TREATY DISPUTE FINAL
ARBITRATION
The fifth protocol to the Canada-US treaty contains a
mandatory arbitration provision whose mere existence
is expected to alter the behaviour ofthe competent authorities and thus reduce the need for the provision's actual
operation. The mandatory arbitration provision's expected
impact on administrative practice rests on two factors:
(1) the administrators cannot opt out of the process, and
(2) the arbitration board must choose between the last
best offer of each side rather than settle on a compromise
solution.
The protocol amends treaty article XXVI, altering the
mutual agreement procedure (MAP) and adding the mandatory arbitration provision. Currently, under a MAP a
Canadian or US resident who is concerned about the implementation of treaty provisions can take the matter to its
own country's competent authority, which will attempt
to resolve the matter with its counterpart in the other
country. Michael Mundaca, Treasury Deputy Assistant
Secretary for International Tax Affairs, noted in his July
10, 2008 testimony before the US Senate Committee on
Foreign Relations on Pending Income Tax Treaties that
even in cooperative bilateral relationships, the competent
authorities cannot always reach a timely and satisfactory
resolution. The mandatory arbitration provision provides
competent authority with an additional tool-a final
step-for dispute resolution.
Under amended article XXVI(6), ifthe competent authorities cannot completely agree on a case, it "shall" be resolved through arbitration if certain conditions are met.
The word "shall" is the significant change, replacing the
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voluntary with a mandatory arbitration procedure. The
conditions that trigger the mandatory arbitration are
threefold: (1) tax returns are filed with the United States
and/or Canada for the taxable years in issue; (2) the taxpayer who presented the case to the competent authority
and any other taxpayer whose tax liability will be directly
affected by the resolution (concerned persons) agree to
arbitration; and (3) the issue arises under a treaty provision that is subject to arbitration. A diplomatic note entitled "Annex A to the Convention" (the arbitration note)
is an agreement between the two countries, annexed to
the treaty and an integral part thereof, that has the same
entry-into-force date as the protocol. The arbitration note
provides that the arbitration provision applies to articles
IV (residence, as it relates to a natural person), V (permanent establishment), VII (business profits), IX (related
person), and XII (royalties, allocation of exempt and nonexempt portions of royalties, and transactions involving
related persons), unless the competent authorities agree
before the date on which an arbitration proceeding would
otherwise begin that the particular case is not suitable
for determination by arbitration. The mandatory arbitration provision is thus of limited but significant scope.
New paragraph 7 proVides key rules and definitions
for implementing the arbitration procedures, particularly
timing requirements and opting-out provisions for concerned persons. Paragraph 6 establishes a threshold requirement for arbitration; all concerned persons must
agree to arbitration in accordance with paragraph 7. Before arbitration proceedings begin, concerned persons
must agree not to disclose to any other person any information received during the course of the proceedings
from the United States, Canada, or the arbitration board,
except for the board's determination. Furthermore, if a
concerned person does not accept an arbitration board's
determination, the determination does not constitute a
resolution under MAP and is not binding with respect to
that case. The diplomatic arbitration note proVides that
a concerned person may terminate the arbitration proceeding at any time. The competent authorities have no
unilateral right to opt out, however, and thus arbitration
is expected to be used rarely; the competent authorities
may reach a mutual agreement to resolve a case and terminate the proceeding. The arbitration note addresses
additional technical and procedural aspects of the arbitration procedure.
The timing requirements are intended to bring about
more timely resolution of disputes. Paragraph 7 states that
arbitration proceedings "shall begin" on the later of(1) two
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years after a case commences (unless both competent
authorities have previously agreed to a different date) and
(2) the earliest date upon which the concerned persons'
agreement to proceed with arbitration is received by both
competent authorities. The arbitration board must deliver
a determination within six months of the board chair's
appointment, and the determination must be the proposed
resolution submitted by either the United States or Canada.
Each competent authority may propose only one amount
for arbitration. In testimony before the Senate Committee
on Foreign Relations, Deputy Chief of Staff of the Joint
Committee on Taxation Emily McMahon explained, "The
last best offer approach is intended to induce the competent authorities to moderate their positions, including
before arbitration proceedings would commence, and thus
to increase the possibility of a negotiated settlement"
The paragraph 6 changes and new paragraph 7 apply
to cases under consideration by the competent authorities
on the date when the protocol enters into force and to
cases subsequently coming under consideration. The us
Treasury's technical explanation to the protocol notes the
potential for a large number of MAP cases becoming subject
to arbitration immediately upon the expiration oftwo years
from the protocol's entry into force; to avoid the bottleneck,
the competent authorities are encouraged to develop and
implement procedures for arbitration by January 1, 2009
and to begin scheduling in that two-year period for the
arbitration of appropriate cases in inventory.
The arbitration note states that in making its determination, the board shall apply, as necessary, (1) the treaty
provisions; (2) any agreed commentaries or explanations
concerning the treaty; (3) us and Canadian laws to the
extent that they are not inconsistent with each other; and
(4) any DECD commentary, gUidelines, and reports regarding relevant, analogous provisions of the DECD model treaty.
The protocol's technical explanation should constitute an
agreed commentary for this purpose: it is an official US
guide to the protocol whose content Canada has reviewed
and subscribes to. The technical explanation's introduction
says that both governments view it as an accurate reflection
of the policies behind the particular protocol provisions
and the understanding reached with respect to the treaty's
and the protocol's application and interpretation. The
arbitration note also says that an arbitration determination has no precedential value and that the board shall
not provide a rationale for its determination.
Mandatory arbitration raises questions of sovereignty.
The us model treaty does not include a mandatory arbitration provision, but in 2007 the us Senate ratified a treaty
protocol with Germany and a treaty with Belgium, both of
which include such arbitration provisions. OnJuly 17, 2008,
the DECD Council approved changes to the DECD model

treaty and commentary (the 2008 model treaty update)
that incorporate a mandatory and binding arbitration procedure. The DECD model treaty does not require the choice
of a last best offer; a footnote to the suggested text acknowledges that countries are not bound to pursue arbitration
if doing so is not consistent with domestic policy. Additional concerns expressed at Senate hearings include the
lack of input directly from the taxpayer (a concerned person), the selection of arbitrators, and the precedential value
ofarbitration decisions. However, as noted by Mr. Mundaca,
the new arbitration provisions reflect an international
business need: "Tax treaties cannot facilitate cross-border
investment and provide a more stable investment environment unless the treaty is effectively implemented by the
tax administrations of the two countries."
US tax administrators are also looking at the initial stages
of tax administration. In aJuly 10, 2008 speech, IRS Chief
Counsel Donald Korb described international taxation as
the "new frontier" and said that the IRS anticipates conductingjoint exams ofmultinational taxpayers with foreign
countries. Possible joint audits raise a variety of issues,
but at least in some cases may produce the most effective
resolution of potential international tax disputes.
Alice A. ]osl[[fer
Hodgson Russ LLP, Buffalo

CANADA-US PROTOCOL: PE FROM
CRoss-BORDER SERVICES
Deemed permanent establishment (PE) rules in the new
Canada-US treaty protocol may result in many a Canadian
service provider haVing a PE in the United States. Affected
Canadian service prOViders are subject to US taxation
(including branch profits tax) on their business profits
attributable to the PE.
This issue, inter alia, was addressed in the protocol's
long-awaited technical explanation (TE), released at the
start of the US Senate Foreign Relations Committee hearings into the protocol on July 10, 2008. Canada indicated
its agreement with the US-Treasury-prepared TE, which
features gUidance on how the two countries' tax authorities will interpret the revised treaty provisions and sheds
light on some areas where it is uncertain how the protocol
will apply. A report on the protocol issued by the US Joint
Committee on Taxation OCT) is also now available.
The TE reconfirms that the use of an arm's-length standard consistent with the DECD transfer-pricing gUidelines
is appropriate in attributing income to a PE. It also confirms that internal dealings may be used to allocate income
even if they are not legally recognized, prOVided that they
are consistent with the functional analysis.
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The protocol broadens the definition of a PE by adding
two new tests. Meeting either test results in an "enterprise"
of Canada being deemed to provide its services through
a US PE and subject to us tax on the net profits attributed
thereto.
The first test, intended to apply to an enterprise that
derives most of its revenue by providing personal services
through a small number of people, is satisfied if two
conditions are met: (l) the services are performed in the
United States by an individual present there for 183 days
or more in any 12-month period, and (2) more than 50
percent of the enterprise's gross active business revenues
are derived from the services performed by that individual in the United States. The TE clarifies that the term
"gross active business revenues" means the gross revenue
that the enterprise has charged or should charge for its
active business activities; it is not restricted to the activities related to the provision of services. Income from
passive investment activities is not included in gross active business revenues.
The second test may have much wider impact because
it applies to any enterprise that sends its employees (or
possibly subcontractors) across the border to provide
services. The test is satisfied if, for example, (l) the services are performed in the United States by a Canadian
for an aggregate 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 or have a PE in
the United States and (2) the services are provided in respect of those residents or that PE. The TE notes that the
determination of whether projects are connected should
be considered from the enterprise's point of view, not
the customer's, and depends on the facts of each case.
Projects are connected if they constitute a coherent whole,
both commercially and geographically. This aggregation
rule seeks to address potential abuses that artificially
divide projects into smaller projects to avoid meeting the
183-day threshold.
The TE offers a few examples of the rules' application.
For example, a Canco wishes to acquire a Usco and hires
a Canadian law firm to perform due diligence work. The
firm sends to the United States an employee, who is present there for over 183 days. Assuming that the fees paid
by Canco do not exceed more than 50 percent of the
Canadian law firm's gross active business revenues, the
firm is not deemed to have provided services through a
PE under the first test. The second test is also not met
because the Canco customer is a not a US resident and
does not maintain a US PE.
The TE confirms that an individual who provides services must be physically present in the other country before
these rules apply, and that only services to third parties

are considered (not intercompany services). For example,
the TE states that an enterprise that provides telephone
or computer customer support services to residents of
the other country is not thereby considered to provide
services in that other country if the employees are not
working there.
The TE explains that each test has slightly different
methods for counting days. For the first test, physical presence during any part of a day counts as one day. But for
the second test, only days where services are provided are
included in the total: weekends, holidays, and other nonworkdays do not count. For both tests, the 183 days refer
to per-calendar days of presence, not per-individual days
of presence. Thus, for example, if an enterprise sends 20
employees to the other country for 10 days, it is considered
present there for only 10 days, not 200 days (20 x 10).
The us JCf report acknowledges that a deemed PE may
burden the enterprise and the individuals involved with
a great many administrative and compliance matters related to payroll, tax identification numbers, and the filing
of tax returns, and it questions how the treaty partners
intend to deal with these issues. Both the TE and the JCf
report encourage the us and Canadian competent authorities to consider adopting rules to reduce the potential
for excess Withholding taxes that may arise as a result of
these rules. The TE, however, does not indicate how the
competent authorities intend to deal with the additional
administrative burden imposed by the new rules.

Jim Yager
KPMG LLP, Toronto

RETAIL SALES TAX'S LONG ARM
Canada's remaining retail sales taxes (RST) systems-in
British Columbia, Saskatchewan, Manitoba, Ontario, Prince
Edward Island, and (for these purposes) Quebec-have
for some time been attempting a legislative extension of
their powers to tax business activities reaching into their
respective provinces.
British Columbia, Manitoba, and Quebec all have a
similar approach: to require any extraprovincial Canadian
business that solicits orders for goods in the province and
sends goods into the province to register and begin charging, collecting, and remitting the local RST on those sales,
even sales structured to occur extraprovincially. For example, an Ontario business that sends catalogues into
British Columbia and then fills orders from Ontario (shipping goods to BC consumers, ex warehouse) is required
under section 92 of the BC Social Service Tax Act to be
registered under that act and to charge its BC customers
the tax applicable to the sale.
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These extraprovincial approaches raise constitutional
concerns: a province's right to tax is limited to the imposition of direct taxes within the province under section 92
of the Constitution Act. Arguably, these sales tax provisions
overstep constitutional bounds and should be interpreted
as not applicable to cases where the non-resident vendor
has limited its presence or level ofactivity in the particular
province. For example, completing all sales in the home
province and ensuring that the place ofoperations remains
in the home province are hallmarks of the traditional
income tax tests for carrying on business only in the
home jurisdiction. Despite these constitutional concerns,
Quebec and British Columbia have each gone so far as to
establish an Ontario office, staffed with dedicated Ontariobased auditors charged with requiring compliance with
the respective extraprovincial sales tax laws by Ontariobased businesses. Most Ontario vendors that come under
the scrutiny of these extraprovincial sales tax auditors
lack the will or the resources to engage in litigation challenging the approach's constitutional propriety. It will be
interesting to watch these initiatives develop.
Perhaps coincidentally, the US House Judiciary Subcommittee on Commercial and Administrative Law is
grappling with this same type of issue in its consideration
of the Business Activity Tax Simplification Act (BATSA) of
2008 (HR 5267), which establishes physical presence as
the nexus standard for all state business activity taxes. The
bill expands the federal prohibition against state taxation
of interstate commerce and defines a bright-line physical
presence test for a state's taxation ofout-of-state companies.
BATSA also prohibits a state from imposing a business activity tax on any taxpayer that does not have a physical presence in the state for 15 days or more during the year.
Physical presence is not established by a presence in a state
"to conduct limited or transient business activity." The bill,
which is federally driven, has as its main goal a uniform
coordinated basis for state-based corporate income taxes
that is notably different from the approach taken by British
Columbia, Manitoba, and Quebec for their sales taxes.
Robert G. Kreklewetz andJenny Siu

Millar Kreklewetz LLP, Toronto

TAX-RECOGNIZED SAVINGS PLANS
Canada's traditional bevy of tax-recognized schemes for
personal savings-RPPs, RRSPs, and RESps-expanded to
include registered disability savings plans in 2008 and
tax-free savings accounts in 2009, but the initiative for
tax-deductible RESPs was qUickly aborted. All these plans
conveniently reduce personal taxes, but the three newest
plans, when held up to the mirror of economic analysis,
reveal some interesting distinctions.

A direct personal tax can have an income, a consumption, or a hybrid base. In the case of an income base, tax
is imposed both when the initial savings are earned as
labour income and when investment returns are paid or
accrued. Thus, an income-based tax is said to impose a
double tax: on the savings and on the future consumption
that they finance. The table shows the pattern of taxation
for an income-based tax: both the initial deposit of savings
and the investment returns are taxed, but withdrawals are
exempt (a taxable/taxable/exempt pattern, or T/T/E).
In contrast, a consumption base for taxation imposes
tax on savings only once-either at the time of the initial
deposit or when the funds are withdrawn for consumption purposes. The tax-deferred method provides an exemption from tax at the time of deposit via a deduction
from earned income for the amount saved, exempts investment income earned, and taxes withdrawals. This
tax-deferred form of consumption taxation applies tax
only once to savings: when they are used to finance consumption (an E/E/T pattern).
A tax-prepaid type of consumption base allows no deduction for the initial deposit: the principal is taxed along
with any labour earnings used for current consumption.
But then both the investment returns and the withdrawal
of funds to finance future consumption are tax-exempt
(a T/E/E pattern). Assuming that tax rates are equal in
the saving and withdrawal periods and that investment
returns and discount rates are equal, the tax-deferred and
tax-prepaid consumption bases are equivalent: the taxprepaid method collects the tax on future consumption
earlier, butyields the same present value as the tax-deferred
method.
Economic analysis leads public finance specialists to
prefer consumption over income bases for taxation for
three reasons. (1) A consumption-based tax is more equitable over the lifetimes of individuals who have the same
total lifetime resources but choose to save and consume
at different rates and times. (2) A consumption-based tax
is generally considered to be superior in terms of the
economy's efficiency and long-run growth. (3) Aconsumption-based tax is easier to operate and enforce, because
measuring investment income accruals is difficult, and
compromise methods (such as taxing capital gains on realization) introduce further biases.
Canada's direct personal tax is conventionally referred
to as an income tax, but for the great majority of taxpayers it is in fact much closer to a consumption-based tax,
because the many tax-deferred plans and exceptions to
full taxation of capital gains apply to a large proportion
of those taxpayers' wealth. Thus, many individuals can
exploit tax-deferred savings via RPPs and RRSPs. They also
enjoy tax-prepaid savings through their investment in
home equity, which benefits from tax-free capital gains
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Alternative Personal Tax Bases and Tax-Recognized
Savings Schemes
Tax treatment of
Type of tax base

Examples

Deposit

Accrual

Withdrawal

limes
taxed

Income

Nonregistered
savings

T

T

E

2

Consumption
(tax-deferred)

RPP. RRSP

E

E

T

Consumption
(tax-prepaid)

TFSA.
home equity

T

E

E

RESP,
RDSP

T

E

E'

Taxdeductible
RESP

E

E

E"

Nominal receipts
None

0

Key: T =taxable (or not tax-deductible upon deposit); E =exempt from tax (or taxdeductible upon deposit); E' accumulated investment return is nominally taxable
upon withdrawal. but effectively tax-free or low-taxed for most recipients when used
for educational (RESP) or disability support (RDSP) purposes; E" entire
withdrawal is nominally taxable. but effectively tax-free or low-taxed for most
recipients when used for educational purposes.

=

=

on the principal residence and no tax on its imputed
rental value. Moreover, non-registered capital assets are
subject to preferential taxation as capital gains due to a
deferral of tax until the gain is realized and partial inclusion rates.
This largely consumption-based tax treatment is denied
to the highest-income individuals by virtue of the dollar
limits on RPP and RRSP contributions. The lowest-income
individuals are also deterred from tax-deferred schemes
because their tax savings on deposits are minimal and
their tax burden on withdrawals during retirement is
heavy because of clawbacks in public retirement income
programs. The new tax-free savings account is a tax-prepaid
method of consumption taxation that will help to relieve
these limitations of tax-deferred schemes. High-income
earners currently constrained by the dollar limits on taxdeferred savings can save an additional $5,000 per year
on a consumption-tax basis. Low-income earners inhibited
from saving under existing tax-deferred schemes gain
stronger incentives to augment their retirement living
standards beyond the floor amounts assured by public
pension benefits (the OAS and GIS).
The RESP represents a different tax base: the original
savings are taxed and investment returns are exempt as
earned, but the accumulated investment returns are taxed
on withdrawal. This "nominal receipts" base may be
viewed as intermediate between income and consumption
bases and nearer a consumption base for longer holding
periods, lower marginal tax rates or inflation rates, and
higher real rates of return. But RESP withdrawals are typically taxable to students at very low or nil tax rates, and

thus the scheme in fact approaches a tax-prepaid consumption base (a T/E/E pattern).
The new registered disability savings plan (RDSP) for
disabled beneficiaries is structured like the RESP, and
most of its beneficiaries are taxable at very low or nil
rates. Thus, the RDSP also approaches a tax-prepaid consumption base. In line with the plans' social goals, both
RESP and RDSP contributions qualify for matching grants
that make the schemes actually more favourable for savings than a pure consumption-based tax, especially for
lower-income contributors.
The Commons-approved Bill C-253 would have made
RESP contributions tax-deductible and all withdrawals
taxable. At first blush, the structure appears to have a
tax-deferred consumption base, but RESP withdrawals are
taxable to the student, normally at a very low or nil tax
rate, meaning that both contributions and withdrawals
will be exempt (an E/E/E pattern). Exemption from tax
on both the savings and the future consumption departs
from accepted economic principles. Quite apart from
drafting defects in the bill, which made some withdrawals
taxable where the contribution was not deductible, good
tax policy justified this proposal's demise.

Jonathan R. Kesselman
Simon Fraser University, Vancouver

JOURNAL ENTRY NOT PAYMENT
A recent internal CRA technical interpretation (20070229311I7, June 14, 2007) confirms that journal entries
shOWing a liability for payment and the reciprocal receivable for a capital dividend are not enough for the dividend
to be considered paid. Thus, a journal entry does not
justify the receiving corporation's addition of the dividend
to its capital dividend account (CDA) so that it can pay a
capital dividend in turn to its own shareholder.
In the TI, Mr. A is the sole shareholder of A Co, which
owns all of B Co's outstanding shares; both are private
corporations under subsection 89(1). B Co declares a
dividend to A Co equal to the amount of its CDA and
completes a timely capital dividend election (subsection
83(2». A Co adds the capital dividend so elected to its
CDA and in turn declares a capital dividend to Mr. A in
the same amount, equal to its own CDA.
A CRA audit established that the capital dividend was
not recorded in the accounting books of either A Co or
B Co, and there was no disbursement of funds. A representative of A Co and B Co then amended both corporations' financial statements to reflect the new journal entries
in which B Co recorded a debit of a dividend paid and a
credit due to A Co, and A Co recorded a debit of a receivable from B Co and a credit due to Mr. A. However, the
CRA informed A Co that it had made an excessive capital

-----------------111-----Volume Hi. Number 8

August 2008

CANADIAN

Highlights

dividend election, and it assessed part III tax under subsection 184(2).
The TI says that A Co cannot add the B Co dividend to
its CDA, because a capital dividend must be received before
it can be added to the account. The TI says that whether
an amount is "received" is a question of fact, citing the
SCC finding in Hickman Motors ([1998] 1 GTC 213) that
accounting entries only report on operations: the actual
facts establish the nature and true substance of the operations. The TI concludes that the simple act of posting
the accounting entries by A Co and B Co does not in itself
constitute payment of a dividend. As a result, A Co cannot
include such a dividend in its CDA before it declares a
capital dividend to Mr. A. However, the CRA acknowledges
that a dividend can be paid by a corporation and received
by its beneficiary without a transfer offunds-for example,
when a corporation issues a demand note that is accepted
as absolute payment by the recipient.
The TI states that, technically speaking, part III tax
could apply to A Co because its capital dividend election
exceeds its CDA balance, imposing a 75 percent tax on
the amount of the dividend. However, the CRA also notes
that A Co is relieved of part III tax by electing a separate
dividend (subsection 184(3» within 90 days following
the part III assessment's mailing date, and Mr. A is liable
for tax on the separate taxable dividend deemed under
paragraph 184(3)(c) only if he received the di~idend.
Although not directly addressed in the TI, it appears on
the facts presented that the dividend referred to in the
journal entry was also not "received" by Mr. A-only "paid"
via the journal entry-and thus we assume that the dividend is not taxable in Mr. A'S hands.
eRA cannot piggyback on Quebec assessment. In
a recent procedural case, 126632 Canada Ltee (2008 TCC
132), the TCC ruled against the CRA, finding that the CRA
could not reassess a taxpayer solely on the basis of a
Revenue Quebec reassessment issued after reaching a
settlement with the taxpayer.
The corporate taxpayer operated a small restaurant.
An earlier CRA audit led to an assessment for a nominal
amount; later, Revenue Quebec, relying on a "clearly exaggerated evaluation," issued an arbitrary assessment to
the taxpayer for undeclared income. After the taxpayer
objected to the Revenue Quebec assessment, a settlement
was eventually reached for about 10 percent of the amount
originally assessed. The TCC ruled that the CRA could not
simply rely on the second Quebec reassessment to reassess
the taxpayer for federal tax without verifying the facts
for itself. The case was heard under the TCC's informal
procedure and cannot be relied on as a precedent.
Paul Hickey
KPMG LLP,

Toronto

PROVINCIAL R&D
CREDIT UPDATE
A corporation may be eligible for any provincial and territorial R&D tax credits, but an individual can claim a
credit only in Newfoundland and Labrador, Quebec, and
the Yukon. Table 1 summarizes R&D credits.
Provincial and territorial tax credits are considered to
be government assistance for federal tax purposes and
thus reduce expenditures eligible for the federal R&D
deduction and federal investment tax credits. An earlier
article summarized recent federal R&D changes ("Federal
SR & ED ITCS," Canadian Tax Highlights, April 2008).
Recent changes enhanced R&D tax credits in Alberta,
Ontario, and Quebec. Alberta will introduce a 10 percent
refundable tax credit on eligible R&D expenditures incurred after 2008 to a maximum annual credit of$400,000.
Ontario increased the parameters for its innovation tax
credit (OITC, table 2). Also for taxation years ending after
Table 1 R&D Credits
Rate

Credit
against

Refundable

Carryback

Carryforward

years

percent

Alberta"
SR& ED after
2008

10

Prov.IT

Yes

na

na

British Columbia
Qualifying CCPCSb

10

Prov.IT

Yes

na

na

Corporations in
general

10

Prov.IT

No

3

10

Manitoba

20

Prov.IT

No

3

10

New Brunswick

15

Prov.IT

Yes

na

na

Newfoundland
and Labrador

15

Prov.IT

Yes

na

na

Nova Scotia

15

Prov.IT

Yes

na

na

Innovation tax
credit c

10

Prov.IT
andCT

Yes

na

na

Business research
institute tax
credit d

20

Prov.IT
andCT

Yes

na

na

SR& ED for
taxation years
ending after 2008

4.5

Prov.IT
andCT

No

3 (to years
ending after
2008)

20

17.5 to 37.5

Prov.IT
andCT

Yes

na

na

35

Prov.ITand
CT

Yes

na

na

Saskatchewan

15

Prov.IT

No

3

10

Yukon9

15

Terr. IT

Yes

na

na

Ontario

Quebec
R& Dwage tax
credit"
Other tax credits!

(The table is concluded on the next page.)
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Table 1 Concluded
Note: IT =income tax; CT =capnaltax. NorthwestTerritories, Nunavut. and Prince
Edward Island have no R&D incentives.
" Alberta's maximum annual credn is $400,000. b British Columbia's refundable
R&D tax credit is limited to 10 percent of the lesser of (1) eligible BC R&D expendituresand (2) the federal R&Dexpenditurelimit;themaximumannualcreditis$300,ooo
for taxation years ending after February 25, 2008. c In Ontario, for taxation years
ending after February 25, 2008, a corporation wtth taxable income under $400,000
and taxable capital under $25 million-both for the prior year on a worldwide associated basis-{;lln claim the OITC on up to $3 million of expendnures; the maximum
annual credit is $300,000. Acorporation wtth taxable income between $400,000 and
$700,000 or taxable capnal between $25 million and $50 million is eligible for apartial
credn. All current and 40 percent of capnal expenditures are eligible. Table 2 shows
the thresholds for earlier taxation years. d Ontario's business research institute tax
credn equals 20 percent of qualRying payments (up to $20 million annually on an
associated basis) to Ontario eligible research institutes; the maximum annual credn
is $4 million. e AQuebec Canadian-controlled corporation with less than $50 million
in worldwide associated assets for the prior year can claim 37.5 percent of up to $3
million of R&D wages, on an associated basis and including 50 percent of payments
to unrelated subcontractors; the maximum annual credit is $1.125 million. (Fortaxation
years ending before March 14, 2008, the expenditure limn is $2 million; transitional
rules apply for taxation years that include March 13, 2008.) The rate for such a corporation with assets between $50 million and $75 million falls graduaJly to 17.5percent,
the rate for all othertaxpayers. f Other credns include university R&D, private partnership R&D, and R&D consortium. In some cases, the credn applies to 80 percent of
payments to entities such as a universtty. 9 The Yukon credn is 20 percent on R&D
expendnures made to Yukon College.

Table 2 Ontario Innovation Tax Credit Parameters
Taxation
Before
February 26, 2008

After
February 25, 2008"

dollars
OITC expenditure limn

.

2 million

Phase-out range
Taxable income

.

400,000 to 600,000

Taxable capital

. 25 million to 50 million

3million
400,000 to 700,000
25 million to 50 million

"The straddle year's expenditure limn requires separate calculations using the
old and new phase-out ranges.

2008, a new 4. 5 percent non-refundable tax credit replaces
Ontario's deduction for the portion of the federal investment tax credit relating to Ontario R&D expenditures:
the deduction will be disallowed when Ontario harmonizes
its corporate income tax base with the federal base. Quebec enhancements for taxation years ending after March
13,2008 increase the spending limit for the 37.5 percent
R&D wage tax credit from $2 million to $3 million and
extend eligibility for the private partnership tax credit
to pre-competitive research partnerships with public
partners. Saskatchewan indicated that it will examine its
R&D program to improve its effectiveness.
Vik Sachdev

PricewaterhouseCoopers LLP, Toronto
Kent B. Smith

PricewaterhouseCoopers LLP, Ottawa

WRONG COURT AND TAXPAYER
In the recent FMC Technologies case (2008 FC 871), the
taxpayer, a Canadian subsidiary (FMC) of a Swiss parent
(FOCI), applied to the Federal Court for a judicial review
of a CRA tax assessment. FMC had been denied a refund
credit for withholding taxes paid by FOCI in respect of
services rendered under a management services agreement with a third-party Canadian resident.
FMC and FOCI and other joint venture participants entered into an agreement (the TSA) to provide services in
connection with the development of the Terra Nova oil
field located on the Grand Banks of Newfoundland. PetroCanada was a participant and the operator, and it acted
as agent for other joint venture participants. Because FOCI
only had the capacity to perform services outside Canada,
it subsequently entered into an assignment agreement
that provided that "FOCI cedes to [FMC] Canadian in-eountry
responsibility for services, installations and materials
procurement as more ful[ly] defined in the Management
ServicesAgreement" With Petro-Canada's required consent,
FOCI assigned to FMC the fees due under the contract relating to the in-Canada services, for which FMC would invoice
Petro-Canada (including a profit element). FOCI retained
the right to sue Petro-Canada if payment was not made.
A key element of the TSA was that FOCI was not permitted
to assign to any party its interests, rights, and obligations
under the TSA to a third party, other than monies owed
to it and then only with Petro-Canada's consent.
Over four years, FMC invoiced Petro-Canada approximately $18 million for in-Canada services rendered. PetroCanada was subsequently reassessed under regulation 105
for failure to withhold 15 percent on payments made to
the non-resident FOCI in respect of services rendered in
Canada. The CRA acknowledged that the services were
actually performed by FMC and the amounts paid directly
to FMC, which reported them (including the profit element)
in its Canadian tax return. The CRA said that in law these
amounts emanated from the TSA contract and were due
only to FOCI because it was the only "payee" party to the
TSA contract. Petro-Canada initially objected to the regulation 105 assessment but did not pursue the action, presumably because it was fully indemnified by FMC.
Petro-Canada (and therefore, effectively, FMC) paid the
15 percent withholding tax, interest, and penalties on a
sum in respect of an amount that FMC had included in its
Canadian part I income for a year now statute-barred.
FMC filed a notice of appeal with the TCC in respect of
the withholding tax withheld, but was unsuccessful because
FMC had no standing to challenge Petro-Canada's withholding obligation in respect of FOCI's tax liability. FMC then
applied for a refund of overpaid tax under subsections
164(1) and (1.1), saying that paragraph 153(1)(g) provides
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that sums paid in respect of withholding taxes are paid on
account of "taxes of the payee" for the year: thus, the sums
effectively withheld by Petro-Canada under its regulation
105 assessment should have been credited to FMC's part I
tax instalments. The minister refused FMC's refund request,
saying that at law FOCI, not FMC, was the payee.
With few remedies left to pursue, FMC applied to the
Federal Court for judicial review of the minister's administrative actions on the basis that the minister erred in
law in finding that FMC was not Petro-Canada's payee.
FMC also argued that because it could no longer challenge
the tax assessed under its part I tax for statute-barred
years, it was equitable for FMC to obtain a measure of relief
from what was in essence double tax. The taxpayer argued
that a judicial review was appropriate because this was
an administrative law case, not purely a tax case.
The court found that FMC Canada was attempting to
indirectly challenge Petro-Canada's withholding tax assessment. Even without considering the question of whether
one taxpayer can challenge another's assessment, the court
determined that a tax challenge by a taxpayer was in the
TCC's exclusive purview, and the Federal Court did not
have jurisdiction to hear the matter. The court cited as
support the SCC decision in Addison & Leyen (2007 SCC
33), which held that judicial review should not be used as
a new form of litigation designed to circumvent the system
of tax appeals already established by Parliament and the
jurisdiction of the TCC. The SCC held that all attempts to
encroach on or circumvent the integrity and efficacy of
the system should be rejected, and judicial review should
only be used as a measure of last resort in this context.
The Federal Court did, however, say that the standard
for judicial review is whether the minister's decision was
reasonable given the facts and the nature of the decision,
not whether the minister's decision is correct. In this case,
however, the Federal Court concluded that the minister's
conclusion was correct. The court noted that the minister
concluded that FOCI, not FMC, was Petro-Canada's payee.
Although FOCI subcontracted the in-Canada services to
FMC and assigned the related fees to FMC, those agreements did not change the fact that FOCI was the only payee
under the TSA. FOCI may have overpaid its taxes, the court
said, because all its receipts relating to the FMC services
were expensed out as payments due to FMC. And only
FOCI can seek a refund of the non-resident Withholding
tax (Sentinel Hill (2008), 89 OR (3d) 30 (CA)). Accordingly, FMC had not overpaid its taxes, but it was out of
pocket because it had indemnified Petro-Canada.
The decision highlights the need for legal arrangements
to be prepared and reviewed with an eye to whether they
will bind all the relevant parties in the desired fact pattern. Tax practitioners are cautioned that subcontracting

arrangements that are often used as a quick fix may not
be effective vis-a-vis tax issues if, among other things,
they fail to bind a particular party to the intended transaction matrix.

john jakolev and Graham Turner
Jet Capital Services Limited, Toronto

REDRAFTED

FA

RULES

Draft legislation released onJuly 14, 2008 includes revised
paragraph 95(2)(t) proposals originally released on October 2, 2007 but withdrawn from Bill C-28, presumably
because of technical concerns and the need to speedily
enact the bill. (See "Foreign Affiliate Computations Morph,"
Canadian Tax Highlights, December 2007.) These amendments are effective for FA taxation years beginning after
October 2, 2007, but a taxpayer may elect application to
taxation years beginning after December 31, 1994,
December 20, 2002, or February 27, 2004.
The redraft includes paragraphs 95(2)(t) through (f.15),
subsection 95(2.6), and subsection 95(1) definitions: antecedent corporation, calculating currency, designated acqUired corporation, and specified person or partnership.
Like the previous version, the revisions contain a main
rule, a reading rule, currency rules, and a carve-out rule,
each as described by Finance in the technical notes.
The carve-out rule broadly prOVides that an FA's income,
gain, or loss does not include any portion accrued while
the property or business was owned by arm's-length
persons. The revisions generally deal with most of the
earlier concerns. A Canco should be able to acquire an FA
from a related foreign parent and carve out pre-acquisition
amounts. In the technical notes' example 1 for the "designated acqUired corporation" carve-out, aCanadian parenteo
sets up an acquireco to buy a Canadian target, which owns
FA 1, which in turn owns FA 2. A subsection 87(11) amalgamation forms an amalco. The reworded proposal should
generally prOVide the appropriate carve out. The amalgamation or windup to create the antecedent corporation
need no longer be part of the series of transactions that
includes the arm's-length acquisition of the Canadian
target, and non-subsection 87(11) amalgamations do not
qualify. Thus, the carve-out appears to apply only if there
is a vertical amalgamation or Windup; also different carveout treatments apply depending upon whether property
is sold before or after that event. The carve-out provision
may not work adequately in all situations; if the Canco
(or a related Canco) held a 1 percent interest in the FA
before it acquires the balance of the FA interests from its
related foreign parent, no carve-out is allowed for its
newly acqUired FA interest in the period the 1 percent
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interest was held. If in the technical notes' example 1 the
Canadian target's Canadian sub held a 1 percent interest
in FA 1 and it was not amalgamated or liquidated, there
is no carve-out for the period when the 1 percent interest
was held.
In the technical notes' example, on the amalgamation
of the acquireco and the Canadian target, the amalco may
be eligible to bump the FA 1 shares' ACB under paragraph
88(1)(d) and thus reset FA l's and FA 2's surplus balances
under proposed regulation 5905(5.1) «5.2) on a Windup).
Apparently Finance views the intended carve-out for a
designated acquired corporation as analogous to FA 1's
direct acquisition by an acquireco, for which there is generally no carryover of surplus balances. A note to example
1 says that the regulations may be amended to reset surplus
balances but does not mention a bump: loss of carryover
surplus may not be appropriate in the absence of a bump
and could retroactively disadvantage affected taxpayers.
The main, reading, and currency rules of the prior
proposal are generally continued. However, the currency
rule for distributions, etc. under prior subparagraphs
95(2)(f.2)(iv) and (v) were not reintroduced, perhaps
because the foreign PUC notion will be looked at by the
committee reviewing international tax issues. Also, the
currency rule now provides that any FAPI arising from
capital gains on excluded property is computed using the
calculating currency; the result is translated into Canadian
dollars at the then current rate.
Paul Barnicke and Melanie Huynh

PricewaterhouseCoopers LLP, Toronto

RESIDENCE TRUSTS
Ownership of a residential property-a Canadian principal
residence or cottage or a Florida property-by way of a
trust has become increasingly popular as a means of,
anlOng other things, avoiding probate fees, US estate tax
(for a US property), and capital gains tax on death. Use of
a trust also facilitates ownership of a secondary property
as a family property. If it is intended that a trust will claim
a principal residence exemption, it is important to consider
whether the structure ofthe benefidarycategory maximizes
the total exemptions inside and outside the trust.
A trust may designate as a principal residence a housing
unit ordinarily inhabited by a specified beneficiary in the
year if several conditions are met. The designation must
be made in prescribed form and manner. The trustees
must set out each specified beneficiary for the year: each
individual beneficially interested in the trust (including a
contingent beneficiary, even one with a right to occupy
only after another's death, or a beneficiary who has a life-

time right to inhabit a housing unit) who ordinarilyinhabited
the housing unit, or who had a former or present spouse
or common-law partner or child who ordinarily inhabited
the housing unit. Moreover, a non-registered-charity corporation or a partnership cannot have been beneficially
interested in the trust at any time in the year.
Once the trust designates a property as a principal
residence vis-a-vis a specified beneficiary, that individual
cannot specify any other property as a principal residence
for that year, nor can any person who was throughout
the calendar year his or her spouse or common-law partner
(unless separated and living separate and apart) or a
child (unless married, in a common-law partnership, or
over 18 years of age). Moreover, if that specified beneficiary was not married, in a common-law relationship, or
at least 18 years of age during the calendar year, no other
principal residence can be designated by his or her mother
or father, or brother or sister who is unmarried, not in a
common-law relationship, or under 18 (whether or not
they ordinarily inhabit the trust property).
Generally speaking, the specified beneficiary or his
child, spouse, or former spouse must ordinarily inhabit
the housing unit. Thus, for example, another beneficiary
who is an adult sibling of a specified beneficiary is not
generally prevented from making a principal residence
election with respect to a housing unit he owns directly
and ordinarily inhabit.,> so long as he does not ordinarily
inhabit the property the trust designates. However, this
is not the case if both the sibling and the specified beneficiary are under 18 and unmarried.
A trust may designate only one residence for a year
even if, for example, one personal trust was created by a
person to hold two homes, for the use of each of two
adult children. Moreover, if the trust designates one of
the properties, it is deemed to be designated by each
specified beneficiary, and neither can designate another
property for that year. The policy behind this result is
not clear; a separate trust should be formed to hold each
property that is potentially a principal residence. Each
trust may be discretionary with some or all of the children-but not the parents-as beneficiaries. Only the child
beneficiary occupying the trust's residence qualifies as a
specified beneficiary of that trust; if the child is of majority, only that child, his spouse, and his unmarried minor
children are deemed to have designated the residence.
In the case of a cottage property held by a trust, arguably every family member beneficiary who has and has
enjoyed seasonal use of the cottage ordinarily inhabits
it. Thus, the trust's designation of the cottage as a principal
residence may adversely affect the principal residence
exemption of several beneficiaries. Designation for one
is deemed for each of the trust's other specified benefici-
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aries, and thus every beneficiary who uses the cottage
even occasionally may be precluded from claiming another
principal residence.
Alternatively, a corporation-not necessarily incorporated for that purpose-ean take title to the house as bare
trustee for the clients (say, the mother and father) as
beneficial owners. The house falls into the estate of the
spousal survivor, but it can be dealt with in his or her will
if it is not submitted for probate. No land transfer tax applies on the transfer oflegal title to the corporation because
there is no change in beneficial ownership. A deed of
transfer to a corporation must be executed by the current
title holders. A land transfer tax affidavit in respect of a
trustee-to-trustee transfer must be executed, and the corporation must sign a declaration of trust for the corporation to sign confirming that it holds title as bare trustee.
No probate fees are payable on the survivor's death.
A Canadian trust properly structured to own a US residential property should avoid US estate tax and taxable
benefits in Canada and be entitled to the 15 percent US
tax on long-term capital gains (a corporation pays 34
percent us tax). Canadian tax is payable on a disposition
with a foreign tax credit for any us tax. The Canadian
trust should be carefully structured to avoid grantor trust
status in the United States.

jack Bernstein and Elisabeth Atsaidis
Aird & Berlis LLP, Toronto

PROVINCIAL ENVIRONMENTAL FEES
Provincial environmental fees, although less pervasive
and visible than sales taxes, have been levied for many
years in an effort to devolve to the companies responsible
(stewards) some ofthe recycling and disposal costs related
to their bringing packaging, hazardous waste, and electronics materials into a province. The administrative
logistics for a business can impose a significant and burgeoning cost.
Subject to certain de minimis rules, a company must
generally register as a steward if it is resident in a province and its brand or trademark, as owner or licensee, is
on any product, packaging, or printed matter covered by
an environmental levy. If the brand owner or licensee is
not resident in the province, the person that imports the
products into or first supplies them in the province may
need to register as a steward and pay the applicable fees.
A franchisor may also be obliged to register as a steward
for all designated materials within the franchise system;
specified companies can voluntarily register, typically to
alleviate the burden on other parties.

The well-known blue-box recycling programs in Ontario
and Quebec were designed and created so that companies
contribute 50 percent of the net municipal costs associated
with operating residential recycling programs. Fees are
imposed on a steward that uses printed matter and packaging materials, including plastics, steel and other metals,
aluminum, and glass. A steward must collect and report
the annual weight of its relevant packaging and printed
material in kilograms by material subcategory. For example, the fee rates in 2008 in Ontario are 18.449 cents
per kilogram for certain plastics and 2.182 cents per kilogram for magazines and catalogues.
British Columbia, Alberta, Quebec, and Ontario have
also implemented programs directed at companies that
manufacture and market common household hazardous
waste products and other materials such as paint, singleuse batteries, antifreeze, pesticides, and fertilizers. As
with the blue-box programs, companies pay fees on these
products to fund the costs associated with collection,
landfill diversion, and recycling of hazardous waste materials. Fees and affected products vary from province to
province.
British Columbia, Alberta, Saskatchewan, Manitoba,
and Nova Scotia (and Ontario in April 2009) also impose
an environmental fee on the sale to consumers in the
province of designated electronic products: televisions,
computers, computer monitors, printers, keyboards, and
scanners. Fees collected under this e-waste initiative will
fund programs that encourage consumers to bring their
obsolete electronic equipment to collection sites for processing and recycling. Generally, provincial e-waste programs allow electronic product suppliers to pass the
environmental levy directly on to consumers at the time
of sale. In Alberta, the first province to implement the
program, fees ranging from $8 on printers and printer
combinations to $45 on large television sets are charged
by retailers to consumers at the time of sale.
All these fees are not yet imposed in every province,
but they are being considered in all provinces. Compliance issues include (1) understanding and keeping track
of the range of environmental levies, which no doubt will
increase over time; (2) regular reporting to the provincial
governments on the quantities and weight of products
subject to the fees; and (3) calculating and remitting the
applicable fees on affected products. The administration
can be onerous for a business, and thus the development
of effective tracking and reporting systems is crucial in
order to ensure compliance.

Audrey Diamant and Eric Paton
PricewaterhouseCoopers LLP, Toronto
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Treaties
In 2008, Barbados intends to vigorously pursue the expansion of its treaty network, including treaties with Argentina, Belgium, Brazil, Chile, Colombia, Czech Republic,
India, Ireland, Malaysia, Nigeria, Russia, and South Africa.
Mexico held treaty negotiations with Uruguay (a first-time
treaty) and Switzerland, and signed a new treaty with
Germany. The Mexico-Germany treaty was concluded
in German, Spanish, and English, each text having equal
authority. If interpretations of the German and Spanish
texts diverge, the English text prevails.

OECD
The OECD Council approved the 2008 model treaty update.
On July 7, 2008, the Committee on Fiscal Affairs released
a discussion draft containing a new version of model
treaty article 7 (business profits) and revised commentary
on the principles guiding the attribution of profits to a
PE. Interested parties should send their comments to
jeffrey.owens@oecd.org before December 31,2008.
In 2006, the Committee on Fiscal Affairs established
an informal consultative group to consider treaty benefits
available to collective investment vehicles and related
procedures for cross-border investors. The group indicates
that it will make comprehensive recommendations regarding policy and legal issues in its final report to the committee in January 2009.

United Kingdom
For taxation years straddling the 2008 UK financial year,
which marked a reduction from 30 to 28 percent in the
corporate tax rate, the 2008 Finance bill did not take into
account the potential restriction in the foreign tax credit
to less than the UK corporate tax on a foreign dividend.
The 2009 Finance bill will rectify the error retrospectively,
and in the interim HMRC will use its statutory discretion
to grant relief.
Newly issued tax-avoidance regulations that come into
force on November 1, 2008 prescribe the information to
be provided by the promoter of a tax arrangement tq its
clients and from a client to the arrangement's other likely
beneficiaries.

Australia
On August 6, 2008 the Treasury released the first paper
in a review of the Australian tax system. The paper makes
observations regarding demographic, social, economic,
and environmental challenges and opportunities in the
next century and compares the Austraian and other counfries' tax systems.
Vivien Morgan

Canadian Tax Foundation, Toronto

Hong Kong
Hong Kong and Dubai signed a memorandum of understanding on Islamic financial products. The Hong Kong
Airport Authority will issue Hong Kong's first Islamic
bond, raising an anticipated US$ I billion. Waiver ofcertain
Hong Kong taxes is intended to boost development of Islamic finance in Hong Kong.

Liechtenstein
Liechtenstein and the European Union reportedly have
by and large concluded negotiations for an anti-fraud
agreement, which strengthens information exchange on
tax offences, and includes mutual legal and administrative
assistance in direct-tax fraud, mutual information exchange
for all indirect-tax offences, and anti-money-Iaundering
provisions.
The bank that sparked multi-country investigations of
its secret accounts has retained a third-party audit firm
to begin an independent probe of its operations.
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