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Stephanie Wong and Richard Eisenbraun
Borden Ladner Gervais LLP

Acquisitions (from the buyer’s perspective)

1 Tax treatment of different acquisitions
What are the differences in tax treatment between an acquisition
of stock in a company and the acquisition of business assets and
liabilities?

Generally, purchasers prefer to acquire assets, while vendors prefer
to sell stock, although the decision to acquire assets or stock in a
particular situation will depend on facts including the identity and
tax position of the vendor, target and purchaser at the time of the
sale; the nature (eg, foreign or domestic, tangible or intangible) and
values of the target’s assets; and the tax attributes of the target (eg,
whether there are any accrued losses).

On a stock acquisition, the purchaser acquires the historic tax
liabilities of the target, as well as the historic tax cost of the target’s
assets (subject to stepping up the cost of certain assets). Assuming
control of the target is acquired, unused capital losses of the tar-
get will expire and the use of non-capital losses of the target will
be restricted following the acquisition. Periods in which other tax
attributes may be utilised may be accelerated or such attributes may
expire or be restricted as to use. Assets that have depreciated in
value will have to be written down to their fair market value. The
purchaser cannot allocate part of the purchase price of the stock to
goodwill. The acquisition of stock is not subject to goods and services
tax or to provincial or territorial retail sales tax (or harmonised sales
tax). However, the vendor will have increased flexibility to defer tax
depending on the terms of the acquisition.

On an asset acquisition, the purchaser will generally seek the
vendor’s representation and warranty that no tax liability will attach
to the purchased assets. The purchaser’s tax cost of a purchased asset
will generally equal its allocated purchase price as agreed upon with
the vendor, subject to readjustment if the allocation is not reasonable.
The purchaser generally may claim tax depreciation on the full cost
of depreciable assets acquired and may amortise the cost of goodwill
and other intangibles. Goodwill is amortisable as to 75 per cent of
its cost on a declining balance basis at the rate of 7 per cent per year.
Goods and services tax and provincial or territorial retail sales tax
(or harmonised sales tax) is generally levied on the acquisition of
assets, as are transfer taxes (if applicable) where real property assets
are transferred, unless an exemption applies.

2 Step-up in basis
In what circumstances does a purchaser get a step-up in basis in
the business assets of the target company? Can goodwill and other
intangibles be depreciated for tax purposes in the event of the
purchase of those assets, and the purchase of stock in a company
owning those assets?

On a stock acquisition, the target company, once acquired, may be
amalgamated with, or wound up into, the Canadian acquisition com-
pany in certain circumstances to step up or ‘bump’ the cost of non-
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depreciable capital property, such as shares of subsidiaries, up to the
lesser of the aggregate purchase price and the fair market value of the
property on the acquisition date. The rules that permit this ‘bump’
are intended to preclude a step-up where the vendor or related parties
retain, directly or indirectly, assets or an interest in the target. The
bump will not apply where the economics are such that the vendor
has effected a disguised sale only of certain of the target’s assets.
However, the rules have broader application and are extremely com-
plex. For example, the cost of property (including shares) acquired
from the Canadian acquisition company or non-arm’s-length per-
sons cannot be bumped, thereby preventing the Canadian acquisi-
tion company from transferring low-cost, non-depreciable capital
property into a subsidiary in advance of the bump. An acquisition
through exchangeable shares or the presence of multiple acquirers
may affect entitlement to the bump. Also, structuring an acquisition
to achieve a bump may not be warranted in certain circumstances,
such as where the target owns significant non-qualifying assets that
would substantially reduce the value of the bump.

Upon the acquisition of control of a Canadian target, the target
may elect for a deemed disposition of capital property owned by it on
the change of control up to a maximum of the property’s fair market
value. The election allows the target to use capital losses that would
otherwise expire on the acquisition of control to offset any capital
gain arising from the deemed disposition of capital assets, and results
in a step-up in the tax cost of the assets. Unlike the amalgamation or
winding-up bump, the acquisition of control bump is not restricted
to non-depreciable capital property.

A purchaser of assets will have a cost equal to the allocated pur-
chase price of assets acquired and will generally be able to claim tax
depreciation on purchased goodwill and intangibles, while a pur-
chaser of stock will not be able to do so.

3 Domicile of acquisition company
Is it preferable for an acquisition to be executed by an acquisition
company established in or out of your jurisdiction?

A purchaser may decide to use an acquisition company established
either inside or outside Canada. The decision will depend on the
particular facts, including relative tax rates in the jurisdictions of the
purchaser and the target; the tax position of the purchaser and the
target; the existence and terms of any relevant tax treaties; and also
the purchaser’s objectives in acquiring the target.

Canada does not restrict returns of capital regardless of whether
the distributing corporation has earnings and profits at the time of
the distribution. Canada’s rate of non-resident withholding tax on
dividends is 25 per cent, subject to reduction under an applicable
tax treaty. (Dividends are not zero-rated under Canada’s tax trea-
ties.) The use of a properly structured Canadian acquisition company
will protect the purchaser’s rights to repatriate the full amount of its
investment as capital without Canadian non-resident withholding
tax.
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On an asset acquisition, a foreign purchaser will balance the abil-
ity to utilise start-up losses to offset its income against the opportu-
nity to defer additional tax on operating profits until distribution.

The use of a Canadian acquisition company may also provide
additional flexibility to a Canadian vendor in deferring tax on dis-
position proceeds.

4 Company mergers and share exchanges

Are company mergers or share exchanges common forms of
acquisition?

Share exchanges and mergers are common forms of acquisition in
Canada either through takeover bid or plan of arrangement. Plans
of arrangement facilitate transactions and arrangements between
the vendor and the purchaser, which may include the delisting of a
public company to avoid dividend treatment on a return of capital,
the incorporation of assets to facilitate ‘bump’ planning, extractions
of safe income and capital gains exemption planning for Canadian
vendors.

Several rollovers provided under the Canadian taxing legislation
may permit the vendor to defer Canadian tax on the sale of shares
or assets to a Canadian acquisition company.

Subsection 85(1) applies where the acquirer is a taxable Cana-
dian corporation and provides share (or share and non-share) con-
sideration to the vendor in exchange for eligible property (such as
shares of the target) and the vendor and the acquirer make a joint
election in prescribed form.

Subsection 85.1(1) applies automatically where an acquirer that
is a Canadian corporation issues only its own shares from the treas-
ury to the shareholders of the target in exchange for target shares.

An acquisition may also be accomplished through a tax-deferred
capital reorganisation of the target under section 86 or a tax-deferred
amalgamation of the target with a Canadian acquisition company
under section 87.

Where the acquirer is a foreign corporation, Canadian share-
holders may exchange their target shares on a tax-deferred basis for
special exchangeable shares of a Canadian subsidiary of the foreign
acquirer created for this purpose.

Section 116 of the Canadian taxing legislation prescribes report-
ing procedures that may apply where Canadian target shares are
disposed of by a non-resident (see question 16).

5 Tax benefits in issuing stock

Is there a tax benefit to the acquirer in issuing stock as consideration
rather than cash?

There is no tax benefit to the acquirer in issuing stock as considera-
tion rather than cash. A share-for-share transaction may facilitate a
tax deferral on the disposition of a vendor’s target shares to a Cana-
dian acquirer. Economically, an acquirer is able to fund an acquisi-
tion with less (or no) cash if stock is used.

There may be a tax disadvantage to the acquirer in issuing stock
in certain circumstances. For example, the issuance of stock may
put the acquirer offside the ineligible property and purchaser rules,
thereby disqualifying it from stepping up the tax cost of certain tar-
get assets on a post-acquisition amalgamation (or wind-up) bump
transaction.

6 Transaction taxes
Are documentary taxes payable on the acquisition of stock or business
assets and, if so, what are the rates and who is accountable? Are any
other transaction taxes payable?

No stamp duties are payable on an acquisition of stock or assets.

A 5 per cent federal goods and services tax (GST) is levied on
the fair market value of goods or services supplied in Canada, unless
exempted. A stock sale is exempt from GST. An asset sale is gener-
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ally subject to GST unless (i) the vendor sells a business (or part of a
business); (ii) the acquirer acquires ownership, possession or use of
all or substantially all of the property necessary for the purchaser to
carry on the business (or part of a business); and (iii) the vendor and
the acquirer file a joint election under the GST legislation.

Most Canadian provinces and territories impose a retail sales
tax (RST) or a harmonised sales tax (HST). The tax is levied on the
purchaser, consumer or lessee of taxable goods and services in the
province or territory. Businesses providing goods or taxable services in
a province must obtain a vendor’s licence and collect and remit tax on
consumer sales. The sale of stock is not subject to RST, while the sale
of an asset is generally subject to RST unless specifically exempted.

Some provinces and cities impose a tax on the transfer of real
property that is payable, generally at the time the transfer is reg-
istered, at progressive rates based on the fair market value of the
property on the transfer date.

7 Net operating losses, other tax attributes and insolvency
proceedings

Are net operating losses, tax credits or other types of deferred tax
asset subject to any limitations after a change of control of the
target or in any other circumstances? If not, are there techniques for
preserving them? Are acquisitions or reorganisations of bankrupt or
insolvent companies subject to any special rules or tax regimes?

A share acquisition that results in an acquisition of control of a Cana-

dian target (ie, the ownership of a majority of the voting shares of the

target carrying with it the right to elect a majority of the directors of
the target) generally has the following tax consequences:

® 2 taxation year-end is triggered for each of the target and any
controlled Canadian subsidiary;

¢ undeducted net capital losses and non-capital property losses of
the target and each controlled Canadian subsidiary for years pre-
ceding the change in control are extinguished and cannot be car-
ried forward post acquisition. Post-acquisition net capital losses
and non-capital property losses of the target and each controlled
Canadian subsidiary cannot be carried back to years preceding
the acquisition of control;

¢ undeducted non-capital business losses of the target (or con-
trolled Canadian subsidiary) can be carried forward to offset
post-acquisition income and post-acquisition non-capital busi-
ness losses can be carried back to years preceding the acquisition
only if the business of the target (or subsidiary) is carried on with
a reasonable expectation of profit throughout the year and then
only to the extent of the income of the target (or subsidiary) from
such business or a similar business;

e unused scientific research and development expenses and invest-
ment tax credits of the target (or controlled Canadian subsidiary)
can be carried forward to a post-acquisition taxation year only
if the business of the target (or subsidiary) is carried on with a
reasonable expectation of profit throughout the year and then
only to the extent of the income of the target (or subsidiary) from
such business or a similar business; and

e the target and each controlled Canadian subsidiary are deemed
to have disposed of certain assets having inherent losses immedi-
ately before the acquisition for proceeds equal to their fair mar-
ket value. Losses realised are subject to the foregoing restrictions.
The target may elect for a deemed disposition of its appreciated
capital property to offset realised losses and step up the tax cost
of the assets on the acquisition of control.

When a Canadian corporation becomes bankrupt, a taxation year-
end will be triggered, accelerating the expiry period of any time-lim-
ited tax attributes such as unused non-capital losses (which currently
can be carried forward for 20 years subject to acquisition of control
restrictions). For a taxation year in which a corporation is bankrupt,
the corporation is deemed not to be associated with any other cor-

Getting the Deal Through - Tax on Inbound Investment 2012



Borden Ladner Gervais LLP

CANADA

poration for the purposes of determining its entitlement to certain
tax incentives. A bankrupt corporation is also not subject to the debt
forgiveness rules. Corporations in financial difficulty may be permit-
ted in specified circumstances to refinance an existing loan by issuing
tax-advantaged preferred shares to reduce borrowing costs without
triggering debt forgiveness. Acquisitions or reorganisations of bank-
rupt or insolvent companies are not subject to any other special rules
or tax regimes.

8 Interest relief
Does an acquisition company get interest relief for borrowings to
acquire the target? Are there restrictions on deductibility where the
lender is foreign, a related party, or both? Can withholding taxes
on interest payments be easily avoided? Is debt pushdown easily
achieved? In particular, are there capitalisation rules that prevent the
pushdown of excessive debt?

Subject to certain restrictions, a Canadian acquisition company may

deduct simple interest on borrowed money used to acquire a Cana-

dian target in computing its income for a taxation year. However,
since the Canadian tax system does not permit consolidation, the

Canadian acquisition company generally must ensure that it has suf-

ficient income (other than inter-corporate dividends, which are not

taxable) to use the deduction. Debt push-down strategies are gener-
ally permitted and used to match the interest expense against the
operating income of the target or its subsidiaries.

Interest will generally be deductible if the following requirements
are met:

* the amount meets the legal criteria of ‘interest’;

e there is a legal obligation pursuant to which the interest is paid
in the year or payable in respect of the year (in contrast to simple
interest, compound interest is deductible only when paid);

¢ the borrowed funds or the obligation on which the interest is
payable are used for one of several eligible uses, such as bor-
rowings, or an amount payable for property acquired, for the
purpose of earning income from a business or property (other
than exempt income or income from an insurance policy). Eli-
gible uses of borrowed funds include the payment of dividends
(within certain limits), the return of capital to shareholders, the
provision of working capital and the acquisition of assets for use
in the business; and

e the amount must be reasonable (generally, an arm’s-length inter-
est rate should be reasonable).

Where the lender is a foreign related party, thin capitalisation rules
impose restrictions on interest deductibility. Currently, the thin
capitalisation rules apply only to Canadian resident corporations in
respect of amounts owing to non-resident shareholders who, either
alone or with non-arm’s-length persons, hold 25 per cent or more
of the total votes or fair market value of all of the Canadian cor-
poration’s shares. Where the debt-to-equity ratio of the Canadian
corporation is more than 2:1, the deduction of interest paid on the
excessive debt owing to non-arm’s-length non-residents is denied,
but the interest is not recharacterised as dividends for Canadian non-
resident withholding tax purposes. The government is currently con-
sidering recommendations made in December 2008 by the Advisory
Panel on Canada’s System of International Taxation, which include
maintaining the current thin capitalisation regime but reducing the
permitted debt-to-equity ratio to 1.5:1 and extending the application
of the rules to partnerships, trusts and Canadian branches of non-
resident corporations.

Under section 78 of the Canadian taxing legislation, where
a Canadian borrower deducts interest expense payable to a non-
arm’s-length person in computing its income for a taxation year, but
does not actually pay the amount within a specified period, then the
unpaid amount generally must be included in computing the bor-
rower’s income in the later year.

www.gettingthedealthrough.com

Canada’s domestic interest withholding tax exemption applies
to cross-border interest payments where the interest is either fully
exempt interest or is non-participating debt interest paid to an arm’s-
length person. In response to the recent Federal Court of Appeal
decision in Lehigh Cement v The Queen, the Canadian govern-
ment proposes to amend the withholding tax rules, effective as of
16 March 2011, to ensure that withholding tax applies (subject to
the application of Canada’s tax treaties) to interest paid or credited
by a Canadian resident to an arm’s-length non-resident person in
respect of debt where the principal amount of the debt is owed to a
non-arm’s-length non-resident.

On 20 July 2011, the Canadian government announced pro-
posed legislative amendments, effective as of that date, to eliminate
the tax advantages associated with certain publicly traded stapled
securities structures by denying the issuer an interest deduction for
interest paid on stapled debt.

On 19 August 2011, the Canadian government released for pub-
lic consultation legislative proposals including a new upstream loan
rule, which would apply after 19 August 2011 to include in a Cana-
dian taxpayer’s income, subject to certain exceptions, the amount
of a loan made by a foreign affiliate to the taxpayer or to a person
not dealing at arm’s length with the taxpayer (except a controlled
foreign affiliate) where the loan remains outstanding for more than
two years.

9 Protections for acquisitions

What forms of protection are generally sought for stock and business
asset acquisitions? How are they documented? How are any payments
made following a claim under a warranty or indemnity treated from a
tax perspective? Are they subject to withholding taxes or taxable in the
hands of the recipient?

The acquirer will generally require the vendor to provide detailed tax
representations and warranties, tax covenants and tax indemnities
in the legal documentation for a stock or asset acquisition. More
detailed tax representations and warranties are generally sought in
the context of a stock purchase than an asset purchase since the
purchaser will acquire the historic tax liabilities of the target. The
purchaser generally will request the vendor to warrant that it is not
a non-resident of Canada or, if the vendor is a non-resident, may
require the vendor to comply with applicable reporting procedures
under section 116 of the Canadian taxing legislation before allowing
the full sale proceeds to be released. The vendor generally will also
provide a tax indemnity to the purchaser for the vendor’s breach of
any tax representation or warranty, subject to specified monetary
and timing thresholds.

On a stock acquisition, common tax representations, warran-
ties and covenants of the vendor or target include the due filing and
accuracy of all of the target’s financial statements and tax returns,
and the due payment by the target of all relevant taxes and required
withholdings and remittances.

On an asset acquisition, common tax representations and war-
ranties of the vendor or target focus on ensuring that the target has
no outstanding tax liabilities, or withholding and remittance obliga-
tions that may result in a lien or encumbrance on, or a claim against,
the purchased assets. The vendor will also generally warrant that
no tax election or designation has been made in respect of the pur-
chased assets that would affect the purchaser’s tax treatment of the
purchased assets.

The tax treatment of a payment under a warranty or indemnity
will depend on how it is paid (eg, as an adjustment of the purchase
price or a reimbursement of costs). Canadian non-resident withhold-
ing tax generally would not apply to a payment under a warranty or
indemnity except to the extent that a portion represents interest that
is not exempt from withholding tax (see question 8).
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Post-acquisition planning

10 Restructuring

What post-acquisition restructuring, if any, is typically carried out and
why?

Anti-avoidance rules in the Canadian taxing legislation prevent a

foreign acquirer from increasing the paid-up capital of stock in a

related Canadian corporation post-acquisition.
The following types of restructuring may be carried out

post-acquisition:

e conversion of corporate entities to fiscally transparent entities
such as partnerships;

¢ consolidation planning to combine losses with profitable
businesses;

¢ elimination of exchangeable shares issued on the acquisition;

e delisting of an acquired public company to eliminate deemed
dividend treatment for returns of capital; and

e divestment of non-core assets or businesses.

In carrying out any post-acquisition restructuring that results in tax
deferrals or tax benefits, as defined in the Canadian taxing legisla-
tion, the potential application of specific anti-avoidance provisions
and Canada’s general anti-avoidance rule (GAAR) must be consid-
ered. In Copthorne Holdings Ltd v the Queen and Collins & Aikman
Products Co et al v the Queen, corporate reorganisation transactions
that increased the paid-up capital of a foreign shareholder’s stock in a
related Canadian corporation were challenged under the GAAR. The
taxpayer won in the latter case, while the Supreme Court of Canada
has heard the taxpayer’s appeal of the lower court decision in the
former case but has not yet rendered its decision.

11 Spin-offs
Can tax neutral spin-offs of businesses be executed and, if so, can
the net operating losses of the spun-off business be preserved? Is it
possible to achieve a spin-off without triggering transfer taxes?

Tax neutral spin-offs of subsidiaries or business assets may be car-
ried out in Canada. However, Canada prohibits arrangements that
are structured to use the general intercorporate dividend deduction
to reduce a capital gain that would otherwise be realised on a dis-
position of corporate stock. The spin-off rules provide two narrow
exceptions to that prohibition.

The first type of permitted tax deferred spin-off allows corporate
property to be distributed by way of dividend within a related group
of companies. Detailed rules prohibit the disposition of property to
an unrelated person as part of a series of transactions or events in
which the dividend is received and provide special rules for determin-
ing whether persons are related.

The second type of spin-off, known as a ‘butterfly’, permits types
of corporate property (generally cash, business property and invest-
ment property) to be distributed by way of dividend on a pro rata
basis to a corporation’s shareholders. The rules relating to the second
type of spin-off are very complex and, among other things, prohibit
certain transfers, dispositions and other transactions from taking
place as part of the series of transactions in which the corporate
property is distributed to the shareholders.

Where a business has net operating losses, this might complicate
the spin-off process. Net operating losses will generally not follow
the spun-off business.

Transfer taxes such as GST or HST, provincial sales taxes in
Saskatchewan, Manitoba and Prince Edward Island and land trans-
fer tax may apply where corporate property is distributed to a cor-
poration’s shareholders. Where corporate property is distributed as
a dividend in kind to a corporation’s shareholders, GST or HST will
generally apply on the fair market value of the property distributed.
Likewise, provincial sales taxes in Saskatchewan, Manitoba and
Prince Edward Island may apply on a transfer of property from a
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corporation to its shareholders to the extent that a specific exemp-
tion is not available. Where real property (land, buildings, etc) is
distributed to the shareholders in a spin-off, provincial and municipal
land transfer taxes may apply. In some circumstances, exemptions
may be available from some or all of these taxes in the context of
related-party transactions. Elections may also be available in certain
circumstances to defer or avoid these taxes.

12 Migration of residence

Is it possible to migrate the residence of the acquisition company or
target company from your jurisdiction without tax consequences?

Generally, the residence of a Canadian acquisition or target com-
pany cannot be migrated from Canada without Canadian tax conse-
quences. Canada imposes a departure tax. Special Canadian tax rules
impose a departure tax on a corporation that ceases to be resident in
Canada by deeming it to have disposed of all of its assets immediately
prior to the emigration for their fair market value at that time and
to have immediately reacquired the assets for the same amount. The
corporation must then include in computing its income for the taxa-
tion year ending on emigration any capital or income gains realised
on the deemed disposition of the assets and pay corporate tax on
the resulting net gains at regular corporate tax rates. In addition, the
corporation is required to pay, for its taxation year ending on emigra-
tion, a tax generally equal to 25 per cent of the amount by which the
fair market value of all of its property exceeds the total of the paid-
up capital of its shares and its outstanding debts and other amounts
owing, but the rate is subject to reduction under an applicable tax
treaty between Canada and the jurisdiction of emigration.

Generally, a corporation is deemed to be a resident of Canada if
it was incorporated in Canada after 26 April 1965. A corporation
incorporated in Canada that is continued to a jurisdiction outside
Canada is deemed to be a non-resident of Canada from the continu-
ation date.

A corporation incorporated outside Canada is considered to be
resident in Canada for a taxation year if its central management and
control was located in Canada, namely the corporation’s directors
(or such other persons having the legal power to manage and con-
trol the corporation) exercised management and control in Canada.
However, if a corporation would otherwise be resident in Canada
under domestic rules but is considered to be resident in another
country under an applicable Canadian bilateral tax treaty, then the
corporation generally is deemed not to be resident in Canada for
Canadian tax purposes.

13 Interest and dividend payments
Are interest and dividend payments made out of your jurisdiction
subject to withholding taxes and, if so, at what rates? Are there
domestic exemptions from these withholdings or are they treaty-
dependent?

Dividends paid or credited (or deemed paid or credited) to non-resi-
dents of Canada are subject to domestic Canadian non-resident with-
holding tax at the rate of 25 per cent, which may be reduced under
an applicable tax treaty. Many of Canada’s tax treaties, including the
Canada-US Income Tax Convention, reduce the 25 per cent domes-
tic rate to 15 per cent on dividends, with a further reduction to 5 per
cent where the beneficial owner of the dividends is a corporation
entitled to treaty benefits and owns at least 10 per cent of the voting
shares of the Canadian corporation paying the dividends.

Canada does not levy Canadian non-resident withholding tax on
interest paid or credited (or deemed paid or credited) to non-residents
of Canada, except on interest that is (i) not ‘fully exempt interest’ and
is paid to, or in respect of a debt owing to, a non-arm’s-length person,
or (ii) ‘participating debt interest’.

‘Fully exempt interest’ is generally interest on debt obligations
issued by government or quasi-government entities and certain tax-
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Update and trends

Following similar initiatives by Quebec, the US, the UK and Australia,
Canada has introduced a regime of mandatory disclosure for certain
tax avoidance transactions entered into after 2010, as well as
transactions that are part of a series of transactions that began
before 2011 but is completed after 2010. An avoidance transaction,
as determined for the purposes of the GAAR, must be reported to the
Canadian taxation authorities in circumstances where any two of three
specific hallmarks apply. Draft legislation implementing the regime has
been released but has not yet been enacted.

Canada’s general federal corporate tax rate will be reduced to 15
per cent for 2012. While the ultimate tax rate applicable to income
earned in Canada will depend upon the province in which the income

is earned and the source of the income, the government’s intent is
to achieve a combined Canadian federal-provincial general corporate
tax rate of 25 per cent by 2012 in order to provide one of the lowest
overall tax rates on new business investment in the G8.

In the 2011 Federal Budget, the Canadian government announced
amendments that eliminate the ability of a corporation that holds a
significant interest in a partnership to defer tax on income earned
through that partnership where the taxation years of the corporation
and the partnership are different. The elimination of the deferral may
result in a significant ‘catch-up’ payment for the initial 2011 stub
period, although transitional rules may apply in some cases to spread
this burden over five years.

exempt organisations; mortgages in respect of real property situated
outside of Canada (except where the interest on the mortgage is
deductible in computing income in Canada); debt obligations issued
by certain international organisations; and qualifying securities lend-
ing arrangements.

‘Participating debt interest’ is generally interest that is paid or
payable on an obligation, all or any portion of which is contingent
or dependent on the use of or production from property in Canada
or is computed by reference to either revenue, profit, cash flow, com-
modity price or any other similar criterion; or dividends paid or pay-
able to shareholders of any class of shares of the capital stock of
any corporation. The broad meaning of participating debt interest,
combined with the potential application of certain domestic deeming
rules, raises issues as to the application of non-resident withholding
tax in respect of interest paid on certain debt instruments (convertible
or exchangeable debt).

The withholding tax exemption extends to certain payments,
including stand-by, commitment and guarantee fees (which are
assimilated to interest for Canadian tax purposes), provided that the
recipient deals at arm’s-length with the borrower and the amounts
are not participating debt interest.

Non-exempt interest may be eligible for an exemption or rate
reduction (in many cases to 10 per cent) under an applicable tax
treaty between Canada and the recipient’s country of residence. The
Canada-US Income Tax Convention has fully phased out withholding
tax on related party interest payments (except participating interest)
between US and Canadian residents from 1 January 2010, provided
that the payee is entitled to treaty benefits under the limitation on
benefits provisions and the interest rate charged does not exceed
the rate that would be agreed upon by non-related persons. Excess
interest payments and participating interest will generally qualify for
a reduced withholding rate of 15 per cent under the treaty.

14 Tax-efficient extraction of profits

What other tax-efficient means are adopted for extracting profits from
your jurisdiction?

Non-resident investors will prefer to redeploy rather than repatri-
ate Canadian profits if they are taxable on dividend receipts and
unable to receive full foreign tax credits for foreign taxes paid in
their residence country. No Canadian tax treaty exempts dividends
from Canadian non-resident withholding tax, thereby increasing the
cost of repatriation to non-resident investors. Canadian profits have
been used in the past by foreign shareholders, through downstream
lending arrangements, to fund foreign affiliates. Opportunities for
structuring such arrangements have been limited considerably in
recent years. The purchase of assets or investments from related non-
resident corporations by a Canadian subsidiary may still be viable
in certain circumstances, subject to new foreign tax credit generator
proposals which were initiated by Canada in early 2010 and have
not yet been enacted. In the context of Canada—US planning, hybrid
entities may still be used in certain circumstances, and hybrid instru-
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ments may be available to structure debt for Canadian tax purposes
that will be considered to be equity for US tax purposes.

Capital may be returned by a Canadian private corporation to
a non-resident shareholder without Canadian non-resident with-
holding tax as long as payments do not exceed the paid-up capital
of the shares for tax purposes. Any excess amount returned to the
shareholder is deemed to be a dividend subject to Canadian non-
resident withholding tax at the 25 per cent domestic rate (unless
reduced under an applicable tax treaty). The shareholder’s tax cost
of its shares will be reduced by the amount returned, thereby reduc-
ing the Canadian corporation’s calculation of equity under the thin
capitalisation rules.

Often overlooked, if a Canadian public corporation reduces the
paid-up capital in respect of any class of its shares other than by way
of a redemption, acquisition or cancellation of shares, or a wind-
ing-up or reorganisation that meets specified requirements, the full
amount of the reduction is deemed to be a dividend subject to with-
holding tax as described above.

Subject to domestic transfer pricing rules, a Canadian subsidiary
may pay tax-deductible royalties or management fees to its non-resi-
dent shareholder where circumstances warrant.

Royalties paid or credited to a non-resident are generally subject
to withholding tax at the 25 per cent domestic rate, unless exempted
or the rate is reduced under an applicable tax treaty. Domestic
exemptions from withholding tax include payments in respect of
the production or reproduction of computer software and payments
made under a bona fide cost-sharing arrangement meeting specified
requirements. Some of Canada’s tax treaties, such as the Canada-US
Income Tax Convention, reduce the withholding tax rate to 10 per
cent and also exempt from withholding tax a payment for the use
of, or the right to use, a patent; information concerning industrial,
commercial or scientific experience; or computer software.

Management fees paid or credited to a non-arm’s-length non-
resident will be exempted from the 25 per cent domestic rate of
withholding tax under certain tax treaties, such as the Canada-US
Income Tax Convention, if they are considered to be business profits
under the treaty and are not attributable to a business carried on by
the non-resident in Canada through a permanent establishment.

Disposals (from the seller’s perspective)

15 Disposals
How are disposals most commonly carried out — a disposal of the
business assets, the stock in the local company or stock in the
foreign holding company?

A vendor generally will prefer to sell stock, but in certain situations
factors such as the tax attributes (or a decline in value) of the assets
or shares may shift the vendor’s preference toward selling assets.

A non-resident vendor holding stock of a Canadian corpora-
tion as capital property will generally prefer to sell stock rather than
assets where the capital gain arising on the stock sale is exempt from
Canadian tax under an applicable tax treaty between Canada and the
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vendor’s country of residence. In certain cases, a non-resident vendor
may realise benefits by selling the stock of a foreign holding company
where a tax treaty may not otherwise provide an exemption on the
sale of Canadian corporate stock directly. However, a disposal of the
foreign holding company stock may be taxable in Canada if at any
time in the 60-month period prior to the disposal more than 50 per
cent of the stock’s fair market value was derived from one or any
combination of real or immoveable property situated in Canada,
Canadian resource properties, timber resource properties or options
or interests in any of the foregoing property.

16 Disposals of stock

Where the disposal is of stock in the local company by a non-resident
company, will gains on disposal be exempt from tax? Are there special
rules dealing with the disposal of stock in real property, energy and
natural resource companies?

The Canadian rules in regard to the taxation of foreign vendors dis-
posing of stock in a listed or unlisted corporation, as well as the
consequent reporting and withholding requirements, are generally
consistent with Canada’s tax treaties. Generally, Canada’s domestic
legislation will seek to tax a non-resident on the disposition of the
stock of a Canadian company either where the non-resident uses or
holds (or is deemed to use or hold) the stock in carrying on a business
in Canada or where the stock is (or is deemed to be) taxable Cana-
dian property for Canadian tax purposes. Where the newly amended
definition of taxable Canadian property excludes an asset that was
previously taxable Canadian property or where a non-resident ven-
dor sells an asset that is excluded from the amended definition, the
vendor is not required to report or file a Canadian tax return in
respect of the disposition.

Under the definition of taxable Canadian property, a share of the
capital stock of a corporation (other than a mutual fund corpora-
tion) that is not listed on a designated stock exchange will be taxable
Canadian property if, at any time during the 60-month period prior
to the disposition of the share, more than 50 per cent of the fair
market value of the share was derived directly or indirectly from
one or any combination of real or immoveable property situated in
Canada, Canadian resource properties, timber resource properties
and options or interests in any of the foregoing property. A share
of the capital stock of a corporation that is listed on a designated
stock exchange will be taxable Canadian property if, at any time
during the 60-month period prior to the disposition of the share,

the vendor, either alone or together with non-arm’s-length persons,
owned 25 per cent or more of the issued shares of any class of the
capital stock of the corporation and more than 50 per cent of the
fair market value of the share was derived directly or indirectly from
one or any combination of real or immoveable property situated in
Canada, Canadian resource properties, timber resource properties
and options or interests in any of the foregoing property.

Net taxable capital gains (generally 50 per cent of total capital
gains minus 50 per cent of total capital losses) of a non-resident
from the disposition of taxable Canadian property are subject to
tax in Canada. However, many of Canada’s treaties include exemp-
tions for dispositions of shares, except where those shares derive their
value principally from underlying real property situated in Canada;
see, for example, the Canada-US Income Tax Convention. Canada’s
Income Tax Conventions Interpretation Act defines real property for
the purposes of Canada’s tax treaties to include any right to explore
for or exploit, or any right to an amount computed by reference to
the production or to the value of production from, mineral deposits
and sources and other natural resources in Canada.

Dispositions of non-excluded taxable Canadian property are
generally subject to reporting requirements under section 116 of
the Canadian taxing legislation except where a tax treaty between
Canada and the non-resident’s country of residence exempts the dis-
position from Canadian tax. The non-resident generally must file a
Canadian tax return and claim an applicable treaty exemption from
Canadian tax.

However, a non-resident is exempted from filing a tax return if
it has no Canadian tax payable for the taxation year, no outstanding
Canadian tax liability for a previous year, and either the property is
excluded from the section 116 reporting or a section 116 certificate
has been issued in respect of the property. As the filing exemption
requires a purchaser to effectively assess these factors and, if incor-
rect, to be financially accountable, it is unlikely that purchasers in
arm’s-length transactions will proceed without the reporting.

17 Avoiding and deferring tax
If a gain is taxable on the disposal either of the shares in the local
company or of the business assets by the local company, are there
any methods for deferring or avoiding the tax?

Several rollovers provided under the Canadian taxing legislation may
permit a Canadian vendor to defer tax on the disposition of shares or
assets to a Canadian corporation for shares. No rollover is available
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for the transfer of the shares or business assets of a Canadian cor-
poration to a non-resident. However, an exchangeable share trans-
action may enable Canadian shareholders to exchange their target
shares on a deferred tax basis for shares of another Canadian corpo-
ration exchangeable for common shares of the foreign acquirer. The
exchangeable shares generally have the same economic attributes as
the shares of the acquirer. Exchangeable share structures are used
because there is currently no rollover available to a Canadian vendor
for an exchange of Canadian target shares for shares of a foreign
acquirer. Canadian vendors may in certain circumstances benefit
from a deferral on the exchange of foreign target shares for shares
of a foreign acquirer.

Capital gains stripping rules generally prevent the payment of
a tax-free intercorporate dividend from the target to its Canadian
parent to reduce the capital gain on the sale of the target’s shares.

www.gettingthedealthrough.com

However, previously taxed income of the target may generally be
extracted tax-free prior to the sale, provided certain requirements
are met.

Other specific anti-avoidance rules may require consideration.
Also, Canada’s general anti-avoidance rule (GAAR) will apply to an
‘avoidance transaction’, unless it may reasonably be considered that
the transaction would not result directly or indirectly in a misuse of
the Canadian taxing legislation or a Canadian tax treaty. An ‘avoid-
ance transaction’ is a transaction (or part of a series of transactions)
that would result in a tax benefit (a reduction, avoidance or deferral
of tax), unless the transaction has been undertaken or arranged pri-
marily for bona fide purposes other than to obtain the tax benefit. If
the GAAR applies, the Canadian taxing authorities may redetermine
the tax consequences to the person as is reasonable in the circum-
stances to deny the tax benefit.
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