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Application
This bulletin cancels and replaces:
e IT-270R2, Foreign Tax Credit, dated February 11, 1991;

e IT-194, Foreign Tax Credit — Part-time Residents, dated
January 6, 1975; and

e |T-183, Foreign-Tax Credit — Member of a Partnership,
dated October 28, 1974.

Summary

Section 126 of the Act makes a foreign tax credit available to
ataxpayer who isaresident of Canadaat any timein ayear
(referencesin this bulletin to a“year” mean a“taxation
year”). A foreign tax credit is a deduction from the
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taxpayer’s Canadian tax otherwise payable that may be
claimed in respect of foreign income or profitstax paid by
the taxpayer for the year. A foreign tax credit can provide
relief from double taxation on certain income, i.e., relief from
the taxpayer’ s having to otherwise pay full tax to both
Canada and another country on that income.

The taxpayer must make separate foreign tax credit
caculationsfor:

 foreign non-business-income tax; and
« foreign business-income tax.

Furthermore, within each of these categories, a separate
foreign tax credit calculation is required for each foreign
country.

The maximum amount of each foreign tax credit that
the taxpayer may claim with respect to either foreign
non-business-income tax or business-income tax is
essentially equal to the lesser of two amounts:

« the applicable foreign income or profits tax paid for the
year; and

 the amount of Canadian tax otherwise payable for the year
that pertains to the applicable foreign income.

A third limitation, which occurs only in the calculation of a
foreign tax credit for foreign business-income tax, ensures
that the taxpayer’ s foreign tax credit claims for the year for
foreign non-business-income taxes have been deducted first.
This ordering rule is designed to allow the taxpayer to
maximize foreign tax credit claims over the years, taking
into account arule that only the portion of foreign
business-income taxes that is not deductible as aforeign tax
credit for the year can be carried over for purposes of a
foreign tax credit in other years.

This bulletin does not describe the complete details of the
foreign tax credit provisions, as the main purpose of the
bulletin is to give interpretations with respect to some of the
reguirements contained in these provisions. For the full
details of the provisions referred to in the bulletin, please
refer to the Act.

This bulletin also briefly refers to the following:

« the special foreign tax credit that can apply if the taxpayer
is subject to the minimum tax;

« aprovision which, if needed, can enable a corporation to
maximize its foreign tax credits for the year by means of
an addition to taxable income for the year, with a
corresponding amount of non-capital loss being created
for usein other years; and

» thedeferra of taxation in Canadain certain situationsin
order to provide relief from double taxation that could
otherwise occur if Canada would otherwise tax the income
resulting from a particular transaction in the year it occurs
while another country defers its taxation with respect to
that transaction.

It should be noted that the primary subject of thisbulletinis
the foreign tax credit provisions in Canada’ s domestic
income tax law. While there are also comments regarding
certain provisionsin tax treaties between Canada and other
countries, the bulletin does not purport to deal with all treaty
provisions that could apply.

The following topics are also outside the scope of this
bulletin:

* the"no economic profit” and “ short-term security
acquisitions” rulesin the foreign tax credit provisions;

 the modificationsto the foreign tax credit rules that apply
to authorized foreign banks; and

» the modificationsto the foreign tax credit rules that apply
to resource companies.

Other relevant Interpretation Bulletins are the current
versions of the following:

» IT-506, Foreign Income Taxes as a Deduction From
Income;

e |T-395, Foreign Tax Credit — Foreign-Source Capital
Gains and Capital Losses; and

e IT-173, Capital Gains Derived in Canada by Residents of
the United States.

Discussion and I nterpretation

The Foreign Tax Credit for Full-Year
Residents of Canada

1. Theamount of foreign tax credit that is available
under subsection 126(1)—for non-business-incometax paid
by ataxpayer resident in Canada throughout the year to a
particular country other than Canada—is equal to the lesser
of two amounts, which are identified in thisbulletin as
follows:

« FTP(NBIT), and
. CTOP(FNBI).

Thefirst amount, FTP(NBIT), means (in this bulletin) the
foreign tax paid—Dbut restricted to non-business-income tax.
More specificaly, FTP(NBIT) is such part as the taxpayer
may claim of any “non-business-income tax” (as defined in
subsection 126(7)) paid by the taxpayer for the year to the
applicable foreign jurisdiction (including the taxpayer’s
share, if any, of any such tax paid by a partnership),
excluding any such tax that may reasonably be regarded as
having been paid by a corporate taxpayer in respect of
income from a share of the capital stock of aforeign affiliate
of the taxpayer.

The second amount, CTOP(FNBI), means (in this bulletin)
that portion of the Canadian tax otherwise payable that
pertains to the applicable foreign non-business income (from
the applicable foreign country). The CTOP(FNBI) is
determined as follows:
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CTOP(FNBI) = FNBI x

WI(1)
In the above formulafor CTOP(FNBI), the variables are as
follows:

FNBI isthe numerator in the above fraction. FNBI is
the total of the taxpayer’s foreign non-business
income for the year from sourcesin the
applicable foreign country (including the
taxpayer’'s share, if any, of any such income of a
partnership) as calculated in accordance with
subparagraph 126(1)(b)(i).

WI(D) isthe denominator in the above fraction. It

essentially represents the taxpayer’ s worldwide

income for the year, subject to the adjustments
contained in subparagraph 126(1)(b)(ii).

is the Canadian tax otherwise payable for the

year as calculated under paragraph (a) of the

subsection 126(7) definition of the term “tax for
the year otherwise payable under this Part.”

Corporations claiming aforeign tax credit under subsection
126(1) should use the T2 Schedule 21, Federal Foreign
Income Tax Credits and Federal Logging Tax Credit. Other
taxpayers should use form T2209, Federal Foreign Tax
Credits.

CTOP(2)

CTOP(1)

2.  Theamount of foreign tax credit that is available
under subsection 126(2)—for foreign business-income tax
paid by ataxpayer resident in Canada throughout the year in
respect of businesses carried on in aparticular country other
than Canada (the “foreign business country”)—is equal to the
least of three amounts, which are identified in this bulletin as
follows:

« FTP(BIT);
e CTOP(FBI); and
.« X.

Thefirst amount, FTP(BIT), means (in this bulletin) the
foreign tax paid—mbut restricted to business-income tax.
More specificaly, FTP(BIT) is such part as the taxpayer may
claim of the total “business-incometax” (asdefined in
subsection 126(7)) paid by the taxpayer for the year in
respect of businesses carried on by the taxpayer in the
foreign business country (including the taxpayer’ s share, if
any, of any such tax paid by a partnership), plus the
taxpayer’'s eligible “unused foreign tax credits’ (if any) in
respect of that country (see the current version of 1T-520,
Unused Foreign Tax Credits— Carryforward and
Carryback).

The second amount, CTOP(FBI), means (in this bulletin) that
portion of the Canadian tax otherwise payable that pertainsto
the foreign business income, i.e., from the foreign business
country. The CTOP(FBI) is determined as follows:

FBI
CTOP(FBI) = [ e x CTOP(2)] + Y

In the above formulafor CTOP(FBI), the variables are as
follows:

FBI isthe numerator in the above fraction. FBI is
the total of the taxpayer’sincome for the year
from businesses carried on in the foreign
business country (including the taxpayer’s share,
if any, of any such income of a partnership) as
calculated in accordance with subparagraph
126(2.1)(a)(i).

WI(2) isthe denominator in the above fraction. It

essentially represents the taxpayer’ s worldwide

income for the year, subject to the adjustments
contained in subparagraph 126(2.1)(a)(ii).

is the Canadian tax otherwise payable for the

year as calculated under paragraph (c) of the

subsection 126(7) definition of the term “tax for
the year otherwise payable under this Part.”

Y is the proportion (as determined under paragraph
126(2.1)(b)) of any subsection 120(1) tax for the
year (on income that is not “income earned in a
province™) that pertains to income from
businesses carried on in the foreign business
country.

The third amount, X, takesinto account arule that, if the
taxpayer’'s FTP(NBIT) cannot be fully claimed asa
subsection 126(1) foreign tax credit for the year (i.e., because
CTOP(FNBI) is alower amount—see 1), the unused
portion of the FTP(NBIT) cannot be carried over and used
for purposes of a subsection 126(1) foreign tax credit in
another year. Any portion of FTP(BIT) that cannot be
deducted as a subsection 126(2) foreign tax credit for the
year, on the other hand, can qualify as a subsection 126(7)
“unused foreign tax credit” for the year, which can be carried
over for purposes of a subsection 126(2) foreign tax credit
for certain other years (see the current version of 1 T-520,
Unused Foreign Tax Credits — Carryforward and
Carryback). The third amount, X, ensures that the taxpayer’s
subsection 126(1) foreign tax credit claims are deducted
before the subsection 126(2) foreign tax credits. This
ordering rule is designed to alow the taxpayer to maximize
both the foreign tax credits deducted for the year and the
amount of “unused foreign tax credit” for the year that can be
carried over and used for purposes of aforeign tax credit in
other years. Amount X is determined as follows:

X = CTOPQR) - Z
The variables in the above formulafor X are as follows:

CTOP(3) isthe Canadian tax otherwise payable for the
year as calculated under paragraph (b) of the
subsection 126(7) definition of the term “tax for
the year otherwise payable under this Part.”

z isthetotal of all non-business foreign tax credit
claims made for the year under subsection
126(1) (see 1 1).

Corporations claiming aforeign tax credit under subsection

126(2) should use the T2 Schedule 21, Federal Foreign

CTOP(2)
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Income Tax Credits and Federal Logging Tax Credit. Other
taxpayers should use form T2209, Federal Foreign Tax
Credits.

The Foreign Tax Credit for Part-Y ear
Residents

3. If anindividua isresident in Canadathroughout part
of the year and non-resident throughout another part of the
year, section 114 appliesto the individual. If section 114
applies, the calculationsin {1 and 1 2 are modified. For
further particulars, see subsections 126(1) and 126(2.1).

Foreign Income or Profits Tax

4. Ingenerd terms, atax isalevy of genera application
for public purposes enforceable by a governmental authority.
Examples of payments that do not qualify as payments of a
“tax” include the following:

* resource royalties;
 voluntary contributions to governmental authorities; and
* payments made to acquire a specific right or privilege.

15 Toqudify for foreign tax credit purposes, a payment
of tax:

* must be made to the government of aforeign country or to
the government of a state, province or other political
subdivision of aforeign country; and

e must bean “incomeor profitstax.”

In determining whether or not a particular foreign tax
qualifies as an income or profits tax, the name given to the
tax by the foreign jurisdiction is not the deciding factor.
Rather, the basic scheme of application of the foreign tax is
compared with the scheme of application of the income and
profits taxes imposed under the Act. Generally, if the basis of
taxation is substantially similar, the foreign tax is accepted as
an income or profitstax. To be substantially similar, the
foreign tax must be levied on net income or profits (but not
necessarily as would be computed for Canadian tax
purposes) unlessit isatax similar to that imposed under

Part X111 of the Act. Since taxable capital gains are included
in income for Canadian income tax purposes, aforeign tax on
acapital gain is considered to be an income or profits tax for
purposes of section 126. If a particular tax imposed by a
foreign country is specifically identified, in an “elimination
of double tax” article of an income tax treaty between
Canada and that country, as atax for which Canada must
grant a deduction from Canadian taxes on profits, income or
gainswhich arose in that other country and which gaverise
to the foreign tax in question, the foreign tax will qualify as
an income or profits tax when applying section 126 in
conjunction with that treaty article. (See, for example, the
U.S. taxesreferred to in paragraph 2(a) of Article XXI1V of
the Canada-United States Income Tax Convention (1980), as
amended by the third protocol to that convention.) Examples
of taxes that do not qualify asincome or profits taxes for
purposes of the section 126 foreign tax credit provisions
include the following:

 sales, commodity, consumption or turnover taxes;
* succession duties or inheritance taxes;

* property or real estate taxes;

« franchise or business taxes;

* customs or import duties;

* excisetaxes or duties;

 (gift taxes; and

 capital or wedlth taxes.

A unitary tax of a state of the United States cannot be
regarded as an income or profitstax if it is not computed on
the basis of businessincome. The following are instances
where a unitary tax does not qualify as an income or profits
tax:

e Thetax represents an annual minimum franchise tax.
» Thetax isapplicable even when there is no income.

» The calculation of the tax does not attempt to allocate
income to the particular state.

» Thetax isin the nature of a capital tax.

(However, aunitary tax that does not qualify as an income or
profits tax for purposes of claiming aforeign tax credit
would likely be deductible in computing the taxpayer’s
income pursuant to subsection 9(1) as an expense for the
purpose of earning income.) A decision as to whether a
particular state’ s unitary tax can be regarded as an income or
profits tax for purposes of claiming aforeign tax credit can
be made only after areview of the applicable state
legislation. (See also the comments regarding a unitary tax
inf7andq13)

6. Whereitisclear that an amount of tax has been paid
to aforeign government authority, aforeign tax levy based
on net income established under a prescribed formulais
considered to be an income or profitstax if the following
conditions are met:

* it can be considered that the formula produces a
reasonable approximation of actual net income in typical
situations; and

* an attempt to compute actual net income would be
significantly affected by arbitrary or estimated expense
allocations.

It should also be noted that an amount which by nature is not
an income or profitstax can nevertheless be deemed to have
been paid as an income or profits tax to aforeign jurisdiction:
see subsection 126(5), which (in conjunction with related
definitions), deems certain foreign oil and gas leviesto have
been paid as an income or profits tax to aforeign jurisdiction.

Business-Income Tax

7. Asindicatedin 2, for purposes of claiming a
subsection 126(2) foreign tax credit with respect to a
particular foreign business country, FTP(BIT) with respect to
that country primarily consists of such part as the taxpayer
may claim of the taxpayer’ s total “business-income tax” with
respect to that country as defined in subsection 126(7).
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Generally (subject to subsections 126(4.1) and (4.2), which
concern the “no economic profit” and “short-term security
acquisitions” rules, respectively), an income or profits tax
paid by the taxpayer qualifies as “business-income tax” with
respect to the foreign business country to the extent that:

 itisatax that can reasonably beregarded asbeing in
respect of income from any business carried on by the
taxpayer in that country; and

» itisatax paidto any foreign jurisdiction.
Note from the above that the foreign country containing the
jurisdiction to which the tax is paid and the foreign business

country (i.e., in respect of which the foreign tax credit is
claimed) do not have to be the same country.

A foreign income or profits tax is recognized as
“business-income tax” only to the extent that it pertains to
income from a business carried on outside Canada. Whether
or not (or the extent to which) the taxpayer is carrying on a
businessin or outside Canadais essentially a question of fact
to be determined in each particular case. For purposes of
deciding this question, consideration should be given to any
relevant caselaw. See 1 23 for guidelines for purposes of
determining where abusinessis carried on.

It may be possible for a unitary tax of a state of the United
States to qualify as “business-incometax” if it isan income
or profitstax (see 1 5) that is computed on a Canadian
corporation’ s net business income from carrying on a
businessin that state. In a case, however, where the Canadian
corporation would not be liable to the unitary tax on its sales
into the particular stateif it were not for the activities of its
U.S. affiliate or affiliatesin that state, it would be arguable
that the tax isin respect of the Canadian corporation’s
investment in its U.S. affiliates rather than in respect of
income from any business carried on by the Canadian
corporation in the United States, in which case the tax would
not qualify as “business-income tax”. See also the comments
regarding aunitary tax in 5 and 1 13.

Certain taxes that would otherwise qualify as
“business-income tax” are specifically excluded therefrom.
One of these exclusions is any tax that may reasonably be
regarded as relating to an amount received or receivable by
any other person or partnership from the foreign jurisdiction
to which thetax is paid. This excluded tax may qualify,
however, as “non-business-income tax” for the purpose of a
subsection 20(12) deduction (but not “ non-business-income
tax” for foreign tax credit purposes)—for further comments,
see 1 8(d).

Non-Business-lncome Tax

8. Asindicatedin |1, for purposes of claiming a
subsection 126(1) foreign tax credit with respect to a
particular foreign country, FTP(NBIT) consists of such part
as the taxpayer may claim of any “non-business-income tax”
of the taxpayer with respect to that country (subject to the
rule discussed in 1 10). Any amount of income or profits tax
(subject to subsections 126(4.1) and (4.2), which concern the
“no economic profit” and “short-term security acquisitions”

rules, respectively) paid by ataxpayer to a

foreign jurisdiction isincluded in the taxpayer’s
“non-business-income tax” with respect to the country

in which that jurisdiction islocated, as long as the amount
is not specifically excluded from the definition thereof

in subsection 126(7). The following should be noted

with regard to some of these exclusions:

(@ “Non-business-income tax” cannot include any tax (or
portion of the tax) that qualifies under subsection 126(7)
as “business-income tax” (see 1 7). On the other hand, a
foreign income or profitstax (or portion of the tax) that
might otherwise be considered to be business-related but
that does not qualify as “business-income tax” is not
excluded from the definition of “non-business-income
tax”. Examples of the latter are givenin 9.

(b) “Non-business-income tax” cannot include any portion
of aforeign income or profitstax that isdeductible
under subsection 20(11). Thisexclusion, which is
provided for in paragraph (b) of that definition, applies
regardless of whether or not the amount qualifying for
deduction under subsection 20(11) is actually deducted
under that provision. It should be noted that only foreign
income or profitstax paid by an individual (including a
trust) in respect of foreign-source income from a
property other than real property—and furthermore only
such portion of the tax that isin excess of 15% of the
gross amount of such income—is deductible under
subsection 20(11). This means that “ non-business-
incometax” can include (subject to the other applicable
rulesin section 126) the following:

 inthe case of an individua (including atrust):

— foreign income or profits tax in respect of
foreign-source income from a property that is not real
property, up to—but not exceeding—15% of the
gross amount of such income (subsection 20(11) in
conjunction with the exclusion from
“non-business-income tax” provided for in paragraph
(b) of its definition being the means to impose this
15% limitation when claiming a subsection 126(1)
foreign tax credit with respect to this type of a
property); and

— al foreign income or profitstax (i.e., not subject to
the above-mentioned 15% limitation) in respect of
foreign-source income from a property that is real
property; and

 inthe case of any other taxpayer, all foreign income
or profitstax (i.e., not subject to the
above-mentioned 15% limitation) in respect of
foreign-source income from any property.

For further comments regarding subsection 20(11),

see (c) below, 130 and the current version of 1T-506,

Foreign Income Taxes as a Deduction From Income.
(c) For purposes of claiming a subsection 126(1) foreign

tax credit, “ non-business-income tax” cannot include

any amount that is deducted under subsection 20(12).

This exclusion from “non-business-income tax”, which
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isprovided for in paragraph (c) of its definition, reflects
the fact that an amount that qualifies as
“non-business-income tax” can be used either for
purposes of a subsection 126(1) foreign tax credit or for
purposes of claiming a deduction under subsection
20(12) in determining income (for further particulars on
the latter, see the current version of IT-506, Foreign
Income Taxes as a Deduction From Income). The
following should be noted:

¢ Thetaxpayer must first calculate income, taking into
account the amounts, if any, deducted under
subsection 20(11) (see (b) above) and subsection
20(12). These deductions may in fact result in nil
income.

« If an amount of income does exist, the taxpayer then
determines whether there is any taxable income. (See
also the commentsin ) 38 regarding the addition of
an amount in computing taxable income as permitted
by section 110.5.)

e If thereisan amount of taxable income, the taxpayer
then determines CTOP(1), which will be used in the
calculation of CTOP(FNBI) (see T 1).

« Finaly, the taxpayer determines the amount of
foreign tax credits to be claimed. For this purpose,
the exclusion from “non-business-income tax”
provided for in paragraph (c) of its definition requires
that the amount, if any, deducted under subsection
20(12) be excluded from “non-business-income tax”
for purposes of claiming a subsection 126(1) foreign
tax credit. Thus, the amount deducted under
subsection 20(12) is excluded from FTP(NBIT)
in 9 1. Also, the amounts, if any, deducted under
subsections 20(11) and (12):

— reduce the amount calculated for FNBI (the
numerator) in § 1 (for further particulars, see  30);
and

— have an effect on other variablesin 1 and | 2.

It is not possible to claim the full amount of FTP(NBIT)
in 91 (which is based on “non-business-income tax”) as
a subsection 126(1) foreign tax credit if CTOP(FNBI) is
lessthan FTP(NBIT). This could occur because either
CTOP(1) or FNBI (the numerator in I 1) istoo low. (A
situation where FNBI could be nil—even though foreign
tax has been paid—is described in  21.) Furthermore,
any portion of FTP(NBIT) for a particular year that
cannot be, or is not, claimed as a subsection 126(1)
foreign tax credit for the year, cannot be carried over
and claimed as aforeign tax credit for another year. If
an amount of what would otherwise qualify as
“non-business-income tax” for purposes of a subsection
126(1) foreign tax credit cannot be claimed as such in
order to obtain dollar-for-dollar tax relief by means of a
direct reduction to Canadian tax otherwise payable,
claiming the amount as “non-business-income tax”
under subsection 20(12), (i.e., asadeductionin
computing income), providestax relief at the effective

(d)

()

tax rates. (Asindicated above, for purposes of claiming
foreign tax credits, the amount claimed under subsection
20(12) is excluded from “non-business-income tax” and
FTP(NBIT) in § 1, and it also affects other variables
infland2)

From all of the above, the following general conclusions
can be made with respect to non-business income from a
particular foreign country and the income or profits
taxes paid to that country on that income:

* Where the Canadian tax rate is greater than the
foreign tax rate, there will likely be a subsection
126(1) foreign tax credit but not a subsection 20(12)
deduction.

*  Where the Canadian tax rate is less than the foreign
tax rate and the foreign tax is less than the
non-business income (for Canadian tax purposes)
from the foreign country (before any deduction for
that tax), the maximum amount of tax that any
combination of subsection 126(1) foreign tax credit
and subsection 20(12) deduction can eliminate is the
Canadian tax otherwise payable on that income.

*  Where the amount deducted under subsection 20(12)
creates or increases aloss (for Canadian tax
purposes) for the non-business income sources for
the foreign country, there cannot be any subsection
126(1) foreign tax credit.

For further comments regarding subsection 20(12),
see (d) below, 1 30 and the current version of I T-506,
Foreign Income Taxes as a Deduction From Income.

“Non-business-income tax” for foreign tax credit
purposes cannot include any foreign income or profits
tax (or portion of the tax) paid by the taxpayer that may
reasonably be regarded as relating to an amount
received or receivable by any other person or
partnership from the foreign jurisdiction to which the
tax ispaid. For example, if aforeign country’stax is
withheld on income from property paid to ataxpayer
resident in Canada but a portion of the tax is refunded
or refundable to the foreign payer of the income, such
portion of the tax is excluded from the taxpayer’s
“non-business-income tax” for subsection 126(1)
foreign tax credit purposes. Such portion of the tax
may, however, qualify for inclusion in the taxpayer’s
“non-business-income tax” for the purpose of a
subsection 20(12) deduction. For further comments, see
the current version of IT-506, Foreign Income Taxes as
a Deduction From Income.

If an individual claims an overseas employment tax
credit under subsection 122.3(1), the individual’s
“non-business-income tax” cannot include any foreign
income tax (or portion of the tax) that may reasonably
be regarded as attributable to the taxpayer’s income
from employment to the extent of the lesser of the
amounts determined in respect of that income under
paragraphs 122.3(1)(c) and (d) for the year. If the
individua is entitled to, but does not, claim the overseas
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employment tax credit, the full amount of foreign
income tax on the relevant overseas employment
income can be included in the calculation of the
individua’s “non-business-income tax” (subject, of
course, to the other exclusion rules in the definition of
“non-business-income tax”). This means, for example,
that the individual typically can choose to include
foreign income tax on this type of incomein the
calculation of *non-business-income tax” where the
overseas employment tax credit would be rendered
ineffective because of the application of the minimum
tax under section 127.5 (a specia foreign tax credit can
be claimed against the minimum tax—see  37).

19. Thefollowing are examples of foreign taxes that
cannot qualify as “business-income tax” —because they are
not taxes paid by the taxpayer on income from the taxpayer’s
carrying on abusiness in a country other than Canada (as
discussed in § 7)—but can qualify as “non-business-income
tax” (see 1 8(a)):
» foreign tax withheld on dividends received from aforeign
corporation by a Canadian trader in securities who did not
carry on any trading businessin aforeign country;

< United States tax on income from a business carried on by
aU.S. “subchapter S corporation” but paid by its principal
shareholder, aU.S. citizen resident in Canada, because the
business was not carried on by the person who paid the
tax;

» foreign tax paid in respect of a capital gain on the sale of a
property used by the taxpayer in carrying on abusinessin
aforeign country, because a capital gain is not income
from carrying on a business; and

« foreign tax paid to the extent that it isin respect of a
business (or a part of abusiness) that is carried onin
Canada (see, however, 1 21).

1 10. A foreign income or profits tax which meets the
subsection 126(7) definition of “non-business-income tax”
will nevertheless not qualify for purposes of a subsection
126(1) foreign tax credit to the extent that the tax may
reasonably be regarded as having been paid by a corporation
in respect of itsincome from a share of the capital stock of a
foreign affiliate of the corporation, asindicated in the
description of FTP(NBIT) in § 1. (See, however, the relief
from double taxation provided for in section 113, subsection
91(4) and subsection 91(5).) If an amount representing a
return of capital on a Canadian corporation’s sharesin the
capital stock of aforeign affiliate is considered to be a
dividend under the United States Internal Revenue Code
earnings and profits rules, U.S. taxes paid by the Canadian
corporation on that amount are considered to be in respect of
itsincome from such shares and thus these taxes do not
qualify for inclusion in FTP(NBIT).

Amount Paid by the Taxpayer for the Year

9 11. Before an amount of foreign tax can be used in the
calculation of aforeign tax credit (i.e,, asFTP(NBIT) in 1

or FTP(BIT) in 1 2), it must be “paid...for the year,” whether
paid before, during or after the year in question. Once paid,
the Canadian dollar equivalent of the foreign tax (converted
into Canadian currency in accordance with whichever
method and rate of exchange described in {16 to 1 18 may
be appropriate in the circumstances) may be taken into
account in computing aforeign tax credit for the year to
which the foreign tax relates. Any portion of ataxpayer’s
foreign tax which is paid but which subsequently is, or will
be, refunded to the taxpayer is not considered to be tax “paid
for the year”. In other words, the foreign tax “ paid for the
year” for purposes of claiming aforeign tax credit cannot be
more than the applicable finally-determined foreign tax
liahility (i.e., the Canadian dollar equivalent of that amount).

If, for example, aresident of Canada receives income from
sources in another country which has been subject to
withholding tax at arate in excess of that specified in atreaty
between Canada and that country, such excessis not
considered to be foreign tax “paid for the year” for purposes
of the foreign tax credit. The maximum credit allowed will
be determined on the basis of the treaty rate and the taxpayer
must seek a refund of the excess withholding tax from the
foreign revenue authorities.

If aresident of Canada voluntarily paysto ajurisdiction in a
foreign country an amount that, according to the domestic
law of that country can be levied astax but according to the
terms of atreaty between Canada and that country cannot be
so levied, the amount voluntarily paid cannot be considered
to be foreign tax paid for the year for purposes of aforeign
tax credit. (Any refund of such voluntary payment in a
subsequent year would not reduce any amount of foreign tax
paid for that subsequent year.)

The expression “for the year” in subsections 126(1), (2)
and (7) means for the year for which the foreign tax is
exigible in the foreign country.

1 12. Aninitia allowance of, or an adjustment to, aforeign
tax credit in respect of foreign taxes “paid for the year” may
be included in an assessment, reassessment or additional
assessment of tax for the year or a notification that no tax is
payable for the year. For the time frames and conditions
under which an assessment, reassessment or additional
assessment of tax or anotification that no tax is payable (as
the case may be) can be issued, see section 152.

113. A taxpayer’sforeign tax credit calculation can
include only aforeign income or profits tax that is paid “by
the taxpayer”. In this connection, but subject to 11, the
recipient of foreign-source income is considered to have paid
any amount withheld and remitted by the payer of the income
on account of, or in settlement of, the recipient’s foreign tax
liability. Payment is considered to have been made at the
time the amount was withheld.

A tax is not considered to be paid “by the taxpayer” for
foreign tax credit purposesif the actual liability for the tax
lies with another person. For example, a unitary tax of a state
of the United States does not qualify as being paid by a
Canadian corporation, for purposes of that corporation’s
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claiming aforeign tax credit, if the actual liability for the tax
lieswith one or more of its U.S. affiliates (see also the
comments regarding a unitary tax in 5 and 7).

1 14. The payment of an amount of foreign tax by an agent
on behalf of a Canadian resident taxpayer is equivalent to
payment by the taxpayer. Whether or not a principal/agency
relationship exists is a question of fact based on Canadian
law and is not affected by the treatment of the relationship by
foreign tax authorities. Thus, foreign tax paid by an agent of
aresident of Canada can qualify for the foreign tax credit of
the principal even though the agent was assessed the foreign
tax on the basis that the activities were for the agent’s own
account, provided that the tax can in fact be considered to be
that of the principal. The following are examples of
situations where the tax typically can be considered to be that
of the principal:

» The agent can recover the tax paid from the principal .

e Thetax ispaid by the agent from sales made by the agent
on behalf of the principal and the amount of thetax paid is
included in the gross amount of the sales income of the
principal.

91 15. If spouses resident in Canada have paid aforeign
income tax on a community income basis (e.g., by filing a
joint return in the United States), an appropriate share of the
foreign tax paid generally may beincluded in the foreign tax
credit calculation of each spouse. The amount paid is
generally apportioned based on the relationship of their
respective foreign incomes that gave rise to the foreign tax,
rather than the amount actually paid by each spouse.

9 16. For the purpose of claiming aforeign tax credit, an
amount in respect of income taxes which is payableto a
foreign government in aforeign currency should be
converted to Canadian dollars at the rate at which the income
itself (other than capital gains) was converted. For business
income, this could be done monthly, quarterly, semi-annually
or annually, using the average rate for the period, depending
on the taxpayer’ s normal method of reporting income. For
investment income which was subject only to atax similar to
that imposed by Part XI11 of the Act, the conversion rate
should be the rate applicable on the date of receipt of the
income, athough use of the average rate for the month or the
mid-month rate would usually be acceptable. For other types
of income, such as salaries and wages, the average rate for
the months in which they are earned is the most appropriate
rate. For capital gains, the rate should approximate the rate
applicable at the time the gain was realized.

9 17. Fluctuations in the exchange rate may cause a
difference between the following two amounts:

« the Canadian dollar equivalent of the amount of the
foreign tax liability used for purposes of the foreign tax
credit, as determined in accordance with 1 16; and

« the Canadian dollar equivalent of the amount (or amounts)
paid, determined as of the date (or dates) of payment, in
settlement of such foreign tax liability.

Any such difference will be again or loss on exchange to
which (asin the case of aforeign exchange gain or loss on
the payment of any other debt denominated in aforeign
currency) the rulesin subsection 39(2) apply.

1 18. If the taxpayer has overpaid the tax, the overpayment
isnot allowable as aforeign tax credit (see § 11). The
overpayment should be converted to Canadian dollars under
the rules discussed in 1/ 16, and any difference between this
figure and the Canadian dollar value of arefund of the
overpayment, computed as of the day of itsreceipt, will bea
gain or loss on exchange to which the rulesin subsection

39(2) apply.

1 19. Evidence of payment of foreign tax isto accompany
each return in which aforeign tax credit is claimed. If a
taxpayer’sforeign tax liability is settled by an amount
withheld by the payer of the related income (i.e., analogous
to tax under Part X111 of the Act), a copy of the foreign tax
information dlip isusually satisfactory. In most other cases, a
copy of the tax return filed with the foreign government is
required together with copies of receipts or documents
establishing payment. The Canada Revenue Agency should
be notified of any increase or decrease in the amount of
foreign tax paid as aresult of a subsegquent assessment or
reassessment thereof, and the rules discussed in Ys 11, 16, 17
and 18 should be followed to the extent they are applicable).
If the foreign assessment or reassessment resultsin additional
foreign tax paid, proof of payment should be provided.

Foreign Business | ncome

1 20. Thetotal amount of ataxpayer’sincome from
businesses carried on by the taxpayer in a particular foreign
country isincluded in the calculation of the numerator, FBI,
in 1 2 with respect to that country. Amounts that could also
be regarded as income from property are included in FBI as
business income if such amounts arise in the course of the
taxpayer’s carrying on a business or businesses in the foreign
business country. FBI cannot include income from carrying
on abusinessin Canada (see the commentsin 7, 123 and
124 with regard to the question of whether abusinessis
carried on in Canada or in aforeign country).

“Tax-exempt income” cannot qualify for inclusion in the
numerator, FBI, in 2. The commentsin 21 regarding
“tax-exempt income” for purposes of determining FNBI
in ¥ 1 apply equally for purposes of determining FBI.

Foreign Non-Business Income

9 21. Thenumerator, FNBI, in { 1 represents the taxpayer’s
income from sources in a particular foreign country, as
calculated in accordance with subparagraph 126(1)(b)(i). The
calculation made in subparagraph 126(1)(b)(i) is subject to
certain assumptions and adjustments. One of these
assumptionsisthat “no businesses were carried on by the
taxpayer in that country.” Although income from carrying
on abusinessin Canadais not explicitly excluded from FNBI
by that assumption, such income generally cannot be
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included in FNBI because such income is not income from a
source in aforeign country as required by subparagraph
126(1)(b)(i). Sections 3 and 4 reflect, among other things,
that a business is a source of income for purposes of Part | of
the Act. It follows that, for purposes of subparagraph
126(1)(b)(i), the location or locations where a business exists
as a source of income is the location or locations where the
businessis carried on. Therefore, to the extent that incomeis
derived from carrying on abusinessin Canada, it is
considered to be income from a source in Canada, not
income from a source in aforeign country, and thus it cannot
beincluded in FNBI in { 1.

Note: Where income derived from carrying on a businessin
Canada isinterest paid to the business by a person resident
in a country other than Canada, and the business has paid a
NBIT to that other country on the income, proposed
paragraph 126(6)(d) will, if enacted as proposed, deemthe
income to be income from a source in that other country such
that the income can be included in FNBI.

Also, for purposes of granting a credit for foreign income
taxes paid asreferred to in an “elimination of double tax”
article of an income tax treaty between Canada and aforeign
country, what would otherwise be income from a sourcein
Canadais deemed to be income from a source in that foreign
country (see, for example, paragraph 3(a) of Article XXIV of
the Canada-United States Income Tax Convention (1980)),
that income isincluded in FNBI when calculating aforeign
tax credit with respect to that country. For example, the net
income derived from aloan made to a non-resident by a
lending institution that is resident in Canada in the course of
its business carried on in Canada can be included in FNBI if:

< such income is subject to income tax in the foreign
country in which that non-resident resides; and

» suchincomeis deemed, in the manner and for the
purposes described above, by the income tax treaty
between Canada and that country to be income from a
sourcein that country.

“Tax-exempt income” cannot qualify for inclusion in the
numerator, FNBI, in § 1. According to its definition in
subsection 126(7), “tax-exempt income” means income from
asourcein a country if two conditions are fulfilled in respect
of that income:

(a) thetaxpayer isentitled to an exemption, because of atax
treaty into which that country has entered, from all
income or profits taxes, imposed in that country, to
which the treaty applies; and

(b) noincome or profits tax to which the treaty does not
apply isimposed in any country other than Canada.

If, for example, ataxpayer resident in Canadais exempt from
income or profits taxes levied by aforeign country because
of atax treaty but pays an income or profits tax to a political
subdivision of that country (income tax treaties typically do
not cover taxes levied by apolitical subdivision of a
country), condition (b) above would not be fulfilled. Asa
result, the income on which the political subdivision’stax is

paid would not be “tax-exempt income” and such income
would qualify for inclusion in the numerator, FNBI in 7 1.

9 22. By virtue of subparagraph 126(1)(b)(i), a

cor por ation’ s foreign non-business income (i.e., the
corporation’s numerator, FNBI, in 1 1) does not include
income of the corporation from shares of the capital stock of
aforeign affiliate of the corporation. (Thisis consistent with
the fact that a corporation’ s foreign non-business-income tax
in respect of such income does not qualify for purposes of a
subsection 126(1) foreign tax credit—see FTP(NBIT) in 1 1,
and also see 110.)

Unlike a corporation, an individual’ s foreign non-business
income (i.e., theindividual’ s numerator, FNBI, in 1 1) does
include the individual’ s income from a share of the capital
stock of aforeign affiliate (and the individual’s
“non-business-income tax” in respect of that income is not
excluded from FTP(NBIT) in 1 1). Note that subparagraph
126(1)(b)(i) provides that a subsection 91(5) deduction will
not be taken into account when calculating the foreign
non-business income, i.e., will not have to reduce FNBI
inq1

Deter mination of the L ocation of a Source
of Income

Businessincome

1 23. While adetermination of the place where a particular
business (or a part of the business) is carried on (i.e., the
location of the sour ce of the business income—see the
commentsin 1 21) necessarily depends upon all the relevant
facts, such place is generally the place where the operations
in substance take place. For the following particular types of
business, the following factors (among others) should be
given consideration:

» development and sale of real property — the place where
the property is situated;

« merchandise trading — the place where the sales are
habitually completed, but other factors, such asthe
location of the stock, the place of payment or the place of
manufacture, are considered relevant in particular
situations;

« trading in intangible property (e.g., stocks and bonds) —
the place where the purchase or sale decisions are
normally made;

« money lending — the place where the loan arrangement is
in substance compl eted;

» persona property rentals— the place where the property
available for rental is normally located;

« real property rentals — the place where the property is
situated; and

* service — the place where the services are performed.
1 24. Inthe case of asingle business comprising more than

one of the above-mentioned activities, each activity is
considered separately for purposes of determining in which
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country or countries the businessis carried on (this situation
should not be confused with the situation in which the
taxpayer has separate businesses—see the current version of
IT-206, Separate Businesses). If, however, one activity of a
businessis clearly incidental to a predominant one, the
incidental activity isnot considered when determining in
which country or countries the businessis carried on. If a
vendor of machinery, for example, provides to customers an
engineer to supervise the installation of the machinery, this
service would generally be considered to be incidental to the
activity of selling the machinery; however, this type of
service could in some cases be considered to be a significant
activity on its own, depending on the machinery being sold,
the nature of the installation service, and the terms of the
contract with the customer.

If abusinessis carried on in more than one country, a
reasonable proportion of the net income from the business
must be allocated to each country. For this purpose, see the
commentsin 1 30 to 1 36 regarding the determination of net
income from a source or sources in a particular foreign
country.

Employment income

1 25. Thelocation of the source of an individual’s office or
employment is considered to be the place where he or she
normally performs the related duties. If those duties require
the individua to spend a significant part of thetimein a
country other than Canada, the individual may be subject to
tax in that foreign country on a portion of the remuneration.
In such cases, an apportionment of the individual’s regular
salary or wages based on the number of working days spent
in Canada, and in that other country, is usually considered
appropriate in determining the foreign-source income from
the employment for the purpose of the foreign tax credit
calculation. Director’ s fees are generally considered to be
earned where the director’ s meetings are held, and
commission income is earned in the country in which the
effort was expended for the purpose of gaining such
remuneration.

I ncome from property

1 26. If interestisearned and the interest isincome from
property rather than income from business asin 20, the
residence of the debtor ordinarily determines the location of
the source of the income.

127, If aresident of Canadareceives adividend on shares
of acorporation which isresident in aforeign country and
not resident in Canada, the dividend will normally be
recognized as being from a source in that foreign country. In
determining a dividend-paying corporation’s country of
residence for purposes of the above, the possible impact of
the following should be considered:

 theprovisions, in an income tax treaty (if any) between
Canada and the foreign country in question, that can
determine the corporation’ s residence for the purposes of
the treaty; and

 subsection 250(5), which (in conjunction with such a
treaty) may deem the corporation to be not resident in
Canada

1 28. If incomeis derived from the rental of tangible
property and the income isincome from property rather than
income from business asin 1 20 and 1 23, the location of the
source of theincome is considered to be:

* inthe case of income from the rental of rea property, the
country where the property islocated; and

* inthe case of income from the rental of other tangible
property, the country where the property is used.

1 29. Thelocation of the source of aroyalty payment isthe
country in which the related right is used or exploited. For
example, aroyalty payment received by aresident of Canada
on the quantity of ore extracted from amine situated in a
foreign country isincome from a source in that country. Or,
for example, aroyalty payment received by aresident of
Canada from aresident of aforeign country, on awritten
work created in Canada and copyright-protected in that
foreign country under its copyright laws, isincome from a
sourcein that foreign country.

Calculation of the Amount of Net Income
From Sourcesin a Foreign Country

91 30. Theincome amountsthat are used for FNBI in 1
and FBI in § 2 are net income amounts determined in
accordance with the provisions of the Act (see {1 31 to 1 34).
Thus, al direct costs as well as reasonable allocations of
overhead expenses must be deducted in calculating FNBI
and FBI.

If an amount of foreign income or profits tax is deducted
under subsection 20(11) or (12) and if income—from the
same source as the source of the income to which that tax
pertains—isincluded in FNBI (the numerator) in I 1 with
respect to the foreign country in question, the amount of that
tax must also be deducted when calculating such FNBI. This
rule—which hasits basis in subsection 20(11) or (12), as
the case may be, in conjunction with subsection 4(3)

(see 11 33)—is consistent with the following rules:

e The amount deducted under subsection 20(11) or (12) is
deducted when calculating WI(1) (the denominator)
in 1. Thisis because a subsection 20(11) or (12)
deduction is adeduction for purposes of calculating
section 3 income.

» The amount deductible under subsection 20(11) or the
amount deducted under subsection 20(12) is excluded
from FTP(NBIT) in 1 1 (see 1 8(b) and 1 8(c)) with
respect to the particular foreign country in question.

For a discussion of subsections 20(11) and (12), see the

current version of IT-506, Foreign Income Taxes asa

Deduction From Income.)

For purposes of calculating the net income amount to be used
for FNBI in 1 or FBI in { 2, the possible impact of an
income tax treaty between Canada and the foreign country

10
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should also be considered. In the case of aU.S. citizen who is
resident in Canada, for example, see paragraphs 4, 5 and 6 of
Article XXIV of the Canada-United States Income Tax
Convention (1980).

9 31. Income from sourcesin aforeign country is
computed under the rules given in sections 3 and 4 of the
Act, subject to the additional rules contained in
subparagraphs 126(1)(b)(i) or 126(2.1)(a)(i), as the case may
be. Thus, for purposes of calculating FNBI in 1 or FBI

in 1 2 for aparticular foreign country, amounts of net income
or net loss from each applicable source in that country are
added together or netted, as the case may be. Also, certain
amounts in respect of taxable capital gains and allowable
capital losses from sources in that country are taken into
account when calculating FNBI (see the current version of
IT-395, Foreign Tax Credit — Foreign Source Capital Gains
and Losses).

1 32. Therules provided by section 4 apply to the
calculation of the net income (or loss) from a particular
source of income, or from sources of income in a particular
place, for the purpose of (among other things) calculating a
foreign tax credit under section 126. Subject to the specific
rules contained in subsection 4(3) (see 1 33), each type of
allowable deduction (including an outlay or expense) in
arriving at ataxpayer’ stotal income under section 3is,
theoretically, allocable in whole or in part to a source of
income in a particular country. Ordinarily such an allocation
can be made on the basis of afactual relationship between
the particular deduction and the gross income arising from a
sourcein aparticular country. Thisis not aways the case,
however, and some types of deductions that frequently
present apportionment problems are discussed in 35

and 1 36.

91 33.  For purposes of aforeign tax credit under section
126, subsection 4(3) generally provides that all deductions
permitted in computing a taxpayer’sincome for a taxation
year for the purposes of Part | of the Act shall apply either
wholly or in part to a particular source of income or to
sourcesin aparticular place. The reference to a“particular
place” would, of course, include a place in aforeign country.
However, subsection 4(3) contains some exceptions to this
general rule. Each deduction in arriving at the taxpayer’s
total income under section 3 that is not specificaly referred
to in the exceptions in subsection 4(3) must be allocated on a
reasonable basis among the sources of income, including
those in foreign countries, to which that deduction can
reasonably be said to apply. The deduction amounts allocated
in this manner to income from a particular sourcein a
particular foreign country must be deducted when calculating
FNBI in 1 or FBI in 1 2, as the case may be, for that
country.

1 34. Anallocation of expenses to a source of grossincome
in a particular foreign country for financial statement
purposesis normally accepted for the purpose of computing a
foreign tax credit for that country, provided that the rules of

subsection 4(3), as discussed above, are satisfied. Once a
basis for allocation has been established, future allocations
are expected to be made on a consistent basis.

9 35. Various methods of allocating interest expense to
sources of income are accepted in particular situations. For
example, a specific tracing method is appropriate when funds
are borrowed and used for an identifiable purpose related to
the earning of income in a particular country. For interest on
ageneral purpose borrowing, an allocation based on relative
net asset values in different countries may be appropriate in
some cases. An allocation of interest expense based on the
relationship of grossincomesin different countriesis
accepted only when aless arbitrary method is not readily
evident. The location of property assigned as security for a
borrowing is not necessarily an indication that the funds
obtained were for the purpose of earning income from a
source in the country in which the property is located.

1 36. Thetotal amount of capital cost allowance claimed by
ataxpayer for ataxation year must be allocated among the
countries to which it relates. No such allocation can exceed
the allowable maximum under Part X1 of the Income Tax
Regulations in respect of property situated in a particular
country. In particular, the limitation in the case of “rental
properties’” must be respected on a country-by-country basis.
Subject to these conditions, capital cost allowance deductions
may be arbitrarily allocated to income sources in various
countries.

Minimum Tax

1 37. If anindividual who is subject to minimum tax under
section 127.5 pays income or profits taxesto aforeign
jurisdiction during a particular taxation year, that individual
may not claim aforeign tax credit under section 126 asa
deduction from the federal minimum tax payable for that
year. However, section 127.5 provides for the deduction of a
special foreign tax credit (“SFTC”) in computing the federal
minimum tax payable in this situation. The SFTC can be
equal to, or in certain circumstances be greater than, the
foreign tax credit to which the individual would normally be
entitled under section 126. The SFTC, which isdefined in
subsection 127.54(2), is the greater of:

(@) thetotal of all tax credits deductible under section 126
from the individual’ s tax for the year, and

(b) thelesser of:
« theindividua’s“foreign taxes’ (asdefined in
subsection 127.54(1)) for the year; and
* 16% (changed from 17%, for the 2001 and
subsequent taxation years) of the individual’s
“foreign income” (as defined in subsection
127.54(2)) for the year.

“Foreign taxes’ for ataxation year, as defined in subsection
127.54(1), may be described as the total “business-income
tax” (see 8 and 1 9) paid by the individual for the year in
respect of businesses carried on in foreign countries and
two-thirds of the total “non-business-income tax” (see {7)
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paid by the individual for the year to foreign jurisdictions.
This calculation takes into account the fact that the provinces
provide aforeign tax credit in respect of foreign taxes on
foreign non-business income.

The SFTC can be claimed on form T691, Alternative
Minimum Tax.

Addition to Taxable Incometo Prevent
Reduction to Foreign Tax Credit

9 38. Incertain situations where a corporation would not
otherwise be able to fully utilize—for purposes of claiming a
foreign tax credit for a particular year—the foreign income or
profits taxes that it has paid, section 110.5 may make it
possible for the corporation to do so. Such a situation would
occur, for example, if alossfor the year reduced the
corporation’ stotal income to an amount less than its foreign
source income and the resulting CTOP(FNBI) were less than
FTP(NBIT) in 9 1 or the resulting CTOP(FBI) were less than
FTP(BIT) in 1 2. Section 110.5 allows a corporation to add
any extra amount in computing its taxable income, to the
extent that this causes an increase to any amount deductible
by the corporation as aforeign tax credit under subsection
126(1) or (2) but does not cause any increase to certain other
amounts deductible by the corporation (asreferred to in
section 110.5). The amount added under section 110.5 in
computing taxable income is added in the calculation of the
denominator, WI(1) in 1 or WI(2) in 2, as the case may
be. (Thisis provided for in the adjustments in subparagraph
126(1)(b)(ii) and 126(2.1)(a)(ii), respectively).

Effective use of section 110.5 occurs when:

 the additional amount added in computing taxable income
causes CTOP(1) in 1 or CTOP(2) in {2 to increase;

 thisinturn causes CTOP(FNBI) in 1 or CTOP(FBI)
in Y 2to increase; and

« thisinturn alows moreor al of the FTP(NBIT) in § 1 or
the FTP(BIT) in 1 2 to be deducted as aforeign tax credit
under subsection 126(1) or (2).

The amount added under section 110.5 in computing taxable
income is also added in calculating the corporation’s
non-capital loss for the year, which may be carried over to
and used in other taxation years (see the current version of
IT-232, Losses— Their Deductibility in the Loss Year or in
Other Years). In other words, the additional foreign taxes that
are used in the year (in the form of an increase to the foreign
tax credit for the year by means of section 110.5) are
effectively converted into the potential for tax savings for
other years by the creation of a non-capital 1oss (or increase
to an existing non-capital 1oss) for the year that can be used
in those other years.

Relief from Double Tax by Taxing on a
Deferred Basis
1 39. Double taxation may occur if Canada and another

country levy tax in different taxation years with respect to a
particular transaction and the taxpayer thus cannot make

proper use of the foreign tax credit provisions. (A foreign tax
credit under section 126 must be in respect of foreign taxes
paid “for the year"—see 1 11.) However, relief from such
doubl e taxation may be possible in some cases by means of a
provision in areciprocal tax treaty between Canada and the
other country (see, for example, paragraph 8 of Article XlII
of the Canada-United Sates Income Tax Convention (1980))
in conjunction with section 115.1 of the Act. Further
particulars on this topic may be found in the current version
of thefollowing:

e |IT-173, Capital Gains Derived in Canada by Residents of
the United States;

* |T-420, Non-Residents — Income Earned in Canada; and

* Income Tax Information Circular 71-17, Requests for
Competent Authority Consideration Under Mutual
Agreement Procedures in Income Tax Conventions.

Tax Sparing

1 40. A tax treaty between Canada and aforeign country
typically contains aprovision (referred to here as the “ double
tax relief provision”) under which Canadais required to give
aresident of Canada (the “taxpayer”) relief from double
taxation by allowing a deduction, from the taxpayer’s
Canadian tax, in respect of tax (on profits, income or gains
arising in the foreign country) payable by the taxpayer to the
foreign country. The double tax relief provision typically is
made subject to the laws of Canada regarding such a
deduction from Canadian tax, i.e., the foreign tax credit rules
in the Act. Such adouble tax relief provision is contained,
for example, in paragraph 1(a) of Article 24 of the
Canada-Cyprus Income Tax Convention (1984) (the
“Canada-Cyprustreaty”). The treaty may also contain a
provision (the “tax sparing provision”) under which, for
purposes of the double tax relief provision, tax (on profits,
income or gains arising in the foreign country) payable to the
foreign country by the taxpayer is deemed or considered to
include any such taxes (the “ spared taxes”) that would have
been so payableif it had not been for an exemption from, or
reduction of, tax having been granted (as specified in the “tax
sparing provision”—see, for example, paragraph 2 of

Article 24 of the Canada-Cyprus treaty). Such atax sparing
provision in atreaty generally causes the spared taxes to be
taken into account—as if they had been paid to the foreign
country—for purposes of calculating aforeign tax credit. (It
may be possible in some cases for greater tax relief to be
obtained in respect of the spared taxes—see the current
version of 1T-506, Foreign Income Taxes as a Deduction
From Income, for further comments.)
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Explanation of Changes

Introduction

The purpose of the Explanation of Changesisto give the
reasons for the revisions to an interpretation bulletin. It
outlines revisions that we have made as aresult of changes
to the law, as well as changes reflecting new or revised
interpretations of the CCRA.

Reasonsfor the Revision
Thisbulletin is being revised as aresult of the following:

« anumber of legislative changes since IT-270R2 was
issued;

» achangein a CCRA position; and
 additional CCRA interpretations.

A number of the paragraphs of 1T-270R2 contained detailed
descriptions of the provisions of the Act that determine the
calculation of aforeign tax credit. Legislative changes have,
to a certain extent, rendered 1 T-270R2 inaccurate asfar as
such a detailed pure description of the law is concerned.
Since the bulletin’s main purpose is to provide
interpretations regarding certain rules and requirements
contained in the foreign tax credit provisions (including
comments on how to apply those provisionsin certain
circumstances), the descriptions of the law have been
significantly reduced in those cases where there was
essentially no interpretative value therein. On the other hand,
the amount of interpretative discussion has been expanded in
the revised bulletin.

L egislative and Other Changes

In the current Act, the definitions of “business-income tax,”
“non-business-income tax,” “tax for the year otherwise
payable” and “unused foreign tax credit” are no longer
contained in paragraphs 126(7)(a), (c), (d) and (e),
respectively, but rather are found in aphabetical order in
subsection 126(7). This restructuring of the Act is reflected
in{ 1and 1 2 (and a so subsequent paragraphs) of the
revised bulletin.

1 5 clarifies the statement in former 9 8 which read:

Notwithstanding any of the foregoing guidelines, atax that is specificaly
identified as being subject to the provisions of a comprehensive income
tax treaty between Canada and a particular country automatically
qualifies as an income or profits tax.

That statement was misunderstood as including capital taxes
or estate taxes covered by atax treaty.

15 (formerly 157 and 8), 1 7 (formerly 1 10) and 13
(formerly 11 15) contain new comments regarding a unitary
tax of a state of the United States.

The last part of § 6 makes reference to a provision that was
added to the foreign tax credit rules to deem certain foreign

oil and gas leviesto be paid as an income and profitstax to a
foreign jurisdiction.

Inq 7 (formerly 1 10), the discussion of section 253 has
been discontinued as this provision of the Act has no
application to the foreign tax credit rules.

1 8(b) and 1 8(c) replace portions of former §11. The
expanded commentsin § 8(b) and 1 8(c) are for purposes of
clarification rather than because of any amendment to the
legidlation.

1 10 isanew paragraph which has been added to the bulletin
to discuss a situation where U.S. taxes do not qualify for a
non-business foreign tax credit because they are considered
to be in respect of a corporation’s income from shares of the
capital stock of aforeign affiliate of the corporation.

1 11 (formerly 1/ 13) contains new comments regarding the
following:

« thevoluntary payment to aforeign jurisdiction of an
amount that, according to the terms of an income tax
treaty, cannot be levied astax; and

 the meaning of the expression “for the year” in the
foreign tax credit provisions.

11 20 replaces former 1 25. The final sentence in former 25
stated:

In addition, income from aforeign source outside the particular foreign
country isincluded so long as it is derived from the carrying on of a
businessin that country.
That sentenceis not continued in 9 20 of the revised bulletin
in view of the new positionin 1 21.

19 21 replaces former § 24 which read:

Aswith the definition of non-business-income tax (see 11 above),
non-business income from aforeign country is defined by exclusion in
subparagraph 126(1)(b)(i). Thus, al foreign source income that is not
excluded by clause 126(1)(b)(i)(C), D or (E) is considered to be foreign
non-business income. Since foreign-source income resulting from a
business carried on in Canadais not excluded, such income can be
included in the numerator of the fraction described in paragraph
126(1)(b) (see 23 above). For example, the net income derived from a
loan made to a non-resident by alending institution in the course of its
business carried on in Canadais included in the numerator.

1 21 contains a new position whereby the location of the
source of income from carrying on a business is considered
to be the location where the businessis carried on.
Therefore, to the extent that incomeis from carrying on a
business in Canada, it cannot be included in foreign
non-business income because it isincome from a source in
Canada, not income from a source in aforeign country.
Proposed paragraph 126(6)(d) provides an exception to this
rule for interest payments that are included in ataxpayer's
income as income from a business carried on in Canada.
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Such payments are deemed to be sourced in the country
where the payer is resident for Canadian foreign tax credit
purposes. Another exception occurs, as explained in 21, if
the income is deemed by atreaty provision to have its source
in aforeign country, in which case it can qualify for
inclusion in foreign non-business income. The new position
in 121 will apply to all agreements entered into, loans made
or indebtedness arising after December 31, 2005.

s 20 and 21 contain comments regarding “tax-exempt
income”. Thisterm was added to the foreign tax credit rules
for purposes of determining amounts that do not qualify for
inclusion in the numerators, FNBI and FBI (referred toin
fis 1 and 2, respectively).

We have clarified § 22 (formerly 1 3), by indicating that a
subsection 91(5) deduction will not be taken into account
when calculating foreign non-business income.

In 9 24 (formerly 1 27), we have modified our position that
providing engineering services for the installation of
machinery, in a business in which that machinery is sold, is
an incidental activity. We have added a comment to the
effect that providing such a service could in some cases be a
significant activity on its own, depending on certain factors.

11 26 replaces former 1 29. The change to the first sentence
aswell as the discontinuance of the remainder of former § 29
are the result of the new position in 1 21.

1 27 replaces former 1 30. The last two sentences of
former 30 are not continued in 27 because the situation
they deal with would rarely occur. Also, we have added a
comment in 27 regarding the possible impact of:

» an applicable income tax treaty provision; or

 subsection 250(5).

1 28 replaces former § 31. The change to the first sentenceis
the result of the new position in § 21.

In 9 29 (formerly 1 32), the examples have been clarified.

In 9 30 (formerly 1 33), we have added a discussion
regarding the effect of a deduction under subsection 20(11)
or (12) on the calculation of the numerator (FNBI) in a
non-business foreign tax credit calculation. In the case of
subsection 20(12), an amendment thereto made thisrule
possible.

In 9 30, we have also added comments regarding the
possible impact of an income tax treaty.

1 33 (formerly 1 36) reflects an amendment to subsection
4(3) whereby it can allocate a deduction wholly to a
particular source of income.

91 37 (formerly 1 41) reflects the rate revision from 17% to
16% in subparagraph 127.54(2)(b)(ii).

1 40 is anew paragraph which has been added to the bulletin
to discuss the topic of “tax sparing”.

Former 142 is not continued in the new bulletin because of
the repeal of the Part 1.1 individual surtax.

A number of other changes have been made in the revised
bulletin for purposes of clarification and readability.
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