
ulated financial institution or part of a wholly-owned regulated
financial institution group, that satisfies certain minimum capi-
tal requirements. Similar capital requirements are also required
to prevent certain trading or dealing in debt from being treat-
ed as income from property. With respect to “tracking arrange-
ments,” the rules require that the “more than five” full-time em-
ployee test be separately satisfied for each tracking interest in
a foreign affiliate (i.e., effectively preventing FAPI from being

928 The Queen v. Canada Trustco Mortgage Co., 99 DTC 5094 (FCTD) and
the cases cited therein.

929 ITA, subsec. 95(1).
930 ITA, subsec. 95(1).

avoided where investors would otherwise meet the employee
test by pooling their investments in a single corporation).

Income from a business other than an active business is
specifically identified in the legislation and is characterized as
FAPI. There are five types of income that are considered to
arise from a business other than an active business:

(i) Income from the sale of property (or the performance
of services as an agent in relation to the purchase or sale
of property) by the foreign affiliate where the cost of the
property is relevant in computing the income from a busi-
ness carried on by the Canadian resident taxpayer or by a
related person resident in Canada.931 In general terms, this
rule was intended to prevent Canadians from transferring
offshore the profit arising on the purchase of inventory.
Various exceptions to this rule may apply. For example,
exceptions are provided if the relevant property is manu-
factured or produced in the country where the foreign af-
filiate principally carries on business, or if at least 90%
of the foreign affiliate’s gross revenue is from the sale of
property to arm’s-length persons.

(ii) Income of the foreign affiliate from the insurance or
reinsurance of Canadian risks, unless more than 90% of
the gross premium revenue is with respect to the insurance
or reinsurance of non-Canadian risks of arm’s-length per-
sons.932 An anti-avoidance rule treats insurance or reinsur-
ance income of a foreign affiliate as FAPI if the affiliate
enters into an arrangement referred to as an “insurance
swap,” which generally involves transferring Canadian
risks to a third party for foreign risks where the overall risk
profile and economic returns of the affiliate remain essen-
tially unchanged. In addition, an anti-avoidance rule exists
that deems the insurance of certain risks to be the insur-
ance of Canadian risks to ensure that profits of a Canadian
taxpayer derived from insurance of Canadian risks remain
taxable in Canada.

(iii) Income derived from the indebtedness and lease
obligations of persons resident in Canada or with respect
to businesses carried on in Canada, unless more than 90%
of the foreign affiliate’s gross revenue is derived from the
indebtedness and lease obligations of arm’s-length nonres-
idents of Canada.933

(iv) Income from the indebtedness or lease obligations of
a partnership with respect to a business carried on by the
partnership outside of Canada, where any portion of the
partnership’s income or loss is included in the income or
loss of the taxpayer or a non-arm’s-length person resident
in Canada.934 This rule does not apply if more than 90% of
the foreign affiliate’s gross revenue is derived from the in-
debtedness and lease obligations of arm’s-length nonresi-
dents of Canada.

(v) Income from services provided by a foreign affiliate
of a Canadian resident taxpayer to the extent the services
are performed by the Canadian taxpayer or a related per-

931 ITA, para. 95(2)(a.1).
932 ITA, para. 95(2)(a.2).
933 ITA, para. 95(2)(a.3).
934 ITA, para. 95(2)(a.4).
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son resident in Canada, or an amount for the services is de-
ductible in computing income from a business carried on
in Canada by the Canadian resident taxpayer or a related
person or is deductible in computing FAPI of a related per-
son. Despite the potential breadth of this rule, for this pur-
pose “services” is deemed to not include the transportation
of persons or goods, or services performed in connection
with the purchase and sale of goods.935 For those types of
services there is no deeming rule and it is, thus, a question
of fact whether an active business is being carried on.936

Exclusions apply for the transmission of electronic signals
or electricity outside Canada, and for certain toll manufac-
turing services.
A number of rules exist, however, that may facilitate the

movement of funds between foreign affiliates without causing
an immediate imputation of income to the Canadian taxpayer.
For example, dividends paid by one foreign affiliate to another
foreign affiliate are not considered to be FAPI (although they
are property income) and, therefore, the active business income
of one affiliate may be passed to another as a dividend without
causing an imputation of the dividend income (which would
otherwise be considered property income) to a Canadian share-
holder.937

Several other sources of property income are specifically
deemed to be active business income (i.e., excluded from FAPI
treatment) and, generally, facilitate multinational operations.
These rules require that the Canadian resident shareholder di-
rectly or indirectly own shares representing at least 10% of the
voting power and equity value of the foreign affiliate that earns
the income. Also, these rules generally require the Canadian
resident shareholder to own a similar 10% interest in the payer
corporation. The deemed active business income rules include
the following:

(i) Income derived by a foreign affiliate from activities
reasonably considered to be directly related to the active
business activities carried on by another foreign affiliate
with respect to which the taxpayer has a qualifying interest
provided the income would be included in computing the
nonresident corporation’s earnings or losses from an active
business if it were a foreign affiliate of the taxpayer; this
provision contemplates that the business activities of a sin-
gle foreign active business may be conducted in more than
one corporation.

“Qualifying interest” generally means an interest held, di-
rectly or indirectly, in a foreign affiliate representing not
less than 10% of the foreign affiliate’s voting shares and
not less than 10% of the fair market value of all of the for-
eign affiliate’s shares.938

(ii) Amounts paid or payable by one foreign affiliate to
another foreign affiliate that are “excluded property” —
which generally requires at least 90% of the affiliate’s as-
sets to be used in carrying on an active business. Under
these rules, a Canadian taxpayer may interpose between

935 ITA, subsec. 95(3).
936 ITA, para. 95(2)(b).
937 ITA, s. 95(1) definition of “foreign accrual property income.”
938 ITA, para. 95(2)(m).

the active business of one foreign affiliate a second foreign
affiliate to function as a holding company. Not only may
active business income be passed to the holding company
as dividends without attracting imputation, but it would al-
so be possible for the holding company to charge interest
or royalties to the active company with respect to, for ex-
ample, indebtedness or patents held by it.939 Amendments
to the relevant provision have eliminated the deeming rule
that applied to amounts paid by a nonresident corpora-
tion to a foreign affiliate (where the nonresident corpora-
tion was related to the taxpayer and the foreign affiliate).940

The provision also includes a deeming rule that may ap-
ply where a foreign affiliate receives payments from a sec-
ond foreign affiliate as interest on borrowed money (or un-
paid purchase price) related to the acquisition of shares of
a third foreign affiliate; this rule was amended so that the
taxpayer must have a qualifying interest in both the second
and third foreign affiliates.941

(iii) Income derived from the factoring of trade accounts
receivable acquired by the foreign affiliate from another
foreign affiliate in which the taxpayer had a qualifying in-
terest, to the extent the receivables arose in the course of
an active business carried on outside Canada.942

(iv) Income derived from loans or lending assets acquired
from another foreign affiliate in which the taxpayer had a
qualifying interest to the extent the loans or lending assets
arose in the course of an active business carried on outside
Canada by the nonresident corporation.943

(v) Income from the disposition of property used to earn
income from an active business (i.e., “excluded property”)
and certain income from currency hedge agreements that
reduce the foreign affiliate’s risk with respect to other
amounts that are deemed to be included in computing ac-
tive business income.944

A specific anti-avoidance rule is designed to prevent
avoidance of the FAPI rules through an abusive manipulation
of share ownership. This rule may apply where options are is-
sued, or where shares are acquired or sold, for the principal pur-
pose of avoiding, reducing or deferring the amount of tax that
would otherwise be payable under the Income Tax Act.945 These
rules potentially apply where options are issued, or where
shares are acquired or sold, principally to obtain foreign affili-
ate or “related” status, or artificially to avoid controlled foreign
affiliate status or otherwise reduce the amount of FAPI attribut-
able to a Canadian resident shareholder. The CRA has attempt-
ed to apply this rule as a broad anti-avoidance rule. In Uni-
var v. R.,946 the Tax Court of Canada held that ITA, subsection
95(6) did not apply in respect of shares of a financing affiliate
that made loans to a related foreign corporation. In contrast, in

939 ITA, subpara. 95(2)(a)(ii).
940 ITA, clause 95(2)(a)(ii)(A).
941 ITA, clause 95(2)(a)(ii)(D).
942 ITA, subpara. 95(2)(a)(iii).
943 ITA, subpara. 95(2)(a)(iv).
944 ITA, subpara. 95(2)(a)(v) and (vi).
945 ITA, subsec. 95(6).
946 2005 DTC 1478 (TCC).
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Canada v. Lehigh Cement Ltd.,947 the Federal Court of Appeal
held that subsection 95(6) is intended to apply to transactions
where the principal purpose for the acquisition or disposition of
the shares (as opposed to the purpose of the series of transac-
tions as a whole) is to manipulate an entity’s status as a foreign
affiliate, controlled foreign affiliate or related corporation, for
the purpose of avoiding or reducing tax.

Under “upstream loan” rules, a foreign affiliate may be
deemed to have paid a dividend in respect of certain loans (or
other indebtedness) that are made to a Canadian shareholder
or to certain other persons that are not dealing with the Cana-
dian shareholder at arm’s length (including nonresidents of
Canada that are not controlled by the Canadian shareholder or
by certain other related Canadian residents).948 A proportionate
amount of such a loan or indebtedness is included in the Cana-
dian shareholder’s income, although a deduction is permitted
when the loan is repaid (other than as part of a series of loans
and repayments). Certain exceptions also apply (such as certain
loans made in the ordinary course of the lender’s money lend-
ing business (or indebtedness that arose in the ordinary course
of the creditor’s business), or if the loan or indebtedness is re-
paid within two years (other than as part of a series of loans
and repayments). Relief is generally also available on a year-
by-year basis for amounts which would have been fully exempt
from Canadian tax if the loaned amount had been distributed as
a dividend to the Canadian taxpayer.

b. Nonresident Trusts

The rules relating to nonresident trusts generally do not re-
ly on the FAPI rules to impute offshore trust income to a Cana-
dian taxpayer. Instead, subject to certain exceptions, including
for commercial trusts, the nonresident trust rules deem a non-
resident trust to be resident in Canada for most purposes of the
Income Tax Act (and therefore subject to tax on its worldwide
income) if there is a direct, indirect or deemed contribution to
the trust by a Canadian resident. The rules divide such a trust’s
property into a “resident portion” and a “nonresident portion.”
The trust is taxed only on the income accumulated in the res-
ident portion (if kept separate and apart from the nonresident
portion) that has not been distributed to beneficiaries or attrib-
uted to resident contributors. The deemed resident trust remains
obligated to pay its Canadian taxes. If the trust fails to do so,
each Canadian resident contributor and beneficiary is jointly
and severally liable with the trust for the tax. However, liabil-
ity does not extend to a Canadian resident contributor if it has
elected to be attributed its share of the trust’s income (i.e., an
“electing contributor”). Canadian resident beneficiaries gener-
ally remain jointly liable for the tax obligations of the trust to
the extent they have received distributions, enjoyed benefits or
received loans from the trust. The nonresident trust rules are
drafted broadly and could apply in many unexpected circum-
stances, although relief is provided for certain tax-exempt enti-
ties and commercial trusts.

The treatment of certain non-discretionary nonresident
commercial trusts under the new rules is generally similar to
their treatment under the former law, with such trusts being

947 2014 FCA 103.
948 ITA, subsec. 90(6) to 90(15).

treated as foreign corporations that could be subject to the FAPI
rules. Such nonresident commercial trusts may be deemed to be
controlled by a beneficiary for purposes of applying the FAPI
rules where the beneficiary owns at least 10% of any class of
fixed interests in the trust.

The Income Tax Conventions Interpretation Act contains
rules to ensure that the nonresident trust rules are not overrid-
den by Canada’s tax treaties, such that a trust deemed resident
in Canada under the nonresident trust rules would be a resident
of Canada and not a resident of the other contracting state for
purposes of applying the treaty concerned (an amendment that
would have the effect of reversing recent court decisions).949

Additional rules further refine the rules attributing income
to nonresident trusts. Under these rules, the nonresident trust
will be treated for tax purposes as a resident of Canada when
the assets that were transferred to the trust remain under the
effective ownership of a taxpayer resident in Canada, regard-
less of the consideration given for the transferred property.
These rules will apply specifically to nonresident trusts and
will be separate from the broader trust attribution rule, dis-
cussed above, that applies to all trusts that are resident in Cana-
da.

c. Offshore Investment Funds, Foreign Investment
Entities

The offshore investment fund property (OIFP) rules are
specific anti-avoidance rules designed to backstop the FAPI
rules for investments in nonresident entities that are not
CFAs.950 These rules are designed to remove the tax disparity
between earning certain income offshore and earning income
in Canada.

In general, the OIFP rules apply where a taxpayer holds
an interest in, or a right to acquire an interest in, a nonresident
entity that may reasonably be considered to derive its value pri-
marily from certain listed “portfolio investments.” For the rules
to apply, it must be reasonably considered that one of the main
reasons for the taxpayer holding such an interest was to derive
a benefit from the portfolio investments in such a manner that
the taxes would be significantly less than they would have been
if the income on the portfolio investments had been earned di-
rectly by the taxpayer. If applicable, the OIFP rules deem the
Canadian resident taxpayer to have imputed income based on
a prescribed (under Regulations to the Income Tax Act) rate of
interest applied to the taxpayer’s “designated cost” of the OIFP,
less income for the year (other than a capital gain) emanating
from the OIFP. For purposes of these rules, a “nonresident en-
tity” is a nonresident corporation (other than a CFA), partner-
ship, organization, or fund or a trust with respect to which the
FAPI rules also apply. The types of portfolio investments sub-
ject to the rule are shares of corporations, indebtedness or an-
nuities, and interests in corporations, trusts, partnerships, or-
ganizations, funds or entities; commodities; real property; re-
source property; foreign currency; or any interests in such in-
vestments. In essence, the “designated cost” of an OIFP is its
cost plus any gifts, loans or transfers of property at less than
fair market value designed to increase the value of the OIFP.

949 R.S.C. 1985 c. I-4, s. 4.3.
950 ITA, sec. 94.1.
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The reassessment period in respect of OIFP interests is extend-
ed by three years beyond the normal reassessment period.

2. Foreign Tax Credit

The Income Tax Act contains a detailed set of rules that
permit a credit or deduction against the Canadian tax otherwise
payable with respect to certain foreign taxes paid by the tax-
payer or a foreign affiliate of the taxpayer.951 Different rules ap-
ply depending on whether the taxpayer earns foreign business
income, foreign non-business income or income from a foreign
affiliate.

a. Business Income

Canadian taxpayers carrying on business in a foreign ju-
risdiction may be subjected to tax under the laws of that juris-
diction, subject to the potential application of a tax treaty. The
Income Tax Act generally provides relief from double taxation
in Canada with respect to such taxes by permitting a taxpayer
resident in Canada who carries on business in a foreign coun-
try to deduct from its Canadian federal income tax otherwise
payable a specified proportion of any “income or profits tax”
paid by the taxpayer to the government of the foreign country,
or of a political subdivision of any such country, that may rea-
sonably be regarded as tax with respect to income from carry-
ing on business in that country.952 The proportion of tax cred-
itable bears the same ratio to such tax as the taxpayer’s income
from business carried on by it in the particular foreign coun-
try bears to the taxpayer’s total income (minus deductible non-
capital losses and intercorporate dividends). In no case may the
credit exceed the Canadian tax otherwise payable less the non-
business income tax credit discussed below.

The foreign tax credit is calculated on a country-by-coun-
try basis. The foreign tax credit with respect to business income
tax paid may be carried forward for 10 years and back for three
years.953 Like the credit itself, the carryover is available only on
a country-by-country basis.

Canada’s tax treaties with other countries often provide for
credits with respect to such taxes; for example, under the Cana-
da-United States tax treaty, Canada agrees to allow a credit as
far as may be in accordance with the Income Tax Act with re-
spect to eligible U.S. taxes on income derived from sources
within the United States.954 Such treaty provisions usually con-
tain a deemed “source” rule that assists the Canadian taxpay-
er in obtaining a credit even if the income would otherwise be
viewed as Canadian-source under the Income Tax Act. Howev-
er, a taxpayer may only credit foreign taxes against Canadian
tax payable on foreign-source income to the extent the foreign-
source income is not exempt from tax in the foreign country
under a tax treaty.955

A general rule in the Income Tax Act denies any foreign
tax credit for foreign taxes paid with respect to a property other
than capital property if it is reasonable to expect that the tax-
payer will not realize an “economic profit” (essentially, a profit
net of foreign taxes) with respect to the property.956 A foreign

951 See generally ITA, sec. 126.
952 ITA, subsecs. 126(2), (2.1), subsec. 126(7).
953 ITA, para. 126(2)(a).
954 Canada-United States tax treaty, Art. XXIV.
955 ITA, para. 126(6)(c).

tax credit may also be limited with respect to certain short-term
securities or debt obligations held for a short period of time.
Where dividends on shares or interest on debt obligations are
subject to foreign taxes that are similar to the nonresident with-
holding tax levied on nonresidents of Canada under the Income
Tax Act, and such shares or debt obligations are disposed of
within one year of their acquisition, the foreign tax credit will
be limited to 40% (in the case of business income tax) or 30%
(in the case of non-business income tax) of the taxpayer’s gross
profit from the shares or debt. The taxpayer’s gross profit for
purposes of this provision is essentially the total of the pro-
ceeds of disposition and interest or dividends received during
the ownership period, less the taxpayer’s cost of acquiring the
property and expenses of disposition.957

Direct or indirect credits for foreign taxes may also be de-
nied in certain circumstances on income earned via a partner-
ship or a foreign affiliate.958 These rules apply, for example, to
any taxpayer that is a member of a partnership where tax in re-
spect of partnership income is paid to a foreign country if the
taxpayer’s share of partnership income under the tax law of the
foreign country is less than the taxpayer’s share of partnership
income under the Income Tax Act. Although the rules are in-
tended to address schemes that artificially increase foreign tax
credits, the rules may have much broader potential application.

The problems of timing regarding the credit are demon-
strated in a court case in which a Canadian corporation carrying
on business in the United States suffered a loss in the United
States that was carried back two years for U.S. tax purposes but
only one year for Canadian tax purposes. The ensuing refund
of U.S. income tax was retroactively taken into account and the
foreign tax credit originally claimed in Canada was reduced ac-
cordingly. This was the case even though the tax credit was, at
the time, correctly computed.959

In another court case, the plaintiff bank earned business
income in the United Kingdom. It paid its U.K. tax for its
fiscal period ending October 31, 1972, on January 1, 1974. The
bank contended that the Canadian dollar equivalent of the tax
paid for foreign tax credit purposes should be calculated on the
weighted average of the currency exchange for the fiscal period
with respect to which the tax was paid. The Minister allowed
a foreign tax credit calculated in Canadian dollars based on the
rate of exchange on the date of payment. The Federal Court,
Trial Division, allowed the appeal, holding that the practice of
the bank conformed with generally accepted accounting prin-
ciples and was permissible for income tax purposes. The judg-
ment was upheld on appeal.960

b. Non-Business Income

A non-business income foreign tax credit is available to
any Canadian resident taxpayer with respect to tax imposed by
the government of a foreign country or a political subdivision
of a foreign country that is not included in the foreign business
income tax described in XI.E.2.a., above. This would include,

956 ITA, subsec. 126(4.1).
957 ITA, subsec. 126(4.2).
958 The relevant rules regarding foreign affiliates are discussed in XI.E.2.c.
959 Icanda Ltd. v. MNR, [1972] CTC 163.
960 Bank of Nova Scotia v. The Queen, [1980] CTC 57 (FCTD), [1981]

CTC 162 (FCA).
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for example, foreign withholding tax with respect to property
income earned by Canadian residents and foreign tax paid to
the extent that it is with respect to a business (or a part of a busi-
ness) that is carried on in Canada.961 Such taxes are often sub-
ject to treaty provisions that either reduce the applicable rates
or eliminate the tax entirely.

The foreign tax credit for non-business income tax is also
available only on a country-by-country basis. The proportion
of tax creditable is equal to the proportion that the taxpayer’s
income from sources in the particular foreign country, comput-
ed on the assumption that no businesses were carried on in that
country, bears to the taxpayer’s total income (minus deductible
noncapital losses and intercorporate dividends). The tax credit
with respect to non-business income is available only in the
year in which the tax is paid; there is neither a carryforward nor
a carryback of unusable credits. However, as an alternative to
applying the foreign tax credit rules, the taxpayer may deduct
in computing income from a business or property the non-busi-
ness income tax paid by the taxpayer for the year in a foreign
jurisdiction.962 The rules that deny foreign tax credits in certain
circumstances discussed in XI.E.2.a., above, also apply to non-
business income tax. In FLSmidth Ltd. v. The Queen,963 the Tax
Court of Canada held that no deduction was available under
subsection 20(12) of the Income Tax Act with respect to U.S.
taxes paid by a Canadian corporation in respect of its invest-
ment in a “Tower” financing structure that included a hybrid
U.S. partnership. The Tax Court of Canada in Emergis Inc. v.
Canada964 has also held that no deduction was available under
subsection 20(12) with respect to U.S. withholding taxes paid
by a Canadian resident on interest payments received from a
hybrid U.S. partnership that was received as part of a “Tower”
financing structure. The taxpayer in Emergis has appealed the
Tax Court’s decision to the Federal Court of Appeal.

U.S. social security tax payable by an employee or a self-
employed U.S. citizen residing in Canada is available for tax
credit purposes assuming that, under the formula, the taxpayer
has sufficient U.S.-source income. For these purposes, the
salary or wages of an employee performing his or her services
wholly in Canada, however, are not sourced in the United
States.965

The allocation of expenses to a source of gross income in
a particular foreign country for financial statement purposes is
generally accepted as a basis for computing a foreign tax cred-
it for that country. Various methods of allocating interest ex-
pense to sources of income may be acceptable in particular sit-
uations. The allocation of expenses to income sources under
Canadian rules can be carried out using a tracing approach.966

This approach may not always work to the taxpayer’s advan-
tage. For example, in one court case, a Canadian corporation
lent its U.S. subsidiary funds to finance construction of the U.S.
portion of an international pipeline. The United States imposed
a 15% withholding tax on the gross interest payments. It was
held, however, under the Canadian rules that for purposes of

961 See Income Tax Folio S5-F2-C1 at para. 1.27.
962 ITA, subsec. 20(12).
963 2012 TCC 3, aff’d 2013 FCA 160.
964 2021 TCC 23.
965 Greenaway v. MNR, (1966), 42 Tax ABC 368.
966 See Income Tax Folio S5-F2-C1 at para. 1.87.

the foreign tax credit formula, the taxpayer’s U.S.-source in-
come was only the net interest, that is, gross interest from the
subsidiary less the cost of related Canadian borrowings.967

A limitation is effectively placed on the rate of foreign
tax subject to credit with respect to the non-business income of
an individual. This rule provides a deduction in computing in-
come, rather than a foreign tax credit, for any income or profits
tax paid to the government of a foreign country with respect to
property income in excess of 15% of such income.968 An excep-
tion is made with respect to foreign tax on income from real
property sourced outside Canada (i.e., in general, income from
real property situated outside Canada). Thus, foreign rental in-
come will continue to give rise to the usual foreign tax credit
under the proportion formula.

To the extent a taxpayer is not prohibited by the above-
mentioned rule from claiming a foreign tax credit, the taxpayer
may elect either to claim a foreign tax credit (subject to the var-
ious limitations discussed above) or to deduct the non-business
income tax paid by the taxpayer in computing income. Tax paid
by a corporation with respect to income from a share of a for-
eign affiliate, however, is specifically denied the elective treat-
ment.

Special credits apply with respect to “non-business in-
come” imputed to Canadian taxpayers from CFAs and to divi-
dends from foreign affiliates, and is dealt with separately under
XI.E.2.c., below.969

c. Credits Against Foreign Affiliate Income

(1) Foreign Accrual Property Income

The rules governing the imputation of passive income of
a CFA or, in certain circumstances, of a nonresident trust to a
Canadian resident are discussed in XI.E.1., above. Where such
income has been imputed, an equivalent to a foreign tax credit
is available in the form of a deduction in computing income.970

The deduction is, essentially, the income or profits tax paid by
the foreign affiliate multiplied by a factor of 2.2 in the case of
an individual Canadian resident and, in the case of a corpora-
tion, a fraction equal to one over the prevailing Canadian cor-
porate tax rate less the corporation’s general rate reduction per-
centage.971 Also included are certain taxes paid by another for-
eign affiliate with respect to a dividend from the particular for-
eign affiliate.972 The effect of the tax deduction and multiplier
is to remove any Canadian tax liability with respect to imput-
ed income if the foreign tax borne by that income approximates
the Canadian rate. The Canadian resident taxpayer may claim
the “credit” in the year in which the income is included by the
taxpayer or any of the following five years. Recognition is also
given to foreign monetary or exchange restrictions in the form
of a reserve against imputed FAPI.973

967 Interprovincial Pipe Line Co. v. MNR, [1967] CTC 180, [1968] CTC
156.

968 ITA, subsec. 20(11).
969 ITA, subsecs. 20(12), 126(1), subsec. 126(7).
970 ITA, subsec. 91(4), subsec. 95(1).
971 ITA, subsec. 95(1) “relevant tax factor.”
972 ITA, subsec. 95(1) “foreign accrual tax.”
973 ITA, subsecs. 91(2), (3).
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The rules that deny foreign tax credits in certain circum-
stances, discussed in XI.E.2.a., above, also apply where a tax-
payer holds (directly or through another affiliate) shares in a
foreign affiliate, denying recognition of foreign tax where the
taxpayer, certain non-arm’s-length persons or a foreign affili-
ate of any such person is considered under the tax law of a for-
eign country in which a foreign affiliate is subject to taxation to
own less than all of the shares that the person is considered to
hold for purposes of the Income Tax Act. These rules are very
broad and may deny foreign tax credits in certain circumstances
where the foreign taxes at issue are not paid by, or related to,
the foreign affiliate whose ownership is considered to be differ-
ent under foreign law and the Income Tax Act.

(2) Dividends

Generally, all pro rata distributions on shares of a foreign
affiliate are deemed to be a dividend, unless the distribution
arose as a consequence of a liquidation or dissolution of the af-
filiate, or the redemption, acquisition or cancellation of a share.
However, an election may be made to treat certain distributions
of capital to result in basis recovery rather than a dividend (a
“qualifying return of capital”). Any other distribution from a
foreign affiliate is deemed not to be a dividend and may result
in a taxable shareholder benefit.974

A combined exemption and credit system applies to divi-
dends received from a foreign affiliate, including a CFA. Un-
der these rules, dividends paid to a Canadian resident corpora-
tion out of a foreign affiliate’s “exempt surplus” are generally
exempt from Canadian tax by virtue of a 100% dividends-re-
ceived deduction. “Exempt surplus” generally includes income
derived by the foreign affiliate from carrying on an active busi-
ness in a “designated treaty country.”975 A “designated treaty
country” is a country with which Canada has entered into a tax
treaty that is in force in the year in question.976 Exempt surplus
can also be earned in a country or jurisdiction that, although
it does not have a tax treaty with Canada, has nevertheless en-
tered into a comprehensive tax information exchange agree-
ment (TIEA) with Canada. As a further incentive for countries
to enter into a TIEA with Canada, the Income Tax Act contains
a rule that excludes income from a “non-qualifying business”
from a foreign affiliate’s active business income with the result
that such income will be FAPI (i.e., unless the business is car-
ried on through a permanent establishment (PE) in a country or
other jurisdiction to which the Convention on Mutual Admin-
istrative Assistance in Tax Matters (concluded at Strasbourg on
January 25, 1998, as amended from time to time by a protocol,
or other international instrument, as ratified by Canada) is in
force and effect). These jurisdictions are: Antigua and Barbu-
da (where TIEA is signed but not yet in force), Belize, Gibral-
tar, Liberia, Montserrat and Vanuatu. Generally, a non-quali-
fying business is a business carried on through a PE in a non-
treaty country that has not concluded a comprehensive TIEA
with Canada, where Canada has, more than 60 months before
that time, either begun, or invited the country to begin, negoti-
ations for a comprehensive TIEA with Canada.

974 ITA, subsecs. 90(2), 90(3), 90(5) and para. 15(1)(a.1).
975 ITA, para. 113(1)(a); ITR, subsecs. 5900(1), 5901(1), and 5907(1).
976 ITR, subsec. 5907(11).

As there is no regular foreign tax credit with respect to div-
idends received by corporations from a foreign affiliate, foreign
withholding taxes imposed on exempt surplus dividends are not
creditable to a Canadian corporation. Relief is, however, pro-
vided as outlined below.

“Taxable surplus” comprises various sources of income
not included in computing exempt surplus. Also, all dividends
received by a Canadian resident individual from a foreign affil-
iate are deemed to be paid out of taxable surplus. While divi-
dends received out of the taxable surplus of a foreign affiliate
are not tax-free, they may carry with them a deduction in com-
puting the taxable income of the recipient with respect to un-
derlying foreign taxes, and withholding taxes imposed on the
dividend that can reduce or eliminate the income created by the
dividend.977

The rules that deny foreign tax credits in certain circum-
stances discussed in XI.E.2.a. and XI.E.2.c.(1) may apply to de-
ny the deduction with respect to underlying foreign taxes where
the taxpayer, certain non-arm’s-length persons or a foreign af-
filiate of any such person is considered under the tax law of a
foreign country in which a foreign affiliate is subject to taxation
to own less than all of the shares that the person is considered
to hold for purposes of the Income Tax Act. Finally, where the
dividend derives from previously imputed FAPI, there may be
additional deductions in recognition of the prior tax.978

“Hybrid surplus” tracks capital gains realized by a foreign
affiliate from the disposition of shares of another foreign af-
filiate where such gains are not included in FAPI. Previously,
50% of such capital gains were added to exempt earnings and
50% of such gains were added to taxable earnings. The hybrid
surplus regime now requires the exempt and taxable portion of
such gains to be distributed together as hybrid surplus. Divi-
dends received out of hybrid surplus of a foreign affiliate carry
a deduction in computing the taxable income of the recipient
with respect to 50% of the distributed hybrid surplus and an ad-
ditional deduction with respect to underlying foreign taxes.

Anti-avoidance rules may operate to recharacterize ex-
empt earnings as taxable earnings in certain circumstances
where such earnings arise on an “avoidance transaction”
(which is generally a transaction that does not have a bona fide
business purpose).

Dividends not considered paid out of exempt surplus, hy-
brid surplus or taxable surplus are regarded as payable out of
“pre-acquisition surplus.” This account is a residual definition
necessary to deal with items such as retained earnings accumu-
lated before the foreign corporation acquired foreign affiliate
status, or before 1976. Dividends out of pre-acquisition surplus
are treated as a return of capital to the Canadian corporate re-
cipient in that they are deducted in computing taxable income
but reduce the adjusted cost base of the shares.979 An election
can be made to treat a dividend as coming out of pre-acquisition
surplus prior to any other surplus account (which is effectively
treated as a return of capital). A gain could arise to the extent
the adjusted cost base would otherwise become negative.

977 ITA, paras. 113(1)(b), (c); ITR, subsecs. 5900(1), 5901(1), 5907(1).
978 ITA, subsec. 91(5).
979 ITA, para. 113(1)(d), subsec. 92(2); ITR, subsec. 5900(1).
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A loan made by a foreign affiliate to certain non-arm’s-
length persons generally is required to be included in a Cana-
dian shareholder’s income if the loan is outstanding for at least
two years. There are a number of exceptions, such as for cer-
tain loans made in the ordinary course of business.

Detailed rules apply for purposes of computing the poten-
tial income, gain or loss, and surplus account consequences of
various reorganizations involving foreign affiliates (including
mergers and liquidations). Legislative amendments address the
following:

(i) A liquidation and dissolution of a foreign affiliate into
a Canadian-resident shareholder;

(ii) A liquidation and dissolution of a foreign affiliate into
another foreign affiliate; and

(iii) A merger involving a foreign affiliate.
Rollover treatment may be available if these rules are ap-

plicable.
Comment: The taxation of foreign affiliate distributions is

a complex subject and one that requires considerable planning
in view of its impact on corporate structures. Further, rules that
allow gains on the disposition of shares of foreign affiliates to
be treated as distributions (and in some cases the reverse) ren-
der it all the more important that a careful consideration of this
system be undertaken prior to establishing or reorganizing an
international corporate group.

(3) Foreign Affiliate Dumping

The Income Tax Act contains detailed foreign affiliate
“dumping” rules that are designed to discourage foreign multi-
nationals from eroding the Canadian tax base by “dumping”
foreign operations under their Canadian subsidiaries.980 Under
these rules, when a corporation resident in Canada (“CRIC”)
that is controlled by either (i) one nonresident person (which
can be a corporation, individual or a trust) or (ii) a group of
nonresident persons (which can be any combination of corpo-
rations, individuals or trusts) who do not deal with each other
at arm’s length (a “group of parents”) makes an investment in a
foreign affiliate, the CRIC may be deemed to pay a dividend to
its nonresident parent or group of parents (which deemed divi-
dend would be subject to withholding tax) or the paid-up cap-
ital in the CRIC may be reduced (which limits the ability of
the CRIC to pay a non-taxable return of capital to its nonres-
ident parent). An investment in a foreign affiliate includes an
acquisition of foreign affiliate shares, a contribution of capital
to the foreign affiliate and, subject to the exception discussed
below, a transaction where an amount becomes owing by the
foreign affiliate to a CRIC. An investment in a foreign affili-
ate may also include the acquisition of shares of a CRIC where
the total fair market value of foreign affiliate shares owned by
that CRIC exceeds 75% of the total fair market value of all the
properties owned by that CRIC.

There are three general exceptions to the foreign affiliate
dumping rules:

(i) If a CRIC has made a loan to a foreign affiliate and the
CRIC has elected to be subject to an interest imputation

980 See ITA, subsec. 212(3).

regime requiring the CRIC to include interest income on
the loan at a prescribed rate (a “pertinent loan or indebted-
ness” election), the foreign affiliate dumping rules will not
apply with respect to the loan;

(ii) The rules will not apply to various types of corporate
reorganizations where there is no new investment in a for-
eign affiliate; and

(iii) The rules will not apply if the strategic business ex-
pansion exception is satisfied, which applies when it can
be demonstrated that foreign affiliate investments would
be made by a CRIC even if the CRIC were not foreign-
controlled.
An anti-avoidance rule exists that prevents combining a

“pertinent loan or indebtedness” election with a reorganization
exception.

Comment: These rules have a significant impact on for-
eign multinationals with Canadian subsidiaries and nonresident
corporations acquiring Canadian corporations that derive prof-
its from foreign operations. Careful consideration should be
given to these rules by foreign-based multinationals investing
in Canada.

(4) Interest Related to Investments in Foreign Affiliates

Generally, taxpayers are entitled to deduct interest on bor-
rowed money used to invest in the shares of a foreign affiliate,
even if the dividends payable by the foreign affiliate are re-
ceived by its Canadian corporate shareholder free of Canadian
tax because they are paid out of the foreign affiliate’s exempt
surplus.

F. Nonresident Withholding Tax

1. In General

An individual or corporation neither resident nor carrying
on business in Canada is subject to a special Canadian income
tax on certain types of income from property and certain other
sources. This tax is often referred to as a “withholding tax” be-
cause, although the liability is the liability of the nonresident, it
is the person in Canada who pays or credits a taxable amount
to the nonresident who is obliged to deduct or withhold the tax
and to remit it to the Receiver General on behalf of the nonres-
ident.981

Failure to deduct or withhold, or to remit amounts deduct-
ed or withheld, renders the Canadian payer liable for the full
amount of the tax owing plus a penalty of 10% (20% with re-
spect to second and subsequent failures to withhold or remit
in the same calendar year), and interest at a prescribed rate.982

Once a payment has been withheld by a Canadian payor, the
amount of such withholding must be remitted to the CRA, even
if it is determined afterwards that no amount should have been
withheld by the Canadian payor. In such instances, the nonres-
ident would be required to file a tax return in Canada and claim
a refund on the overpayment of withholding taxes.

Withholding tax is not applicable to amounts that would
otherwise be taxed because the nonresident carries on business

981 ITA, subsec. 215(1).
982 ITA, subsecs. 215(6), 227(8), (9), (8.3), (9.2); ITR, part XLIII.
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in Canada and the amounts are reasonably attributable to the
business carried on by the nonresident through a PE in Cana-
da.983 The scope of “reasonably attributable” was considered in
a court case where a Canadian company owned railway proper-
ty in Canada and had credited amounts by way of dividends to
its nonresident controlling shareholder. The Canadian company
had indirectly leased its railway properties to the nonresident
shareholder for use in its railway operations in Canada. Accord-
ingly, a portion of the dividends credited by the Canadian com-
pany resulted from the lease payments made by the nonresi-
dent shareholder. The taxpayer argued that the dividends cred-
ited were reasonably attributable to the business that the non-
resident shareholder carried on in Canada. The Federal Court
of Appeal, however, held that the source of the dividends was
the shares and not the railway business being carried on by the
nonresident shareholder in Canada.984

2. Withholding Rates

The general rate of nonresident withholding tax is 25% of
the gross amount paid or credited to a nonresident,985 subject to
reduction under an applicable income tax treaty. Under many of
Canada’s income tax treaties, the statutory withholding tax rate
is reduced to 15%, although in some more recent treaties par-
ticularly, the 25% rate is applicable to some forms of income,
such as real property rentals and certain pensions, and a 10%
rate often applies to royalties. As the treaty rate often differs
from the statutory rate, the Canadian taxation authorities have
indicated that the Canadian payer is responsible for determin-
ing which rate is appropriate. This may entail obtaining appro-
priate evidence of residence and other information from the re-
cipient.

The Canadian tax authorities have taken the view that the
application of a lower treaty withholding rate depends on the
beneficial ownership of the property. This could place an undue
burden on the Canadian payer. The CRA has published guide-
lines under which the payer’s responsibility is limited in cer-
tain respects, requiring the payer to inquire beyond the regis-
tered address of the payee only where there is reasonable cause
to suspect that the payee is not the beneficial owner, such as:
where the payee is known to act, even occasionally, as an agent
or nominee; if the agent is referred to in a manner that suggests
this role; or where the mailing address for payment is differ-
ent from the registered address of the owner.986 Even with these
exemptions, however, it may be difficult for payers to know at
what rate to withhold. The policy of looking to beneficial own-
ership has been challenged successfully by a taxpayer.987 The is-
sue had to do with interest paid on debentures to holders in the
United States. The Tax Review Board held that the payer was
concerned solely with the address of the payee and was not re-
quired to inquire after the beneficial ownership. The U.S. treaty
rate was held to apply even though the form of registration, at

983 ITR, sec. 805.
984 The Queen v. The Canada Southern Railway Co., [1986] 1 CTC 284.
985 ITA, subsec. 212(1). The law provides that the treaty-specified rate will

be deemed to be the rate imposed under the ITA, see ITAR, subsec. 10(6).
986 CRA, “Beneficial Ownership and Tax Treaty Benefits,” online:

https://bit.ly/2SmOOma.
987 MacMillan Bloedel Ltd. v. MNR, [1979] CTC 2342; but see Husky En-

ergy Inc. v. The King, 2023 TCC 167.

least in one case, would not have met the requirement for ex-
emption under the CRA guidelines.

The CRA has released forms to be completed in determin-
ing the applicable withholding amounts containing more de-
tailed information on entitlement to treaty benefits. While these
forms are not mandatory, they may be relevant in determining
whether penalties apply for failing to adequately withhold on
various payments.988

3. Application

Nonresident withholding tax is exigible where a Canadian
resident “pays or credits” (or is deemed by a provision of the
Income Tax Act to pay or credit) an amount to a nonresident
falling within certain specified categories.

The Canadian tax authorities have interpreted “crediting”
to mean that an amount has been set aside and made uncondi-
tionally available to the nonresident, for example, where inter-
est is credited on a savings account.989

The tax is imposed on the gross amount of the payment,
without any deductions for applicable expenses.990 In one court
case, the taxpayer argued that rental payments for the use of
railway cars, determined as a fixed gross rental less mileage
credits allowed by the railways, should be assessed withholding
tax only on the amount determined after giving effect to such
credit. The Tax Review Board held that the gross amount was
subject to nonresident tax.991

4. Types of Payments

a. Management or Administrative Fees

Two important exceptions are made to this category of
chargeable payments:992

(i) Payments for services in an ordinary arm’s-length
transaction (however, fees, commissions, or other amounts
paid to a non-resident for services rendered in Canada are
subject to a separate 15% withholding tax pursuant to Reg-
ulation 105, and a potential additional 9% Quebec with-
holding tax if the services are rendered in Quebec); and

(ii) Payments made in a non-arm’s-length transaction in
reimbursement of specific expenses incurred by the non-
resident for such services (advertising, market research,
etc.).
Directors fees are generally not regarded by the CRA as

management or administrative fees. A nonresident who per-
forms duties as a director in Canada is subject to tax at normal
Income Tax Act, Part I rates on director’s fees received,993 un-
less he or she is entitled to relief under a tax treaty. The normal
rules with respect to withholding from payments of salary to
employees also apply with respect to the payment of director’s
fees.994

988 CRA Forms NR 301, NR 302 and NR 303.
989 Information Circular 77-16R4, para. 5 (5/12/92).
990 ITA, subsec. 214(1).
991 PPG Industries Canada Ltd. v. MNR, [1978] CTC 2055.
992 ITA, para. 212(1)(a), subsec. 212(4).
993 ITA, subpara. 115(1)(a)(i).
994 ITA, subsec. 153(1).
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Legislative Note: Budget 2024 proposed to widen the
CRA’s ability to waive the 15% withholding tax applicable to
amounts paid to a non-resident for services rendered in Cana-
da. Currently, non-residents can apply for a waiver of the with-
holding tax for a specific payment if it is unlikely to be sub-
ject to tax (for example, if it is exempt under a tax treaty). In
practice, such waivers are rarely sought (due to the CRA’s bur-
densome administrative regime), and Budget 2024 noted that
the economic burden of the withholding tax often falls on the
Canadian payor. Budget 2024, accordingly, proposes to allow
the CRA to waive the withholding tax for all payments made
during a specified period of time to a specified non-resident if
a treaty exemption applies or the income is exempt because it
relates to international shipping or operating an aircraft in in-
ternational traffic.

b. Interest

There is no withholding tax on amounts on account of in-
terest unless such amounts are paid or credited to a non-arm’s
length person or such amounts constitute “participating debt in-
terest.” Participating debt interest includes interest paid on an
obligation (other than a prescribed obligation) where all or any
portion of the interest is contingent or dependent on the use of
or production from Canadian property, or is computed by ref-
erence to revenue, profit, cash flow, commodity price or other
similar criterion, or by reference to dividends paid or payable.
Generally, participating debt interest is interest that is depen-
dent on the success of the payer’s business or investments.
Note that the conversion premium on certain convertible debt
may be deemed to be treated as interest, and therefore may re-
sult in participating debt interest for this purpose (which could
be subject to withholding tax).

As noted, withholding tax is applicable to payments to
nonresidents who do not deal at arm’s-length with the Cana-
dian payer, except to the extent that the interest qualifies as
“fully exempt interest.” Fully exempt interest includes interest
paid on government or quasi-government debt, on mortgages
secured by foreign property (except to the extent the interest
is deductible against the payer’s Canadian income), to a pre-
scribed international organization or agency, or on certain se-
curities lending arrangements (SLAs).

Under a tax treaty, further amounts may be exempt. The
Canada-U.S. tax treaty may also apply to exempt interest pay-
ments made to qualifying U.S. residents from Canadian with-
holding taxes (see XII.G., below). In addition, interest paid to
an arm’s length U.S.-resident vendor of equipment merchan-
dise or services in connection with a sale on credit to a Cana-
dian resident purchaser is exempt from withholding tax.995 Al-
so, under the Canada-U.K. tax treaty, interest payments made
to arm’s length persons may be exempted from Canadian with-
holding taxes.

The sale of deep discount obligations (as defined) is equat-
ed to a payment of interest; similarly, a complex series of rules
aims at taxing accrued or hidden interest on various sales of
debt instruments.996 Special rules apply to determine the rate of
withholding tax applicable to certain coupon-stripping arrange-

995 Canada-United States tax treaty, Art. XI(3)(d).
996 ITA, subsecs. 214(6)–(12).

ments (i.e., arrangements where the entitlement to a periodic
interest payment on a bond has been removed from the princi-
pal amount of the bond and offered for sale as a separate secu-
rity).997 These rules generally apply to interest that accrues on
or after April 7, 2022 (with limited grandfathering available for
the first year for interest accruing on debts entered into before
April 7, 2022, with certain interest coupon holders).

Payments with respect to standby charges and guarantee
fees are deemed to be interest for withholding tax purposes.998

c. Estate or Trust Income

Withholding tax is imposed on amounts paid or credited,
or deemed to be paid or credited, by Canadian residents to non-
residents as income from an estate or a trust. Such payments
are deemed to be income payments, unless it can be shown that
they are made by way of a distribution of capital.999

In addition, to ensure that withholding tax on capital divi-
dends is not avoided by flowing the dividends through a trust,
withholding tax is payable on a capital distribution made by
a trust to a nonresident where the distribution may reasonably
be considered to relate to a capital dividend received by the
trust.1000

There are several important exceptions to the withholding
tax on estate or trust income:

(i) Amounts that may reasonably be regarded as having
been derived with respect to copyright royalties are ex-
empted if no tax would have been payable had the
amounts been paid directly to the nonresident;1001

(ii) Where all beneficiaries are resident in, and all sources
of income of a trust in the tax year are derived from, a sin-
gle country other than Canada, and the trust was created
prior to 1949, no withholding tax is payable;1002 and

(iii) The Canada-United States tax treaty and certain other
of Canada’s tax treaties exempt from withholding tax
amounts paid or credited to a U.S. (or other relevant treaty
country) resident beneficiary that are derived from sources
outside Canada.1003

d. Rents, Royalties, and Similar Payments

Amounts paid or credited by a Canadian resident to a non-
resident on account of rent, royalty or a similar payment are
subject to withholding tax. The following items are included in
this category:1004

(i) Payments for the use of or for the right to use in Canada
any property, invention, trade name, patent, trademark, de-
sign or model, plan, secret formula, process, or any other
thing whatever;

997 ITA, subsecs. 212(21)–(23).
998 ITA, subsec. 214(15) and the Income Tax Conventions Interpretation

Act, R.S.C. 1985, c. I-4, secs. 3 and 6, which provide that, to the extent a term
is not defined or not fully defined in a treaty, that term has the meaning it has
for purposes of the ITA, as amended from time to time.

999 ITA, para. 212(1)(c), subsec. 212(11).
1000 ITA, para. 212(1)(c).
1001 ITA, subsec. 212(9).
1002 ITA, subsec. 212(10).
1003 Canada-United States tax treaty, Art. XXII(2).
1004 ITA, para. 212(1)(d).
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(ii) Payments for information concerning industrial, com-
mercial or scientific experience, if the amount payable for
such information is dependent at least in part on the use to
be made of, or the benefit to be derived from, the informa-
tion, or on the production or sale of goods or services, or
on profits;

(iii) Payments for services of an industrial, commercial or
scientific character performed by a nonresident (such as
most “technical services”) where the payments are at least
partly dependent on the use to be made of or the benefit to
be derived from the services, or on the production or sale
of goods or services, or on profits (however, this category
does not include payments made for services performed in
connection with the sale of property or the negotiation of a
contract);

(iv) Payments made pursuant to an agreement with the
nonresident under which the nonresident agrees not to use,
or not to permit another to use, anything referred to above
in (i) or any information referred to above in (ii); and

(v) Payments dependent on the use of or production from
property in Canada, whether or not the payments were in-
stallments on the sale price of the property (however, pay-
ments that are installments on the sale price of agricultural
land are specifically exempted).
In addition to certain exemptions already noted, no with-

holding tax is imposed on the following items:

(i) A royalty or similar payment on or with respect to a
copyright of literary or dramatic works;

(ii) A payment made under a bona fide cost-sharing
arrangement under which the Canadian payer shares, on a
reasonable basis with one or more nonresidents, research
and development (R&D) expenses in exchange for an in-
terest in any or all property or other things of value that
may result therefrom;

(iii) A rental payment for the use of or the right to use out-
side Canada any corporeal property; and

(iv) Any payment made to an arm’s-length recipient that
is deductible in computing the Canadian payer’s foreign
business income.
The charge on royalties and similar payments has been

very broadly applied. A most difficult area is that of payments
for information and services combined, and payments for
“know-how.”1005

In one case, a Canadian taxpayer acquired from a U.S.
company the exclusive right to purchase machines used in the
replacement of automotive exhaust systems, and also the tech-
nique of merchandising replacement muffler systems, togeth-
er with the use of a trade name and logos.1006 For this “pack-
age,” the Canadian company made two lump sum payments.
The Canadian tax authorities sought to impose withholding tax
on the basis that the lump sum payments were rents, royalties
or similar payments. The Federal Court held that they were not.

1005 See Interpretation Bulletin IT-303 (4/8/76).
1006 Farmparts Distributing Ltd. v. The Queen, [1979] CTC 263, [1980]

CTC 205.

Contrary to the position taken in CRA Interpretation Bulletin
IT-303, the court reasoned that the withholding tax ought not
generally apply to a payment on capital account but only to a
payment on income account. On the facts, it found that the only
portion of the payments that might be regarded as having been
made on income account related to the use of the trade name
and logos, and there was no basis on which to allocate any por-
tion of the payments to these particular items. This judgment
was, however, substantially changed on appeal. The Court of
Appeal dismissed the appeal of the Crown on the basis that one
could not allocate as between chargeable and non-chargeable
payments. The Court of Appeal expressly disagreed with the
proposition that only payments on income account were in fact
covered by the charge to tax. In another decided case, howev-
er, payments were made for computerized information and the
court held that the lump sum payment could not be regarded as
a royalty and therefore was not subject to tax.1007

A category of royalty-type payments separately charged
nonresident withholding tax is any amount paid or credited for
a right in or the use of a motion picture film, or a film or video-
tape for use in connection with television that has been or is to
be used or reproduced in Canada.1008

As noted earlier, nonresident withholding tax is generally
applied to the gross amount paid or credited. An important ex-
ception to withholding on a gross basis applies to rent on real
property in Canada and timber royalties.1009 The nonresident
may opt to pay the usual net-income-based Canadian income
tax in lieu of gross basis withholding tax. In this case, tax is
computed as if:

(i) The taxpayer was resident in Canada;

(ii) The taxpayer’s only source of income was such real
property or timber royalties; and

(iii) The taxpayer was not entitled to any deductions from
income for the purpose of computing taxable income or to
certain deductions in computing tax payable (for example,
personal and charitable credits, or loss carryforwards).
The result is Canadian tax on the net rental or timber royal-

ty income (less all expenses, including depreciation) instead of
withholding tax on the gross. To take advantage of this regime,
a special Canadian income tax return must be filed by the non-
resident. In addition, the nonresident or the nonresident’s Cana-
dian withholding agent must file an undertaking that the non-
resident will file a Canadian income tax return within a speci-
fied time.

Nonresidents should note that filing a subsection 216 re-
turn that results in no Part 1 tax does not relieve the resident
payer of its withholding obligation. In a 2009 case, the nonres-
ident was found liable for interest on unremitted withholding
tax for the period starting when the withholding tax became due
and ending when she filed her section 216 return.1010

1007 The Queen v. Saint John Shipbuilding and Dry Dock Co. Ltd., [1979]
CTC 380, aff’d, [1980] CTC 352; for a discussion of the Farmparts and Saint
John Shipbuilding cases, see 12 Tax Mgmt. Int’l J. 29 (1979); regarding the na-
ture of lump sum payments, see Canadian Industries Ltd. v. The Queen, [1980]
CTC 222.

1008 ITA, subsec. 212(5).
1009 ITA, sec. 216.
1010 Carole Pechet v. R., 2009 FCA 341.
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e. Dividends

Taxable dividends and capital dividends are subject to
withholding tax if paid or credited by a Canadian resident cor-
poration to a nonresident shareholder.1011 Deemed dividends are
similarly taxed and, where a benefit would be taxed in the
hands of a resident shareholder, the deemed income is treated
as a deemed dividend for purposes of the nonresident withhold-
ing tax.1012 Stock dividends are also subject to nonresident with-
holding tax, the amount of the dividend being the amount of the
increase in the corporation’s paid-up capital as a consequence
of the dividend payment.1013

f. Other Payments

The statute provides that various other forms of payment
are subject to withholding tax, including:1014

(i) Patronage dividends;

(ii) Certain pensions, and other employment and benefit
payments; and

(iii) Annuities (other than the capital element).
In one case, the trustee of a pension plan of a Canadian

company transferred funds out of the plan to the trustees of
the U.S. pension plan of a subsidiary company, following the
transfer of employees from the Canadian parent to the U.S. sub-
sidiary.1015 The trustee was assessed for failure to withhold with
respect to the transferred funds, on the basis that the transfer
constituted the payment or crediting of amounts in satisfaction
of pension benefits to nonresidents. Although the trustee was
successful at trial in disputing this result, the Federal Court of
Appeal held that the transfer gave rise to income subject to non-
resident withholding tax.

Withholding is also required on payments made with re-
spect to certain types of restrictive covenants, for example, un-
der a noncompetition agreement.1016

5. Deemed Residence

In general, withholding tax is imposed only where a Cana-
dian resident is the payer. In certain cases, however, the tax
may apply even though both the payer and the recipient are
nonresidents of Canada. In these cases, the nonresident payer is
deemed to be resident in Canada.

1011 ITA, subsec. 212(2).
1012 ITA, subsec. 214(3).
1013 See definition of “amount” in ITA, subsec. 248(1).
1014 ITA, paras. 212(1)(g), et seq.
1015 The Queen v. Sun Life Assurance Co. of Canada, [1979] CTC 68,

[1980] CTC 418.
1016 ITA, para. 212(1)(i).

Thus, mortgage interest with respect to Canadian real
property is subject to withholding tax where the payer is a non-
resident who has benefited from a deduction.1017 This would al-
so be the case if the interest income was paid in the course of
carrying on business in Canada or if a nonresident investor pur-
chased real property in Canada, financed by a foreign lender,
and elected to be taxed on a net basis rather than suffer with-
holding tax on the gross rentals.

Amounts paid by any partnership to a nonresident that
are deductible in computing the partnership’s Canadian-source
income are treated as passing from a Canadian resident to a
nonresident for withholding tax purposes. Conversely, where a
Canadian resident makes a payment to a partnership any one of
the members of which is a nonresident, the payment is treated
as having been made to a nonresident person.1018

Legislative Note: Effective for amounts paid or credited
after 2022, amendments to subsections 212(13.2) and (13.3)
extend the circumstances in which a nonresident must withhold
tax on payments made to another nonresident to the extent the
payment is deductible in computing Canadian-source income,
including payments made to partnerships that are not “Canadi-
an partnerships” (i.e., partnerships no members of which are,
directly or indirectly, nonresidents). Proposed amendments to
subsection 212(13.1) and proposed new subsection 212(13.11),
which were released on August 9, 2022 and have not yet been
enacted, would extend the circumstances in which a partnership
must withhold tax on payments made to a nonresident or to
a non-Canadian partnership to include situations in which the
payment is deductible by a member of the partnership in com-
puting its Canadian income (regardless of whether the partner-
ship itself has earned any Canadian-source income).

Similarly, any nonresident person is deemed to be a Cana-
dian resident for withholding tax purposes if the nonresident’s
business is principally carried on in Canada (or if the nonresi-
dent manufactures or processes goods in Canada, or operates a
resource business in Canada), to the extent the amount paid to
another nonresident was deductible in computing the first non-
resident’s taxable income earned in Canada.1019 A nonresident is
deemed to be a Canadian resident with respect to any payment
made to another nonresident that is deductible in computing the
first nonresident’s taxable income earned in Canada from any
source other than a business or property exempt from taxation
under Part I by virtue of a tax treaty.1020

1017 ITA, para. 212(13)(f).
1018 ITA, subsec. 212(13.1).
1019 ITA, subsec. 212(13.2).
1020 ITA, subsec. 212(13.2).
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XII.XII. Avoidance of Double TaxationAvoidance of Double Taxation

A. Tax Treaties

Canada has entered into many international tax treaties
and tax information exchange agreements (TIEAs) with a mul-
titude of additional countries. For the most part, Canada’s tax
treaties follow the Organisation for Economic Co-operation
and Development (OECD) model double taxation convention
on income and capital. Some tax treaties with developing coun-
tries also reflect Canada’s willingness to adopt several modi-
fications to the OECD Model suggested in the United Nations
(UN) model double taxation convention between developed
and developing countries, as well as Canada’s willingness to
implement tax sparing arrangements where these are consid-
ered appropriate.

In addition, Canada may enter into other intergovernmen-
tal agreements focused on international taxation. For instance,
Canada has entered into an intergovernmental agreement (IGA)
with the United States in respect of the U.S. Foreign Account
Tax Compliance Act (FATCA), which is aimed at curbing in-
ternational tax avoidance by U.S.-resident taxpayers.1021

For the texts and status of Canada’s tax treaties and other
tax-related agreements, see International Tax Treaties.

B. Treaty Adoption and Ratification

As a matter of international law, the government of Cana-
da has the authority to enter into binding agreements with other
states, and no Parliamentary action is required. To the extent
the provisions of any such international agreements conflict
with Canadian domestic law, however, they cannot have any
force or effect in Canada until sanctioned by Parliament. Need-
less to say, most of the provisions of Canada’s tax treaties fall
within this latter category.

As a practical matter, the implementation of Canada’s tax
treaties normally involves the following three steps. First, the
government of Canada negotiates and concludes a tax treaty
that, by its terms, comes into force only upon the exchange of
instruments of ratification. Second, legislation is passed by Par-
liament that provides that, in the event of any inconsistency be-
tween the provisions of the particular treaty and the operation
of any other law, the provisions of the particular treaty prevail
to the extent of such inconsistency. Third, instruments of ratifi-
cation are exchanged by the respective governments.

C. Provincial Taxation

Under the Canadian Constitution, the federal government
does not have the capacity to enter into international agree-
ments with respect to matters within provincial authority and,
accordingly, provinces can levy taxes in accordance with the
power to tax that they possess under the Constitution Act, re-
gardless of tax treaties. As a consequence, none of Canada’s tax
treaties affects or restricts the taxing powers of the provinces.
In determining the fiscal implications of foreign investment in
Canada, it is always important to consider the income tax acts
of the various provinces, as well as the federal legislation.

1021 Canada and the United States signed a Model 1 IGA that went into
force on June 27, 2014 and became effective on June 30, 2014.

In an unusual act of provincial independence from the fed-
eral government, the province of Quebec has entered into a tax
treaty with France. No other Canadian province has a tax treaty
with any other country.

D. Treaty Interpretation

For many reasons, treaties are not drafted with the preci-
sion or detail found in domestic legislation. In recognizing this,
the Canadian courts have held that treaties should be interpret-
ed in a fair and liberal manner, and that the terms used therein
should be given their ordinary meaning.

The liberal and purposive approach to the interpretation
of tax treaties was reinforced by the leading decision of the
Supreme Court of Canada in Crown Forest Industries Ltd.1022

At issue was whether a Bahamas corporation operating in the
United States was resident in the United States for purposes of
the Canada-United States tax treaty, with the result that the rate
of the nonresident withholding tax payable with respect to the
rental payments made by the taxpayer to the Bahamas corpora-
tion would be reduced from 25% to 10%. The head office and
place of management of the Bahamas corporation was locat-
ed in the United States, and it was subject to tax in the United
States on income effectively connected with the trade or busi-
ness it carried on there. It, in fact, paid no U.S. tax, because its
income was exempt from tax under a specific Code provision
with respect to international shipping income. The Supreme
Court held that the Bahamian corporation was not a resident of
the United States for purposes of the Canada-United States tax
treaty because it was not liable to tax in that country by reason
of its domicile, residence, place of management, place of incor-
poration or any other criterion of a similar nature. Rather, the
corporation was only potentially liable to tax with respect to its
trade or business conducted in the United States. That limited
source liability for tax was insufficient to create residency for
the purposes of Article IV of the treaty.

In setting out some principles for the interpretation of tax
treaties, the Supreme Court stated that a liberal interpretation
should be taken with a view to implementing the true intention
of the signatories. In determining that intention as well as the
meaning of the words used in a tax treaty, the Court referred
to extrinsic materials such as the OECD Model Tax Conven-
tion,1023 the Vienna Convention and their official commentaries,
as well as the U.S. Technical Explanation of the Canada-United
States tax treaty. It was not considered necessary to find ambi-
guity in the wording of a tax treaty before resorting to extrinsic
material.

Another source of interpretive rules is the Income Tax
Conventions Interpretation Act.1024 That Act provides the gen-
eral rule that undefined and partially defined terms in a tax
treaty, and those terms that are to be defined by reference to
the laws of Canada, have the meaning that they hold for pur-
poses of the Income Tax Act, as that Act is amended from time
to time. The courts had previously held that amendments to
domestic income tax legislation could not have the effect of

1022 The Queen v. Crown Forest Industries Ltd., 95 DTC 5389.
1023 Organisation for Economic Co-operation and Development, Model Tax

Convention on Income and on Capital (Paris: OECD).
1024 R.S.C. 1985, c. I-4.
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amending existing treaties;1025 the Income Tax Conventions In-
terpretation Act puts an end to this static interpretation of tax
treaties. The Act also specifically provides that profits attribut-
able to a Canadian permanent establishment (PE) are to be cal-
culated in accordance with the rules under the Income Tax Act,
and that “immovable property” and “real property” in Canada
include property in the nature of mineral rights and timber lim-
its.

The reduced withholding tax rates on interest, dividends
and royalties in most of Canada’s tax treaties apply only if a
treaty resident is the “beneficial owner” of such income. In
February 2009, the Federal Court of Appeal interpreted “ben-
eficial owner” to mean the person who receives the dividends
for his or her own use and enjoyment and assumes the risk and
control of the dividend received. In that case, Prévost Car Inc.
v. The Queen,1026 the court held that a Dutch holding company
was the beneficial owner of dividends received from a Canadi-
an subsidiary, despite having paid substantially all of the divi-
dends received to its Swedish and U.K. shareholders. The court
also indicated that tax treaties should be interpreted with the
benefit of the OECD Commentaries, including revisions to the
Commentaries made after a particular tax treaty is signed (es-
pecially where the revised Commentaries represent a fair inter-
pretation of the words of the Model Convention and do not con-
flict with Commentaries in existence at the time the treaty was
entered into, and where neither treaty partner has registered an
objection to the revised Commentaries).

A 2012 Tax Court of Canada case, Velcro Canada Inc. v.
The Queen,1027 interpreted the meaning of “beneficial owner” in
the context of royalty payments made by a Canadian resident to
a corporation resident in the Netherlands. The Dutch corpora-
tion was required to pay approximately 90% of the royalties re-
ceived to its parent (the owner of the IP licensed to the Canadi-
an taxpayer), a corporation resident in a jurisdiction that did not
have an income tax treaty with Canada. The Tax Court relied
on the principles set out in Prévost Car in concluding that the
Dutch corporation (and not its parent) was the beneficial own-
er of the royalty payments, and that the Canada-Netherlands
tax treaty1028 should apply to reduce or exempt withholding tax
on the royalty payments. The Tax Court distilled four elements
that should be considered in determining where beneficial own-
ership lies:

(i) Possession;

(ii) Use;

(iii) Risk; and

(iv) Control.
The court looked to the Commentary to the OECD Model

Tax Convention on Income and on Capital and concluded that
the Dutch corporation was not an agent, nominee or conduit
in respect of the royalties received. The court suggested that
the Dutch corporation would not be a conduit unless it had

1025 The Queen v. Melford Developments Inc., [1982] CTC 330.
1026 2009 FCA 57.
1027 2012 TCC 57.
1028 Convention Between the Government of Canada and the Government

of the Kingdom of The Netherlands for the Avoidance of Double Taxation and
the Prevention of Fiscal Evasion with Respect to Taxes on Income, signed on
May 27, 1986 (the “Canada-Netherlands tax treaty”).

absolutely no discretion with respect to the funds, as set out
by Prévost Car. The limited discretion which the Dutch cor-
poration exercised in respect of the funds prevented the court
from piercing the corporate veil. The court also noted that
neither Canadian domestic law, the international community
nor the Canadian government through the process of objection
to OECD materials had adopted a pejorative view of holding
companies established in countries with favorable tax treaties.
Rather, the OECD Conduit Report warned of the dangers of
readily looking through corporations, which is “incompatible
with the principle of the legal status of corporate bodies, as
recognized in the legal systems of all OECD Member coun-
tries.”1029

In 2023, the Tax Court of Canada rendered its judgment
in Husky Energy Inc. v. The King, which involved a Canadian
corporation with Barbados shareholders. The Barbados share-
holders transferred their shares to non-arm’s length Luxem-
bourg companies under securities lending agreements. The
Canadian corporation paid dividends to the Luxembourg com-
panies, which subsequently made matching dividend compen-
sation payments to the Barbados corporations. The Canadian
corporation withheld tax on the basis that the 5% rate under
the Canada-Luxembourg tax treaty applied. The Tax Court con-
cluded that the Barbados corporations were the beneficial own-
ers of the dividends and therefore the Canada-Luxembourg tax
treaty did not apply. The Tax Court further held that the Cana-
da-Barbados tax treaty did not apply either because the divi-
dends were not actually paid to the Barbados corporations, and
the Canadian corporation should have withheld tax at the full
25% rate.1030

E. Business Income

The preliminary question in deciding whether a foreign en-
tity is subject to Canadian tax with respect to business income
is whether the entity is carrying on business in Canada. Under
the Income Tax Act, a corporation may carry on business in
Canada in accordance with the standard jurisprudential tests re-
lating to the locus of its business activities or may be deemed to
so carry on business in Canada if, for example, the entity offers
anything for sale in Canada. Entities that carry on business in
Canada, whether in fact or as a result of the statutory deeming
rules in section 253, are required to file annual income tax re-
turns and may need to register for corporate purposes.

However, where the entity carrying on business in Canada
may take advantage of a tax treaty, however, it will normally
only be subject to Canadian income tax on business income if
it has a PE in Canada, as defined in the applicable treaty, and
then only to the extent that such income is attributable to that
PE. “Permanent establishment” is defined in each treaty. Each
treaty must be carefully examined to determine its applicability
(for example, the definition of residence) and effect.

At a high level, a foreign entity should determine:

(i) Whether it is carrying on business in Canada (the com-
mon law test);

1029 OECD, Double Taxation Conventions and the Use of Conduit Compa-
nies (OECD, Paris, 1987), at para. 24(i).

1030 2023 TCC 167.
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(ii) Whether it is deemed to be carrying on business in
Canada (the statutory test); and

(iii) If the answer to either of the above is yes, whether a
treaty exemption applies.
Generally, entities concerned that their activities in Cana-

da may give rise to income tax obligations should: (i) confirm
whether they are entitled to tax treaty benefits (including
whether any limitation on benefits may arise under the relevant
treaty or the Multilateral Instrument — which may apply to
deny treaty benefits under certain treaties through a “principal
purpose” test); and (ii) consider whether any risk factors are
present that might suggest they have a PE in Canada (as set
out in the applicable treaty, which commonly includes: a fixed
place of business; the presence of a dependent agent in Canada
that habitually concludes contracts on the entity’s behalf; and
the possibility of having a services PE).

Foreign entities with personnel who work remotely in
Canada are at risk not only of unintentionally carrying on busi-
ness in Canada or creating a PE in Canada, but also potentially
being subject to withholding obligations under Regulations 102
and 105 (with respect to remuneration for services provided in
Canada).

Canada does not have any rules on digital PEs. It enacted
legislation for a digital services tax but subsequently an-
nounced that it intends to rescind it before the first payment
was due, as discussed above.

As discussed in VIII.B.3.a., above, a corporation other
than a “Canadian corporation” that carries on business in Cana-
da is liable to a 25% tax on, effectively, after-tax profits. This
“branch tax” is also dealt with in many of Canada’s tax treaties.
Often the rate of the tax is equated to the rate of withholding
on dividends (between 5% and 15% in most treaties, 5% in the
Canada-United States tax treaty) and some treaties contain de
minimis exemptions and rules respecting calculations of branch
profits.

The Income Tax Act requires a corporation to file a return
of income, if in the year the corporation is resident in Canada,
it carries on business in Canada, it has a taxable capital gain or
it disposes of a taxable Canadian property. The requirement to
file a tax return applies even if the corporation claims a treaty
exemption with respect to the income that would otherwise be
subject to tax under the Income Tax Act.1031

F. Investment Income

As discussed under XI.F., above, a nonresident of Canada
is subject to a special Canadian tax on certain types of income
from property that arise in Canada. This tax is often referred to
as a “withholding tax” because, although the liability is upon
the nonresident, it is the person in Canada who pays or credits
a taxable amount to the nonresident who is obliged to deduct or
withhold the tax and remit it to the Receiver General of Canada
on behalf of the nonresident.

The general rate of withholding tax is 25%. Under most
of Canada’s tax treaties, however, the withholding tax rate ap-
plicable to most types of investment income (e.g., dividends,
interest and royalties) is limited to 15%. Often the rate applic-

1031 ITA, para. 150(1)(a).

able to royalties is limited to 10%. In some cases, certain types
of income, such as real property rentals and certain pensions,
are subject to withholding tax at the full 25% rate. As the treaty
rate often differs from the statutory rate, the Canadian author-
ities have indicated that the Canadian payer is responsible for
determining which rate is appropriate. This may entail obtain-
ing evidence that the recipient is resident in the appropriate tax
treaty jurisdiction.

G. Canada-United States Tax Treaty

1. In General

On August 16, 1984, Canada and the United States ex-
changed instruments of ratification implementing the tax treaty
that was signed between the two countries on September 26,
1980, and subsequently amended by Protocols signed on June
14, 1983, March 28, 1984, March 17, 1995, July 29, 1997, and
September 21, 2007. As stated above, the Fifth Protocol, which
was signed on September 21, 2007, and released with two sets
of diplomatic notes (Annexes A and B), entered into force on
December 15, 2008.

2. Withholding Taxes

Dividends are dealt with under Article X of the Canada-
U.S. tax treaty and are generally subject to withholding tax at
a rate of 15%, unless the beneficial owner is a company that
owns at least 10% of the voting stock of the company paying
the dividends, in which case the rate is reduced to 5%. Arti-
cle X of the Canada-U.S. tax treaty provides that the 10% ben-
eficial owner requirement will be met where a fiscally trans-
parent entity is the owner of the shares of the company paying
the dividend. This means that the 5% reduced withholding rate
can apply to, for instance, dividends paid to a limited liabili-
ty company (LLC) that has U.S. corporate members.1032 “Div-
idends” means income from shares or other rights, not being
debt-claims, participating in profits, as well as any other items
of income that are treated as dividends under the taxation laws
of the state of which the payer is a resident. Canada’s right to
levy the “branch tax” was preserved under the amendments of
the Fifth Protocol (see the discussion at VIII.B.3.a., above), as
was the right of the United States to levy accumulated earnings
tax and personal holding company tax, provided certain owner-
ship tests are met. The United States also has the right to levy
withholding tax on dividends paid by any company where, dur-
ing a prescribed period, at least 50% of the gross income of the
company is attributable to a PE in the United States.

Interest payments are defined as income from debt claims
of every kind, whether or not secured by mortgage, and
whether or not carrying a right to participate in the debtor’s
profits, as well as income assimilated to income from money
lent by the taxation laws of the country in which the income
arises.

Generally, the Canada-U.S. tax treaty reduces the rate of
withholding tax on interest paid between unrelated residents of
Canada and the United States to 0%. However, certain types
of interest payments are not exempt from withholding tax un-

1032 See TD Securities (USA) LLC v. The Queen, 2010 TCC 186, discussed
at XII.G.8., below.
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der the treaty. For instance, certain types of participating inter-
est arising in Canada and paid to a beneficial owner resident in
the United States are subject to withholding tax at a rate not ex-
ceeding the rate generally applicable to dividend payments (i.e.,
15%). Participating interest includes amounts determined with
reference to receipts, sales, income, profits or cash flow of the
debtor, to any change in the value of any property of the debtor
or a related person, or to any dividend, partnership distribution
or similar payment made by the debtor to a related person. Sim-
ilarly, the 15% withholding tax rate generally applicable to div-
idends also applies to interest arising in the United States that is
“contingent interest” of a type that does not qualify as portfolio
interest under U.S. law where the beneficial owner of the inter-
est is a resident of Canada. In addition, the reduced withhold-
ing rate in Article XI does not apply to interest that exceeds, by
reason of a special relationship between the payer and the ben-
eficial owner, the amount that would have been agreed to in the
absence of such a relationship. Generally, interest is deemed to
arise in the country where the payer resides or where a PE, in
connection with which the indebtedness arose, is situated.

Royalties arising in one country and paid to a resident of
the other country are generally subject to withholding tax at a
rate of 10%, but an exemption applies with respect to the fol-
lowing four categories:

(i) Copyright royalties and other like payments with re-
spect to the production or reproduction of any literary, dra-
matic, musical or artistic work (but not including royalties
with respect to motion pictures, and works on film, video-
tape or other means of reproduction for use in connection
with television);

(ii) Payments for the use of, or the right to use, computer
software;

(iii) Payments for the use of, or the right to use, any patent
or any information concerning industrial, commercial or
scientific experience (but not including any such infor-
mation provided in connection with a rental or franchise
agreement); and

(iv) Such payments with respect to broadcasting as may be
agreed for these purposes in an exchange of notes between
Canada and the United States.
Royalties are defined as payments of any kind received as

consideration for the use of, or the right to use, any copyright
of literary, artistic or scientific work (including motion pictures
and works on film, videotape or other means of reproduction
for use in connection with television), any patent, trademark,
design or model, plan, secret formula or process, or for the use
of, or the right to use, tangible personal property, or for infor-
mation concerning industrial, commercial or scientific experi-
ments, and include gains from the alienation of such property
or rights to the extent such gains are contingent on the produc-
tivity, use or subsequent disposition of such property or rights.

Income from real property may be subject to withholding
tax at the rate determined under domestic law. For this purpose,
real property generally has the meaning ascribed to it under the
taxation laws of the country in which the property in question is
situated. Any option or similar right with respect to such prop-
erty is also included.

3. Business Profits

Business profits of a resident of a contracting state (includ-
ing profits in respect of independent personal services provided
by the resident of a contracting state) are not taxable by the oth-
er state unless the resident carries on business in that other state
through a PE situated therein, in which case the resident may be
taxed in the other state to the extent the profits are attributable
to that PE. Annex B to the Fifth Protocol indicates that Canada
and the United States have agreed that the business profits at-
tributable to a PE would include only the profits derived from
the assets used, risks assumed, and activities performed by the
PE. Moreover, Canada and the United States have agreed that
the OECD Transfer Pricing Guidelines are applicable, by anal-
ogy, to determine the profits attributable to a PE. Accordingly,
Parts 1, 2, 3 and 4 of the OECD study with respect to attribut-
ing income to a PE are applicable.

Generally, a PE means a fixed place of business through
which the business of a resident of a contracting state is wholly
or partly carried on. A building site, or construction or installa-
tion project constitutes a PE if it lasts for more than 12 months.
Similarly, the use of an installation or drilling rig or ship in a
contracting state to explore for or exploit natural resources con-
stitutes a PE, if such use is for more than three months in any
12-month period. Certain fixed places of business that are used
solely with respect to activities that have a preparatory or aux-
iliary character or that are used for purposes of the storage, dis-
play, or delivery of goods or merchandise do not constitute a
PE.

Profits derived by a resident of a contracting state from the
operation of ships or aircraft in international traffic, and gains
derived by such a person from the alienation of ships, aircraft or
containers used principally in international traffic, are exempt
from tax in the other contracting state. For this purpose, inter-
national traffic means any voyage of a ship or aircraft to trans-
port passengers, or property except where the principal purpose
of the voyage is to transport passengers or property between
places within one contracting state. The same exemption gen-
erally applies with respect to the profits of a resident of a con-
tracting state engaged in the operation of motor vehicles or a
railway as a common carrier or a contract carrier. Profits de-
rived by a resident of a contracting state from the use, mainte-
nance or rental of railway rolling stock, motor vehicles, trailers
or containers used in the other contracting state for a period not
expected to exceed in the aggregate 183 days in any 12-month
period are exempt from tax in the other contracting state, unless
they are attributable to a PE situated therein.

4. Personal Services

Income derived by a resident of a contracting state with
respect to employment may be taxed by the other contracting
state if the employment is exercised in that other state. An ex-
emption applies if:

(i) The income does not exceed Can. $10,000 (in the cur-
rency of the other state); or

(ii) The recipient is present in the other contracting state
for less than 183 days in any 12-month period commenc-
ing or ending in the fiscal year concerned and the remu-
neration is not paid by, or on behalf of, a person that is a
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resident of that other contacting state and is not borne by a
PE in that other contracting state.
Comment: The CRA’s guidance on this provision is some-

what unclear, particularly with respect to its potential applica-
tion to fees for services.1033

In Dudney,1034 the Tax Court of Canada examined the pro-
vision of personal services in the context of former Article XIV
of the Canada-U.S. tax treaty. The taxpayer in this case was
a U.S. resident who, pursuant to a personal services contract,
was present in Canada for more than 183 days training the em-
ployees of a Canadian company. In carrying out his duties, the
taxpayer was provided with workspace at the premises of the
Canadian company that hired him. It was the CRA’s position
that this amounted to maintaining a “fixed base” in Canada in
accordance with the terms of the Canada-U.S. tax treaty. The
Tax Court of Canada, however, disagreed. In the Court’s view,
the taxpayer was under the control and direction of the Cana-
dian company while performing his services in Canada. More-
over, he was not in a position to use the locale for business ac-
tivities outside the scope of the personal service contract. As
a result, the taxpayer did not maintain a PE or “fixed base”
in Canada. The Federal Court of Appeal agreed with the Tax
Court’s conclusion and dismissed the Crown’s appeal. In doing
so, the Federal Court of Appeal stated that a literal or legalistic
interpretation of the treaty should be avoided to prevent defeat-
ing the intention of the treaty’s drafters.1035

As a reaction to the Dudney case, the Fifth Protocol re-
pealed former Article XIV (Independent Personal Services)
and introduced a new rule in Article V (Permanent Establish-
ment) that deems a nonresident enterprise to have a PE if ser-
vices are provided in the other state for an extensive period if
and only if it provides services in the other state that meet one
of the following two thresholds:

(i) The services are performed in the other state by an indi-
vidual who is present in the other state for more than 183
days in any 12-month period and, during those 183 days,
more than 50% of the gross active business revenues of the
enterprise consists of income derived from such services;
or

(ii) The services are provided in the other state for an ag-
gregate of 183 days or more in any 12-month period with
respect to the same or a connected project for customers
who are either residents of the other state or who maintain
a PE in the other state, and the services are provided with
respect to that PE. Annex B to the Treaty clarifies that pro-
jects are considered to be connected if they constitute a co-
herent whole, commercially and geographically.
Under this rule, an individual who is a resident of one con-

tracting state providing services that are not with respect to an
employment in the other state and that satisfy one of the thresh-

1033 See CRA Document No. 2011-0418281E5, Employment income —
treaty exemption (January 23, 2012).

1034 The Queen v. William A. Dudney, 99 DTC 147 (TCC), aff’d 2000 DTC
6169 (FCA).

1035 See the CRA Transfer Pricing Memorandum issued in response to Dud-
ney: “The Dudney Decision: Effects on Fixed Base or Permanent Establish-
ment Audits and Regulation 105 Treaty-Based Waiver Guidelines” (5 Decem-
ber 2005), https://www.canada.ca/en/revenue-agency/services/tax/internation-
al-non-residents/information-been-moved/transfer-pricing/08.html.

olds could be subject to tax in the other state under the Business
Profits article.

Notwithstanding the foregoing, there are provisions in the
Canada-U.S. tax treaty dealing with personal services income
earned by an entertainer, musician or athlete (or such a person’s
personal holding company). In each of these cases, income
earned from personal activities exercised in a contracting state
may be taxed by that state, except where the gross receipts
do not exceed Can. $15,000 (in the currency of the state con-
cerned) for the calendar year concerned. An exemption applies
with respect to the income of an athlete derived from his or her
activities as an employee of a team that participates in a league
with regularly scheduled games in both contracting states.

5. Gains

Under Article XIII of the Canada-U.S. tax treaty, gains de-
rived by a resident of a contracting state from the alienation
of real property situated in the other contracting state may be
taxed in that other state. In the case of property situated in the
United States, this rule extends to a U.S. real property inter-
est and real property as defined under U.S. domestic tax laws.
In the case of Canada, it includes: real property as defined un-
der Canadian domestic tax law; a share of the capital stock of
a company, the value of the shares of which is derived princi-
pally from real property situated in Canada; and an interest in a
partnership, trust or estate the value of which is derived princi-
pally from real property situated in Canada.

Gains from the alienation of personal property forming
part of the business property of a PE, including gains from the
alienation of a PE, may be taxed in the state in which the PE is
or was situated.

In addition, both countries retain the right to tax a former
resident with respect to gains from the alienation of property
that was owned by such former resident at the time the former
resident moved to the other country. This extension of taxing
jurisdiction arises where the alienator was a resident of the first
country at any time during the 10 years immediately preceding
the alienation of the property and was so resident for at least 10
of the previous 20 years.

In general, the amount of the gain from the alienation of a
capital asset by a resident of one state that may be taxed by the
other state is limited to the portion of the gain that is attribut-
able to the period commencing January 1, 1985.

The Canada-U.S. tax treaty also contains provisions to
accommodate cross-border reorganizations. The Income Tax
Act provides a mechanism that facilitates the operation of this
treaty provision. With approval of the Minister of National
Revenue, tax is deferred and the tax base maintained in Canada
where the disposition of property by a U.S. resident has tax-de-
ferred status in the United States but does not have this status
in Canada.1036

6. Administrative Matters

The Canada-U.S. tax treaty contains articles dealing with
the elimination of double taxation, nondiscrimination mutual
agreement procedure (MAP), assistance in tax collection, and

1036 ITA, sec. 115.1.
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the exchange of information.1037 In the last case, provision is
made for extensive sharing of information between the Internal
Revenue Service (IRS) and the CRA.

In addition, the Canada-U.S. tax treaty authorizes reassess-
ments within six years from the end of the tax year to avoid
double taxation and prevent tax avoidance, where related per-
sons are engaged in cross-border transactions.

The Canada-U.S. tax treaty provides for mandatory “base-
ball-style” arbitration of certain cases that the competent au-
thorities have been unable to resolve pursuant to the MAP. Un-
der this procedure, an arbitration board with three members
must accept a proposed resolution submitted by one of the con-
tracting states.

Mandatory arbitration should result in the resolution of
competent authority cases within three years or less; further-
more, the prospect of arbitration of unresolved cases may in-
duce the competent authorities to reach a negotiated settlement
at an earlier stage in the process.

Arbitration is available only for cases in which a tax return
has been filed with at least one of the contracting states for the
taxable year at issue and that involve the following Articles:

(i) Article IV (Residence of an individual);

(ii) Article V (Permanent Establishment);

(iii) Article VII (Business Profits attributable to a perma-
nent establishment);

(iv) Article IX (Related Persons);

(v) Article XII (Royalties, but only with respect to transac-
tions involving related persons to whom Article IX might
apply, or an allocation of amounts between royalties that
are taxable and royalties that are exempt under Art. XII (2)
and (3)); or

(vi) Any other issue that both competent authorities agree
on an ad hoc basis to arbitrate. Both competent authorities
may agree that a particular case is not suitable for arbitra-
tion, but they must do this before the arbitration proceed-
ing for that case begins.
An arbitration proceeding will begin on the later of:

(i) The date that is two years after the “commencement
date” of any case that has not been resolved by mutual
agreement unless both competent authorities have agreed
to a different date; and

(ii) The date each “concerned person” (a taxpayer whose
tax liability is affected by the case) and his or her autho-
rized representatives deliver to both competent authorities
a written agreement not to disclose to any other person any
information received during the course of the arbitration
proceeding from either contracting state or the arbitration
board, other than the determination of the board.
The competent authorities may reach a mutual agreement

to resolve a case and terminate arbitration proceedings at any
time before a determination by the board has been made. It ap-
pears that a concerned person may terminate arbitration, but
only by withdrawing its request for competent authority relief.

1037 Canada-U.S. tax treaty, Arts. XXIV, XXV, XXVI, XXVI A, and
XXVII.

The arbitration board’s decision will constitute a resolution
by mutual agreement and will be binding on both contracting
states, unless the decision is not accepted by the person con-
cerned.

7. Treaty Planning

Article XXIX A of the Canada-U.S. tax treaty contains a
comprehensive limitation on benefits (LOB) or treaty shopping
provision that applies to both Canada and the United States. To
be entitled to benefits under the new LOB provision, a resident
must be a “qualifying person,” which includes the following:

(i) Natural persons;

(ii) Governments and their agencies;

(iii) Companies or trusts whose principal class of shares or
units (and certain “tracking” shares or units) is “primarily
and regularly” traded on a recognized stock exchange (in-
cluding major Canadian and U.S. exchanges);

(iv) Certain companies or trusts that are controlled by oth-
er qualifying persons, subject to a potential limitation on
expenses paid to nonqualifying persons; and

(v) Estates and certain pension trusts, nonprofits, and tax
exempts.
Benefits under the Canada-U.S. tax treaty are also extend-

ed to residents who are not qualifying persons but who are en-
gaged in the active conduct of a trade or business in the juris-
diction where they are resident, but only for income derived in
connection with or incidental to the trade or business, and only
if the trade or business is substantial in relation to activities in
the other country. Certain investment activities do not consti-
tute a trade or business for this purpose.

A “derivative benefits” clause extends benefits under the
Canada-U.S. tax treaty relating to Articles X (Dividends), XI
(Interest), and XII (Royalties) to companies controlled (requir-
ing, generally, at least 90% ownership) by residents of neither
Canada nor the United States if those persons:

(i) Are resident in a country that has a comprehensive in-
come tax treaty with the United States or Canada, as the
case may be;

(ii) Would be qualified persons or otherwise eligible for
Canada-U.S. tax treaty benefits if they were residents of
the United States or Canada; or

(iii) Would be entitled to a rate of tax in that treaty country
on the relevant income that is at least as low as the tax rate
in the Canada-United States tax treaty; and

(iv) The amount of expenses deductible from gross income
payable directly or indirectly to persons that are not qual-
ifying persons for the preceding fiscal period is less than
50% of gross income.
Finally, a person who does not qualify for Canada-U.S. tax

treaty benefits under any of the above provisions may apply
for competent authority relief where the person was not created
to obtain benefits under the Canada-United States tax treaty or
where it would not be appropriate to deny such benefits.

Where a Canadian investment is held through an interme-
diary company, care must be taken to establish that the inter-
mediary corporation is the beneficial owner of the shares, and
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not merely an agent, nominee or mere administrator for the true
beneficiary. The Canadian tax authorities have expressed the
opinion that the Canadian general anti-avoidance rule (GAAR)
may apply to certain “treaty shopping” transactions using in-
termediary type entities and the GAAR was amended to apply
specifically to tax treaties1038 (see also the discussion on MIL In-
vestments at XI.C.2., above). In that case, the Canadian tax au-
thorities argued that tax treaties contain an implicit anti-abuse
rule, but that was rejected by the Federal Court of Appeal
in MIL Investments. Also, the Canadian tax authorities have
argued the term “beneficial owner” in most dividend, inter-
est and royalty articles of Canada’s tax treaties could prevent
treaty shopping through intermediary companies that act as
conduits. However, the Federal Court of Appeal concluded to
the contrary in Prévost Car Inc. v. The Queen,1039 a case that in-
volved U.K. and Swedish resident companies holding shares of
a Canadian company through a Dutch holding company, as did
the Tax Court of Canada in Velcro Canada v. The Queen,1040 a
case that involved a back-to-back royalty arrangement.

8. Treatment of Fiscally Transparent Entities

The coming into force of the Fifth Protocol ensures that
U.S.-resident members of LLCs and other fiscally transparent
entities are entitled to claim benefits under the Canada-U.S. tax
treaty. Previously, in the CRA’s view, an LLC was not a resi-
dent of the United States for purposes of the Canada-U.S. tax
treaty (if it was treated as fiscally transparent for U.S. federal
income tax purposes).

Pursuant to the amendments of the Fifth Protocol, the
Canada-U.S. tax treaty provides that an amount of income,
profit or gain is considered to be derived by a person who is a
resident of one contracting state if:

(i) The person is considered under the tax law of the state
of residence to have derived the amount through an entity
that is not a resident of the other contracting state; and

(ii) By reason of such entity being treated as fiscally trans-
parent under the tax law of the person’s resident state, the
tax treatment of the amount is the same as if it had been
derived directly by that person.
This change makes it clear that an amount paid by a Cana-

dian resident to an LLC (that is treated as a partnership or
branch for U.S. income tax purposes) would be considered to
be derived by a resident of the United States to the extent the
members of the LLC are resident in the United States.

The Fifth Protocol has provided welcome clarification for
U.S. residents investing in Canada through LLCs, especially
with respect to the application of the Canada-U.S. tax treaty to
gains realized by certain LLCs on the disposition of shares of a
Canadian corporation. The Fifth Protocol has also made it clear
that dividends received by an LLC with U.S.-resident members
that are corporations are eligible for the reduced dividend with-
holding tax rate under the treaty (i.e., 5% instead of 15%), pro-
vided the requisite 10% ownership threshold is met. Further-
more, where a Canadian branch of an LLC (with U.S.-resident

1038 ITA, subsec. 245(4).
1039 2009 FCA 57.
1040 2012 TCC 57.

members that are corporations) repatriates its earnings, the re-
duced “branch tax” rate of 5% applies.

The decision in TD Securities (USA) LLC v. The
Queen,1041 suggests that certain LLCs may be entitled to treaty
benefits even in the absence of the Fifth Protocol. In that case,
the Tax Court of Canada held that a Delaware LLC was liable
to tax in, and therefore a resident of, the United States for pur-
poses of the Canada-United States tax treaty.

This case overturned the CRA’s long-established position
that LLCs that are fiscally transparent for U.S. tax purposes
cannot be U.S. residents for purposes of the treaty prior to the
Fifth Protocol (which did not apply to the tax years at issue),
although the court was careful to limit its decision to the facts
at issue.

The issue in TD Securities (USA) LLC was whether the
taxpayer was entitled to enjoy the benefits of the Canada-U.S.
tax treaty in respect of its Canadian-source income even though
it was treated as a disregarded entity for U.S. federal income
tax purposes. As a disregarded entity, its Canadian-source in-
come was subject to tax in the United States in the hands of its
only member, a U.S.-resident company. Despite its disregarded
entity status, the Tax Court found that the taxpayer was a resi-
dent of the United States for purposes of the treaty because the
United States retained, and exercised, the jurisdiction to tax its
worldwide income, including its Canadian branch income, on
a comprehensive basis. Accordingly, the taxpayer was entitled
to claim the benefits of the treaty. The CRA did not appeal the
decision in, although it has indicated that it disagrees with the
result. Accordingly, the issue will likely be before the courts in
the future for other taxpayers for the years in which the Fifth
Protocol applies.

9. Hybrid Entities — Treaty Benefit Denial Rules

Certain amendments to Article IV (Residence) of the
Canada-U.S. tax treaty provided in the Fifth Protocol have de-
nied treaty benefits with respect to the use of two categories of
hybrid entities that are disregarded in one country and not the
other.

The first rule applies to payments to, or amounts derived
by, a resident of one contracting state through a hybrid entity
that is recognized by that state but that is disregarded by the
other state. This rule appears to apply to certain “reverse hy-
brid” arrangements that are typically used by U.S. residents in
Canada. This rule applies where a U.S. resident establishes a
partnership in Canada and elects to have the partnership treated
as a corporation for U.S. federal income tax purposes. Under
the new rule, assuming the partnership is viewed as an “enti-
ty,” the U.S.-resident partners are not eligible for benefits under
the Canada-United States tax treaty (under the former version
of the treaty, Canada disregarded the Canadian partnership and
afforded its U.S.-resident members benefits under the treaty).

The second rule applies to payments to, or amounts de-
rived by, a resident of one contracting state from a hybrid entity
that is disregarded by that state but that is recognized by the
other state. This rule will likely apply where, for example, a
U.S. parent company provides a loan to its Canadian operating
companies through, for instance, an unlimited liability compa-

1041 2010 TCC 186.
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ny (ULC) which is fiscally transparent for U.S. tax purposes.
Under this rule, Canada is permitted to deny benefits under the
Canada-U.S. tax treaty on amounts paid by the ULC to its U.S.
parent.

These hybrid entity rules became effective as of January 1,
2010.

H. Base Erosion and Profit Shifting

Canada is part of the inclusive framework of over 100
countries and jurisdictions that are collaborating on the imple-
mentation of the OECD/G20 Base Erosion and Profit Shifting
(BEPS) package. The BEPS Action Plan was released on July
19, 2013, and was subsequently followed by a series of reports
suggesting various potential changes to domestic laws and tax
treaties. Canada has implemented — or is in the process of
implementing — the OECD’s “minimum standards” under the
BEPS project, including:

• Implementing legislation requiring large multinational
enterprises to file country-by-country (CbC) reports in ac-
cordance with BEPS Action Item 13 (see the discussion at
XI.D.6.b.(2), above);1042

• Entering into and ratifying the OECD’s Multilateral In-
strument to Implement Tax Treaty Related Measures to
Prevent BEPS; and

• Implementing enhanced information sharing procedures
with other tax administrators pursuant to the OECD’s
Common Reporting Standard.1043

1. OECD Multilateral Instrument

The Multilateral Instrument (the “MLI”) operates to modi-
fy those bilateral treaties that Canada has entered into with oth-
er signatories of the MLI that Canada has designated as “Cov-
ered Tax Agreements.” Canada has designated 84 of its 93 bi-
lateral tax treaties as Covered Tax Agreements. These include
most of Canada’s significant tax treaties although its treaties,
with Germany and Switzerland were not covered — (Canada
has since announced that it is renegotiating those treaties). The
MLI was ratified by Canada on August 29, 2019, and came in-
to force with respect to Canada’s Covered Tax Agreements on
December 1, 2019. Pursuant to the provisions of the MLI, the
provisions of the MLI are now in effect for Canada’s Covered
Tax Agreements with respect to withholding taxes and became
effective for all other taxes for tax years that commenced after
June 1, 2020 (which for calendar year taxpayers was January 1,
2021).

The most significant treaty modifications implemented
through the MLI are the addition of a broad anti-avoidance rule
into Covered Tax Agreements, referred to as the principal pur-

1042 See ITA, subsec. 233.8.
1043 See generally ITA, Part XIX.

pose test or PPT. Under the PPT, a treaty benefit may be denied
where it is reasonable to conclude that one of the principal pur-
poses of an arrangement or transaction was to gain such bene-
fit, unless it is established that granting the benefit would be in
accordance with the object and purposes of the relevant provi-
sions of the treaty.

Other minimum standards implemented through the MLI
include:

(i) An amended preamble, suggesting that Covered Tax
Agreements are intended to eliminate double taxation
without creating opportunities for non-taxation or reduced
taxation through tax evasion or avoidance, and

(ii) Modified dispute resolution procedures, including the
potential adoption of mandatory arbitration procedures.
Canada also removed its initial reservations on some of the

optional MLI provisions, including the addition of:

(i) A one-year holding period test to access treaty-based
withholding tax reductions on dividends received by cor-
porations;

(ii) A one-year lookback test to determine whether capital
gains on a sale of equity interests derive their value princi-
pally from immovable property for purposes of a Covered
Tax Agreement; and

(iii) Certain factors to be considered by competent author-
ities when resolving cases of dual residency for entities.

2. Common Reporting Standard

Canada has implemented the OECD’s Common Reporting
Standard (CRS). Under the CRS, Canadian financial institu-
tions are required to obtain certain information regarding the
financial accounts of nonresidents and certain entities that are
controlled by nonresidents and report this information to the
CRA. The CRA would then provide each foreign jurisdiction
with which it has a CRA partnership all the information collect-
ed relating to residents of that jurisdiction, while obtaining the
same information from such jurisdiction relating to the finan-
cial accounts of Canadian residents.

Budget 2024 proposed to amend the CRS rules effective
2026, including broadening which types of financial assets are
subject to the CRS and increasing the information on financial
accounts and account holders that has to be reported.

Budget 2024 also proposed to introduce a new information
reporting regime that will apply effective 2026 to “crypto-asset
services providers,” which will be required to provide the CRA
with information about certain crypto-asset transactions of both
residents and non-residents. The new regime is proposed in re-
sponse to the OECD’s model rules in the Crypto-Asset Report-
ing Framework released in 2022. The regime will not exempt
certain entities that are exempted from the CRS, including reg-
istered plans, pension plans and registered charities.
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