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Foreign investors, particularly private equity funds, have long had to deal with the

complexity of the reporting requirements under section 116 of the Income Tax

Act (Canada) (the “Tax Act”) when disposing of investments that are taxable

Canadian property (“TCP”), such as shares of private Canadian companies. Gains

on shares of private companies would normally be exempt from Canadian

taxation under most of Canada’s income tax treaties, as long as the value of the

shares was not derived principally from real or immovable property situated in

Canada. Despite such treaty protection, foreign investors have been required to

undertake extensive reporting obligations, and to file Canadian tax returns.

On March 29, 2010 Canada’s Minister of Finance introduced Bill C-9, the Jobs

and Economic Growth Act, into the House of Commons. Bill C-9 will implement

the changes to the TCP regime that were announced in the March 4, 2010 Federal

Budget. These changes significantly reduce tax and compliance burdens in

respect of inbound investment. This bulletin highlights the implications of these

changes for investments and transactions in Canadian securities by non-residents

of Canada.

Background of the TCP Regime

The TCP regime imposes Canadian tax on non-residents’ gains from disposing of

TCP where those gains are not exempted under an applicable tax treaty between

Canada and the owner’s country of residence. The TCP regime also imposes often

onerous tax compliance requirements when TCP is disposed of, even in

circumstances where no Canadian tax is payable.

TCP consists of the properties listed in the definition of "taxable Canadian

property" in subsection 248(1) of the Tax Act, as well as properties that are
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deemed by certain provisions of the Tax Act to be TCP. The purpose of the deemed TCP rules is to ensure

that a non-resident cannot avoid Canadian tax through a tax-deferred transaction. The deemed TCP rules

apply where shares or other property constituting TCP are disposed of for new shares on a tax-deferred

basis, including on share-for-share exchanges, security conversions and amalgamations, and deem the new

shares also to be TCP.

Non-residents disposing of TCP that does not qualify as "excluded property" are required to obtain a

section 116 compliance certificate from the Canada Revenue Agency (“CRA”) in respect of the disposition,

whether or not any gain is realized, and are subject to Canadian tax return filing obligations. Purchasers of

such TCP in respect of which an adequate section 116 certificate is not obtained are required to remit to the

CRA, and are personally liable for, a payment of up to 25% of the sale proceeds on account of the non-

resident’s tax liability. Although 2008 amendments to the Tax Act attempted to ease section 116 compliance

burdens for treaty-exempt TCP by adding it the list of excluded property, these changes generally have not

been effective for arm’s length transactions because no statutory due diligence defence is available to a

purchaser where the TCP is not in fact treaty-exempt.

The TCP regime has been widely and extensively criticized for impeding inbound investment. As a result of

the potential purchaser liability and the CRA’s frequent inability to issue a section 116 certificate in time for

the closing of a transaction, non-resident sellers of TCP often have had to incur the costs and cash flow

burdens associated with escrow arrangements whereby 25% of the amount of their sale proceeds is held

back pending issuance of the section 116 certificate. The compliance burden can be especially onerous for

private equity funds structured as partnerships, where it may be impossible to obtain all of the information

required in order to apply for a section 116 certificate. In many instances the section 116 procedures have

been unworkable, with the result that these funds must either forego Canadian investments or invest in

Canada through third-country “blocker” structures.

In response to these criticisms, the 2010 Federal Budget announced changes to the TCP regime to facilitate

inbound investment and to build Canada’s reputation as an investor-friendly country.

Changes to the TCP Regime

Bill C-9 will amend the Tax Act to significantly narrow the circumstances in which Canadian securities will

be TCP or deemed TCP. In its 2010 Budget, Quebec announced that these amendments will be adopted for

Quebec tax purposes. These amendments will also be applied automatically in the other provinces.
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Definition of TCP

Under the amended definition of TCP, after March 4, 2010:

1. Shares in a Canadian company (other than a mutual fund corporation) that are not listed on a

designated stock exchange are TCP only if at any time in the 60 month period ending on their

disposition more than 50% of their fair market value was derived directly or indirectly from real or

immovable property situated in Canada, Canadian resource properties, timber resource properties,

options or interests in any of the foregoing property, or any combination of the foregoing property

(“derived value test”).

2. Shares in a Canadian company that are listed on a designated stock exchange are TCP only if at any time

in the 60 month period ending on their disposition the non-resident alone or together with non-arm's

length persons owned 25% or more of the issued shares of any class of the company (“ownership test”)

and the shares meet the derived value test.

3. Mutual fund corporation shares and mutual fund trust units are TCP only if they meet both the

ownership test and the derived value test.

4. Partnership interests and trust interests (other than mutual fund trust units or income interests in a

Canadian trust) are TCP only if they meet the derived value test.

5. Interests and options in Canadian securities described in any of paragraphs 1-4 above also constitute TCP.

The amended definition of TCP applies to both securities acquired before, and owned on or after, March 5,

2010, as well as to securities newly acquired on or after that date.

Deemed TCP

Bill C-9 will also amend the “deemed TCP” rules, effective after March 4, 2010, to impose a time limit:

where shares that are TCP under the amended definition are exchanged for new shares on a tax deferred

basis, the new shares continue to be deemed TCP, but only for 60 months after the exchange, and not, as

under the prior rules, for as long as the exchanging shareholder owns the new shares. As a result, if the new
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shares are disposed of after the 60-month period and are not otherwise TCP under the amended definition,

the investor will no longer be required to comply with the tax and compliance burdens associated with

disposing of deemed TCP.

It should be emphasized that the deemed TCP rules appear to trump the amended definition of TCP in

circumstances where shares acquired by a non-resident on a tax-deferred exchange occurring before

March 5, 2010 were deemed TCP under the prior definition. In those circumstances, the shares will be

subject to the 60-month deemed TCP period applicable under the new rules even if the shares are not

caught by the amended definition of TCP. In addition, Finance has confirmed that the implementation of a

subsequent tax-deferred transaction involving the shares within the original 60-month period will trigger a

new 60-month period from the date of that subsequent transaction.

Implications of the Changes

Enhanced International Competitiveness

The amendments significantly narrow the scope of TCP, particularly in respect of securities of private

Canadian companies. No longer will all unlisted shares in Canadian corporations, along with warrants,

options, and subscription receipts for such shares, be TCP. In particular, shares and other securities of

private Canadian companies that operate outside the Canadian resource sector and do not own significant

Canadian real property, either directly or in subsidiary entities, will not be TCP. The circumstances in

which listed shares are TCP have also been narrowed. Previously, such shares were TCP if the ownership

test was met, while after March 4, 2010 both the ownership test and the derived value test must be satisfied

or the shares are not TCP. The amendments eliminate both section 116 compliance requirements and tax

return filing obligations for securities that are no longer TCP under the amended rules.

Private equity funds may now invest directly in Canadian securities outside the Canadian real estate and

resource industries rather than having to use holding companies and "blockers" located in tax treaty

jurisdictions. Accordingly, the amendments should facilitate foreign private equity and venture capital

investment in various Canadian business sectors such as technology and life sciences.
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Investors Without Treaty Benefits

For non-resident investors who would not be treaty exempt from Canadian tax on capital gains arising from

the disposition of Canadian securities, the new rules provide a domestic exemption where the securities

disposed of are not TCP or deemed TCP under the amended rules. In addition to private equity funds which

may now invest directly in such securities, the changes will benefit other investors from countries with

which Canada does not have a tax treaty, as well as investors from countries such as Australia, China, India,

Japan and several in South America whose tax treaties with Canada do not exempt capital gains.

Where Treaty Benefits Are Still Relevant

Where shares are TCP or deemed TCP under the amended rules, the availability of treaty relief generally

remains relevant. Although most of Canada's tax treaties maintain Canada's right to tax shares deriving

their value principally from Canadian real and resource properties, under many of the treaties the

circumstances in which Canada can do so are more limited than under the amended definition of TCP. For

example, many of Canada’s treaties provide that the relevant time for applying the derived value test is at

the time of disposition, without a 60-month look-back period. Similarly, an applicable tax treaty may

exempt gains on securities even though they are deemed TCP for the 60-month period following a tax-

deferred exchange. As well, many of Canada's tax treaties (but notably not the Canada-US treaty) provide

that real property, other than a rental property, in which the business of the Canadian company (or

subsidiary entities) is carried on is not included in determining whether the shares derive their value

principally from real or resource property. Under such a treaty, gains on shares deriving more than 50% of

their value from exploitation of Canadian resource property or from manufacturing plants, hotels and resort

properties may still be exempt from Canadian income tax. Finally, where an applicable tax treaty maintains

Canada’s right to tax TCP, the treaty may also contain a provision providing for the deferral by Canada of

the Canadian tax otherwise payable on the disposition of property where the property is disposed of on a

tax-deferred basis in the owner’s residence country.

Going Public Structures

The amended TCP regime will broaden the structures that a private Canadian company with non-resident

shareholders can use to go public. For example, before March 5, 2010, if a going public transaction were

achieved by the private company amalgamating with a Canadian public company, listed shares of the
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amalgamated company received by non-residents in exchange for their private company shares would be

deemed TCP to those shareholders even if the ownership test were not met. However, for a going public

transaction which occurs after March 4, 2010, as long as the non-residents’ private company shares do not

satisfy the derived value test and are not deemed TCP under the prior rules, the listed shares of the

amalgamated company received on the exchange will not be deemed TCP.

M&A Transactions

Non-residents disposing of Canadian shares that are not TCP under the amended rules will not be subject

to the requirements of section 116, thereby eliminating the costs, complexities and cash flow burdens

associated with section 116 compliance and related tax hold-backs and escrow arrangements. For shares

that continue to be TCP and are therefore subject to section 116 compliance, the CRA’s ability to promptly

process section 116 applications should be enhanced.

However, the tax changes do not provide any enhanced purchaser relief for situations in which shares

remain TCP for which a section 116 certificate is required. A purchaser who incorrectly assumes or

determines that the shares are not TCP and fails to withhold remains personally liable for a 25% tax.

Accordingly, purchasers can be expected to undertake due diligence as to the composition of the assets of a

target company and its subsidiaries over the 60-month period prior to the acquisition, and depending on

the outcome of that due diligence, to require the seller(s) to provide representations and indemnities, or to

deliver a section 116 certificate.

Due diligence will also be important for private equity funds and other non-residents contemplating an

inbound investment in circumstances where tax treaty relief may not be available on a subsequent

disposition. The composition of the investee’s assets over the prior 60-month period and its

contemplated capital expenditures should be reviewed to determine if the derived value test may result in

ownership of TCP.

Tax-Deferred Transactions

If non-residents own shares that are TCP under the amended rules and are presented with an opportunity to

participate in a tax-deferred share exchange, they should evaluate the benefits of doing so, given that the
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new shares will automatically be “tainted” as TCP for 60 months following the exchange. If the old shares

do not have a significant gain or if any such gain would otherwise be exempt from Canadian tax under an

applicable tax treaty, it may be better not to use the tax deferral so that the new shares do not become

deemed TCP.

Alternative Exit Strategies

While the 2010 federal budget changes exempt non-residents of Canada from capital gains tax on

dispositions of Canadian securities that are not TCP or deemed TCP after March 4, 2010, they do not

modify the circumstances in which Canada imposes non-resident withholding tax. Dividends, and amounts

treated as dividends under the Tax Act, are still subject to withholding tax at a 25% statutory rate (subject to

reduction under an applicable tax treaty, generally to 5% for significant corporate shareholders and to 15%

otherwise). Accordingly, if a Canadian company were to redeem a non-resident’s shares for proceeds greater

than their paid-up capital, the excess would be deemed to be a dividend on which withholding tax would

be imposed. Similarly, sale proceeds may be treated as deemed dividends and subject to withholding tax

where shares of a Canadian company are sold by a non-resident to another Canadian company with which

the seller does not deal at arm’s length. Accordingly, the possibility of deemed dividend treatment must

still be considered in planning a non-resident’s exit strategy.
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If you have any questions on this topic or would like to discuss any other tax matters,

please do not hesitate to contact one of the professionals in the National Tax Group.

BLG’s National Tax Group consists of over 50 tax professionals. We serve clients

worldwide from our six Canadian regional offices. Our experience spans corporate tax,

international tax, personal tax and estate planning, tax litigation and commodity tax.

Tax Law Group

National Leader

Douglas J. Powrie Vancouver (604) 640-4097 djpowrie@blgcanada.com

Regional Leaders

Lindsay J. Holmes, Q.C. Calgary (403) 232-9605 lholmes@blgcanada.com

Charles P. Marquette Montréal (514) 954-3121 cmarquette@blgcanada.com

Pamela Cross Ottawa (613) 787-3559 pcross@blgcanada.com

Stephen J. Fyfe Toronto (416) 367-6650 sfyfe@blgcanada.com

Douglas J. Powrie Vancouver (604) 640-4097 djpowrie@blgcanada.com

This newsletter is prepared as a service for our clients and other persons dealing with Tax Law

issues. It is not intended to be a complete statement of the law or an opinion on any subject.

Although we endeavour to ensure its accuracy, no one should act upon it without a thorough

examination of the law after the facts of a specific situation are considered. No part of this

publication may be reproduced without prior written permission of Borden Ladner Gervais LLP.

This newsletter has been sent to you courtesy of Borden Ladner Gervais LLP. We respect your

privacy, and wish to point out that our privacy policy relative to newsletters may be found at

http://www.blgcanada.com/home/website-electronic-privacy. If you have received this newsletter

in error, or if you do not wish to receive further newsletters, you may ask to have your contact

information removed from our mailing lists by phoning 1-877-BLG-LAW1 or by emailing

subscriptions@blgcanada.com.
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