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PREFACE

These explanatory notes describe proposed amendments to the Income
Tax Act and arelated Act. These explanatory notes describe these
amendments, clause by clause, for the assistance of Members of
Parliament, taxpayers and their professiona advisors.

The Honourable John Manley, P.C., M.P.
Deputy Prime Minister and Minister of Finance



These explanatory notes are provided to assist in an understanding of
proposed amendments to the Income Tax Act and arelated Act. These
notes are intended for information purposes only and should not be
construed as an official interpretation of the provisions they describe.
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Clause 1
Income from Business or Property

ITA
12(1)(K)

Section 12 of the Income Tax Act provides for the inclusion of various
amounts in computing a taxpayer'sincome for ataxation year from
business or property. Paragraph 12(1)(k) refersto certain dividends
required by existing sections 90 to 95 to be so added.

Paragraph 12(1)(k) is amended so that it refersto al amounts required
to be added in computing income under amended sections 90 to 95,
including new sections 94.1 and 94.2 relating to foreign investment
entities. For more information, see the commentary on those sections.

This amendment applies to taxation years that begin after 2002.
Clause 2
L oan to Non-resident — Controlled Foreign Affiliate

ITA
17(15)

Subsection 17(15) of the Act defines expressions that apply for the
purposes of section 17, which provides rules under which imputed
interest, in connection with debt owing to ataxpayer from a
non-resident person, isincluded in computing the taxpayer's income.
The expression “controlled foreign affiliate” is defined to have the same
meaning as it does under subsection 95(1) of the Act, except that for the
purpose of section 17, a non-resident corporation must be controlled by
Canadian residents in order to be treated as a controlled foreign affiliate
of ataxpayer resident in Canada.

The definition “controlled foreign affiliate” in subsection 17(15) is
amended so that new paragraph 94.1(2)(h) does not apply for the
purposes of section 17. Under that paragraph, an election is available
under which aforeign affiliate of ataxpayer is generally treated asa
controlled foreign affiliate of the taxpayer.

This amendment applies after 2002.
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Clause 3
Capital Gain from Disposition of Property

ITA
39(1)(a)(ii.3)

Paragraph 39(1)(a) of the Act describes ataxpayer's capital gain for a
taxation year from the disposition of property. This paragraph provides
that gains from dispositions of specified properties are to be excluded in
determining a capital gain. Under subparagraph 39(1)(a)(ii.2), the
specified properties include specified debt obligations, where subsection
142.4(4) or (5) appliesto the disposition, and mark-to-market properties
where subsection 142.5(1) appliesto the disposition. Under
subparagraph 39(1)(b)(ii), the same exclusion generally applies with
regard to ataxpayer's capital loss.

New subparagraph 39(1)(a)(ii.3) provides asmilar exclusion for
property in respect of which subsection 94.2(3) applies (and subsection
94.2(20) does not apply) to a taxpayer for ataxation year. Subsection
94.2(3) sets out the conditions for the application of the mark-to-market
taxation regime under section 94.2 for participating interestsin foreign
investment entities. Because of paragraph 94.2(5)(b), this exclusion
does not apply in the case of ataxpayer who is not resident in Canada
immediately before the time of the disposition.

This amendment applies to dispositions that occur after 2002.
Clause 4
Convertible Property

ITA
51

Section 51 of the Act generally permits a tax-deferred transfer of
property where ataxpayer, pursuant to aright of conversion, exchanges
capital property (referred to in the commentary on this section asthe
“convertible property”) that is a share, bond, debenture or note of a
corporation for capital property that is another share of the capita stock
of the corporation.



ITA
51(1)(c)

Paragraph 51(1)(c) of the Act providesthat, except for the purpose of
subsection 20(21), an exchange described in paragraph 51(1)(a) or (b) is
deemed not to be to be a disposition of the convertible property.

Paragraph 51(1)(c) is amended to ensure that an exchange of convertible
property will be considered to be a disposition for the purpose of
paragraph 94(2)(m) of the Act.

This amendment applies to taxation years that begin after 2002. It also
applies to taxation years of ataxpayer that begin

» after 2000 if atrust, to which the taxpayer, directly or indirectly,
transferred property in 2001 (or would have so transferred
property if new section 94 of the Act applied in 2001), makes a
valid election under the coming-into-force provision of new
section 94, and

» after 2001 if atrust, to which the taxpayer, directly or indirectly,
transferred property in 2002 (or would have so transferred
property if new section 94 of the Act applied in 2002), makes a
valid election under the coming-into-force provision of new
section 94.

ITA
51(4)

Subsection 51(4) of the Act provides that subsections 51(1) and (2) will
not apply to any exchange to which subsection 85(1) or (2) or section 86

applies.

Subsection 51(4) is amended to provide that subsections 51(1) and (2)
also will not apply to any exchange of property if that property is,
immediately before the exchange, a specified participating interest. The
concept of a specified participating interest is generally relevant in the
context of the foreign investment entity rulesin sections 94.1 to 94.4. For
more information on the definition “specified participating interest” in
subsection 248(1), see the commentary on that definition.

This amendment applies to exchanges that occur in taxation years that
begin after 2002.
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Clause 5
Cost of Certain Property

ITA
52(1)

Section 52 of the Act sets out the rules for determining the cost of
certain property for the purposes of measuring any gain or losson its
disposition.

Subject to a number of exceptions, subsection 52(1) of the Act applies
where ataxpayer acquires property and a particular amount in respect of
its value was included in computing the taxpayer's income for ataxation
year throughout which the taxpayer was resident in Canada (or in
computing a non-resident taxpayer's taxable income earned in Canada
under section 115, taxable income under section 114 or an amount from
which tax iswithheld under Part X111). In these circumstances, the
particular amount is added in determining the cost to the taxpayer of the
property for the purposes of determining capital gains and lossesin
respect of the property.

Where subsection 94.2(3) applies (and subsection 94.2(20) does not
apply) to ataxpayer for ataxation year in respect of a property, an
amount in respect of the taxpayer’s cost of the property may be included
under subsection 94.2(4) in computing the taxpayer’ sincome from the
property. Subsection 52(1) is amended so that it does not apply to add
an amount to the cost to a taxpayer of a property where the amount may
have been so included under subsection 94.2(4).

This amendment is made, even though property subject to the mark-to-
market rulesin subsection 94.2(4) is generally considered not to be
capital property (except where subsection 94.2(20) applies), to deal with
the situation where it may become at some later time capital property or
whereit is capita property to which subsection 94.2(20) applied.
Subsection 52(1) should not apply to cause a“bump” in the cost of a
property in respect of income or gains recognized under subsection
94.2(4) because section 94.2 contains its own rules for making
adjustments in respect of such income or gains. For more detail, see the
commentary on subsections 94.2(12), (13) and (21), and the definition
“deferral amount” in subsection 94.1(1).

For more information on the definitions “ participating interest” and
“foreign investment entity” and section 94.2, see the commentary on
those provisions.

This amendment applies to taxation years that begin after 2002.
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Clause 6
Adjustmentsto Cost Base

ITA
53

Section 53 of the Act sets out rules for determining the adjusted cost
base (ACB) of property. Certain adjustments are made under this
section. Subsection 53(1) provides for additionsin computing the ACB
of a property, and subsection 53(2) for deductionsin computing the
ACB of aproperty.

ITA
53(1)(d.1)

Paragraph 53(1)(d.1) of the Act, applied together with existing
paragraph 94(5)(a), provides for an addition in computing the adjusted
cost base (ACB) to ataxpayer of the taxpayer's capital interest in atrust
to which existing paragraph 94(1)(d) applies. Paragraph 53(1)(d.1) is
amended to ensure that historical ACB additions are maintained,
notwithstanding the replacement of the rulesin existing section 94.

This amendment applies to taxation years that begin after 2002.

It also applies to taxation years of ataxpayer that begin

o after 2000 if atrust, in which the taxpayer had a capital interest at
any time in 2001, makes a valid e ection under the coming-into-
force provision for new section 94, and

» after 2001 if atrust, in which the taxpayer had a capital interest at
any time in 2002, makes a valid € ection under the coming-into-
force provision for new section 94.

ITA
53(1)(m) and (m.1)

Paragraph 53(1)(m) of the Act provides for an addition in computing the
ACB to ataxpayer of “offshore investment fund property” to which
existing section 94.1 applies. Paragraph 53(1)(m) is amended to ensure
that the historical ACB additions are maintained, notwithstanding the
replacement of the rulesin existing section 94.1.

Paragraph 53(1)(m) is also amended to provide for an ACB addition in
computing the ACB to ataxpayer of a property in respect of which new
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subsection 94.1(4) has applied to include in respect of the property an
amount in computing the taxpayer’ sincome for ataxation year. For
more information, see the commentary on section 94.1.

Paragraph 53(1)(m.1) isintroduced to provide for the ACB additions
contemplated by new subsections 94.2(12) and 94.3(5). For more
information, see the commentary on those subsections.

These amendments apply to taxation years that begin after 2002.

ITA
53(2)(b.1)

Paragraph 53(2)(b.1) of the Act, applied together with existing
paragraph 94(5)(b), provides for a deduction in computing the ACB to a
taxpayer of the taxpayer's capital interest in atrust to which existing
paragraph 94(1)(d) applies. Paragraph 53(1)(b.1) is amended to ensure
that historical ACB deductions are maintained, notwithstanding the
replacement of the rulesin existing section 94.

This amendment applies to taxation years that begin after 2002. It also
applies to taxation years of ataxpayer that begin

o after 2000 if atrust, in which the taxpayer had a capital interest at
any time in 2001, makes a valid e ection under the coming-into-
force provision for new section 94, and

» after 2001 if atrust, in which the taxpayer had a capital interest at
any time in 2002, makes a valid € ection under the coming-into-
force provision for new section 94.

ITA
53(2)(w)

Paragraph 53(2)(w) of the Act is introduced to provide for the ACB
reductions contemplated by new subsections 94.2(12), 94.3(5) and
94.4(2). For more information, see the commentary on those
subsections.

New paragraph 53(2)(w) applies to taxation years that begin after 2002.
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Clause 7
Death of a Taxpayer

ITA
70(3.1)

Under subsection 70(2) of the Act, the value of certain “rights or things’
owned by an individua at the time of the individual's death is required
to beincluded in the individual'sincome for the year of death.
Subsection 70(3) provides that this rule does not apply in connection
with “rights or things” transferred to beneficiaries of the deceased
within a specified period of time. Subsection 70(3.1) provides that
certain property does not constitute a*“right or thing” for this purpose.

Subsection 70(3.1) is amended so that a“right or thing” does not
include property in respect of which new subsection 94.2(3) applied
(and subsection 94.2(20) does not apply) for the individual’ s taxation
year in which theindividual dies. New subsection 94.2(3) sets out the
conditions for the application of the mark-to-market taxation regime
under section 94.2 for participating interests in foreign investment
entities.

This amendment applies to taxation years that begin after 2002.

ITA
70(5.2)

Subsection 70(5.2) of the Act provides rules with respect to the
disposition of resource properties and land inventories on the death of
anindividual.

Subsection 70(5.2) is amended so that it also applies to property in
respect of which new subsection 94.2(3) applied (and subsection
94.2(20) does not apply) for theindividual’s taxation year in which the
individual dies. With respect to such property, amended paragraph
70(5.2)(a) provides for a deemed disposition, immediately before the
death of theindividual, for proceeds of disposition equal to the fair
market value of the property at that time. New subsection 94.2(3) sets
out the conditions for the application of the mark-to-market taxation
regime under section 94.2 for participating interestsin foreign
investment entities.

In the case of a property in respect of which subsection 94.2(3) applied
(and subsection 94.2(20) does not apply) for the individual’ s taxation
year in which theindividual dies, the proceeds of disposition are
included in the value of A in the mark-to-market formulafor the
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taxation year in respect of the property. Thisformula appliesin
computing the deceased's income under subsection 94.2(4) for the
taxation year of death. The deceased istreated as not having held the
interest after death.

Paragraph 70(5.2)(b) is amended to provide that propertiesin respect of
which a deemed disposition occurs under paragraph 70(5.2)(a) are
deemed to have been acquired, by the person who as a consequence of
the individual's death acquires the property, at a cost equal to that fair
market value.

Where certain resource properties and land inventories held by an
individual immediately before death are deemed, under paragraph
70(5.2)(a) and (b), to have been disposed of by the individual and
acquired at a particular cost by another person, new paragraph
70(5.2)(c) sets out the conditions under which it will apply, instead of
70(5.2)(a) and (b), to determine the proceeds of disposition and cost of
acquisition resulting from that deemed disposition and that acquisition.
In particular, where the conditionsin paragraph (c) are met,
subparagraph 70(5.2)(c)(i) appliesto determine the individual’s
proceeds from the deemed disposition under paragraph (a) of aland
inventory or resource property. In turn, subparagraph 70(5.2)(c)(ii)
deems the land inventory or resource property to have been acquired at
the time of theindividual’ s death at a cost equal to the amount
determined under subparagraph (i) in respect of the deemed disposition
of the property under paragraph 70(5.2)(a).

This amendment applies to taxation years that begin after 2002.
Clause 8
Inter Vivos Transfers by Individuals

ITA
73(1)

Subsection 73(1) of the Act generally provides for atax-deferred
disposition of capital property by an individual (other than atrust)
whereit istransferred by the individual in circumstances where
subsection 73(1.01) applies and a number of other conditions are met.

Subsection 73(1) is amended so that it does not apply to atransfer of
property that is a specified participating interest. The concept of a
specified participating interest is generally relevant in the context of the
foreign investment entity rulesin sections 94.1 to 94.4. For more
information on the definition “specified participating interest” in
subsection 248(1), see the commentary on that definition.
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This amendment applies to transfers that occur in taxation years that
begin after 2002.

Clause 9
Trusts— Attribution

ITA
75(2) and (3)

Subsection 75(2) of the Act generally provides for the attribution of
income derived from certain trust property to a person resident in
Canada where the property was received by the trust from the person
and can revert to the person (or passto other persons determined by that
person). Subsection 75(3) exempts certain trusts from this attribution
rule.

Subsection 75(2) is amended to ensure that, if the person to whom
income from a particular property would otherwise be attributed under
that subsection is an otherwise non-resident trust that is deemed by new
subsection 94(3) to be resident in Canada, the income from that property
will not be attributed back to the person.

Amended subsection 75(2) generally appliesto trust taxation years that
begin after 2000.

Subsection 75(3) is amended by adding new paragraph 75(3)(c.2). New
paragraph 75(3)(c.2) ensures that subsection 75(2) does not apply to
trustsin respect of which the contributors are recent immigrants to
Canada (i.e., resident in Canadafor not more than 60 months). The
exception is consistent with similar 60-month exemptionsin:

* section 94 (see subsection 94(3) and the definitions “connected
contributor” and “resident contributor” in subsection 94(1)),

* section 94.1 (see subsection 94.1(3) and the definition “exempt
taxpayer” in subsection 94.1(1)), and

* section 94.2 (see subparagraph 94.2(11)(c)(i)).

New paragraph 75(3)(c.2) appliesto trust taxation years that begin after
2000 except that, for trust taxation years that begin in 2001 or 2002,
paragraph 75(3)(c.2) applies with reference to subsection 94(1) asit
reads in its application to taxation years that begin after 2002.
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Clause 10
Definition of “Eligible Property”

ITA
85(1.11)

Subsection 85(1.1) of the Act describes the types of property (referred
to as“eligible property”) that may be transferred to a corporation under
subsection 85(1). Subsection 85(1.11) providesthat certain foreign
resource property (or an interest in a partnership that derives all or part
of its value from one or more foreign resource properties) is not an
“eligible property” of ataxpayer in respect of atransfer to a corporation.

Subsection 85(1.11) is amended to provide that a specified participating
interest is not an eligible property of ataxpayer in respect of atransfer
to a corporation. The concept of a specified participating interest is
generally relevant in the context of the foreign investment entity rulesin
sections 94.1 to 94.4. For more information on the definition “ specified
participating interest” in subsection 248(1), see the commentary on that
definition.

This amendment applies to taxation years that begin after 2002.
Clause 11
Shar e-for-Share Exchange

ITA
85.1(4) and (6)

Subsection 85.1(3) of the Act permits a taxpayer to transfer, on a tax-
deferred “rollover” basis, the shares of aforeign affiliate of the taxpayer
to another foreign affiliate of the taxpayer. Subsection 85.1(5) provides
asimilar rollover for shareholders who exchange shares of aforeign
corporation for shares of another corporation. Subsections 85.1(4) and
(6), respectively, identify circumstances in which subsection 85.1(3) or

(5) will not apply.

Subsection 85.1(4) is amended to provide that subsection 85.1(3) does
not apply to adisposition at any time by ataxpayer of a property that is
a specified participating interest. Subsection 85.1(6) issimilarly
amended so that subsection 85.1(5) does not apply to an exchanged
sharethat is, immediately before the exchange, a specified participating
interest. The concept of a specified participating interest is generally
relevant in the context of the foreign investment entity rulesin sections
94.1 to 94.4. For more information on the definition “ specified
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participating interest” in subsection 248(1), see the commentary on that
definition.

These amendments apply to dispositions and exchanges that occur in
taxation years that begin after 2002.

Clause 12
Shar e-for-Shar e Exchange — Reor ganization of Capital

ITA
86(3)

Subsection 86(1) applies where a corporation reorganizes its capital
structure by issuing shares to a taxpayer as full or partial consideration
for the surrender of al of the taxpayer’s shares of the capital stock of
the corporation. Where thisis the case, the cost of the new sharesis
determined with reference to the adjusted cost base of the surrendered
shares. Subsection 86(3) provides that subsection 86(1) does not apply
in any case where subsection 85(1) or (2) applies.

Subsection 86(3) is amended to provide that subsection 86(1) also does
not apply to any disposition of property that is, immediately before the
disposition, a specified participating interest. The concept of a specified
participating interest is generally relevant in the context of the foreign
investment entity rulesin sections 94.1 to 94.4. For more information on
the definition “ specified participating interest” in subsection 248(1), see
the commentary on that definition.

Thisamendment applies to dispositions that occur in taxation years that
begin after 2002.

Clause 13

Amalgamations— Non-resident Trustsand Foreign | nvestment
Entities

ITA
87(2)(j.95)

Section 87 of the Act sets out rules that apply on the amalgamation of
two or more taxable Canadian corporations. The amalgamated
corporation is generally treated as a continuation of the predecessor
corporations for the purposes of the Act.

New paragraph 87(2)(j.95) provides that, where there has been an
amalgamation of two or more taxable Canadian corporations, the



18

amal gamated corporation is deemed to be a continuation of its
predecessor corporations for the purposes of sections 94 to 94.4, which
relate to foreign trusts and foreign investment entities. Thus, for
example, an amalgamated corporation will be considered to be a
“contributor” (as defined in subsection 94(1)) to atrust if any
predecessor corporation was a contributor to the trust. In addition, the
new corporation's “deferral amount” (as defined in subsection 94.2(1))
in respect of an interest in aforeign investment entity will be
determined in the same manner as a predecessor's “deferral amount” in
respect of the same interest.

Because of the operation of paragraph 88(1)(e.2), new paragraph
87(2)(j.95) a'so applies to windings-up to which section 88 applies.

This amendment applies to taxation years that begin after 2000.
Clause 14

Amountsto be Included in Respect of

Share of a Foreign Affiliate

ITA
91

Section 91 of the Act sets out rules for determining amounts that a
taxpayer resident in Canadaisto include in computing itsincome for a
particular year as income from a share of a controlled foreign affiliate of
the taxpayer.

ITA
91(1)

Subsection 91(1) of the Act provides that ataxpayer that isresident in
Canada must include in computing income an amount in respect of each
share owned by the taxpayer of the capital stock of a controlled foreign
affiliate of the taxpayer.

Subsection 91(1) is amended so that it does not result in additional
income for ataxpayer arising because of the ownership by the taxpayer
(or by acontrolled foreign affiliate of the taxpayer) of sharesthat are
participating interestsin a“tracking entity” to which the imputed
income regime under section 94.1 or the mark-to-market regime under
section 94.2 applies by reason of the application of subsection 94.2(9).
The shares of ataxpayer in the capital stock of a corporation that is a
controlled foreign affiliate of the taxpayer will generally be treated as
“exempt interests’ (as defined in new subsection 94.1(1)), and therefore
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not subject to the income inclusions under subsections 94.1(4) or
94.2(4) of the Act. However, if subsection 94.2(9) appliesin respect of
those shares (in particular, note that paragraph 94.2(9)(b) does not
exclude the application of subsection 94.2(9) to an exempt interest that
isaninterest in a controlled foreign affiliate) either of subsections
94.1(4) or 94.2(4) will apply generdly to require an amount to be
included in computing the income of the taxpayer. Because of
subparagraph 94.3(2)(b)(i), the accrual regime in section 94.3 will not
apply in respect of an interest to which subsection 94.2(9) applies.

For more details on the application of sections 94.1to 94.4, seethe
commentary on those provisions.

This amendment applies to taxation years that begin after 2002.

ITA
91(4)

Subsection 91(4) of the Act provides for a deduction in computing the
income of ataxpayer resident in Canada. The deduction is available
where the taxpayer has included an amount under subsection 91(1) in
computing income in respect of a share of the capital stock of a
controlled foreign affiliate of the taxpayer. The deduction is generally
determined with reference to foreign taxes payable by the affiliate and a
“relevant tax factor”. The “relevant tax factor” for aresident taxpayer is
designed to permit a deduction for the resident taxpayer that will result
in tax relief that is aproxy for aforeign tax credit in respect of foreign
taxes payable by a controlled foreign affiliate of the resident taxpayer.

Subsection 91(4) is amended to explicitly link the “relevant tax factor”
to the resident taxpayer and the taxation year for which the deduction
under subsection 91(4) is claimed. For more detail on the definition
“relevant tax factor” in subsection 95(1), see the commentary on that
provision.

This amendment applies to the 2002 and subsequent taxation years.
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Clause 15
Non-resident Trusts

ITA
94

OVERVIEW
Existing Rules

Section 94 of the Act sets out rules that tax the passive income earned
by certain non-resident trusts. Section 94 generdly applies if a person
resident in Canada has transferred or loaned property to a non-resident
trust that has one or more beneficiaries that are resident in Canada.

Section 94 uses two different methods to impose tax, depending on
whether the trust is a discretionary trust. A discretionary trust is a trust
under which a person has a discretionary power to determine the
amount of the income or capital of the trust that one or more
beneficiaries will receive.

If the non-resident trust is a discretionary trust, paragraph 94(1)(c)
deems the trust to be resident in Canada for the purposes of Part | of the
Act and deemsitsincome for tax purposes to be the total of its Canadian
source income and its foreign accrua property income, if any. Each
beneficiary isjointly and severaly liable to pay the Canadian tax of the
trust. However, the liability can be enforced against a particular
beneficiary only to the extent that the beneficiary has received a
distribution from the trust or proceeds from the sale of an interest in

the trust.

If the non-resident trust is not a discretionary trust, paragraph 94(1)(d)
providesthat it isto be treated in much the same manner that a non-
resident corporation istreated. If a Canadian resident beneficiary holds
an interest in the trust with afair market value equal to 10% or more of
thetotal fair market value of al beneficial interestsin the trust, the trust
is deemed to be a controlled foreign affiliate of the beneficiary.
Conseguently, the foreign accrual property income rules apply to the
trust and the beneficiary, requiring the beneficiary to include a portion
of the foreign accrual property income of the trust in income. On the
other hand, beneficiaries whose beneficial interests are less than 10% of
the total fair market value of all interests in the trust may be subject to
tax under the offshore investment fund rulesin section 94.1. If section
94.1 does not apply, such beneficiaries are taxed only if trust income
becomes payable to them in the year in which it arises.
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New Rules

New section 94 of the Act takes a different approach to the taxation of
non-resident trusts (NRTS). In general, if a Canadian resident
contributes property to a NRT, the contributor, the NRT and certain
Canadian resident beneficiaries of the trust may all become jointly and
severally, or solidarily, liable to pay Canadian tax on the world-wide
income of thetrust. (The English-language expression “jointly and
severally” no longer existsin the civil law of the province of Quebec
and has been replaced in that civil law with the expression “solidarily”.
In the English-language version of section 94, the expression
“solidarily” isadded to the expression “jointly and severally”, which
latter expression is maintained for common-law purposes. The French-
language version of new section 94 uses only the expression “solidaire”
asthis expression is appropriate for both the civil and common-law.
These changes ensure that the Act appropriately reflects both the civil
law of the province of Quebec and the law of other provinces.)

Except as indicated otherwise, the amendments to section 94 apply to
trust taxation years that begin after 2002. In addition,

» atrust created in 2001 may elect in writing (by filing the election
with the Minister on or before the trust's filing-due date for the
trust's taxation year in which the amending legisation is assented
to) to have new section 94 of the Act apply to its taxation years
that begin in 2001 and 2002, and

» atrust created in 2002 may elect in writing (by filing the election
with the Minister on or before the trust's filing-due date for the
trust's taxation year in which the amending legidation is assented
to) to have new section 94 of the Act apply to its taxation years
that begin in 2002.

The table next page briefly summarizes section 94 and related rules.
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Issue

Summary

References

1. Which trusts are
subject to the new
NRT rules?

A. Ingenera, atrust (other
than an exempt foreign
trust) will be subject to tax
for ataxation year as atrust
resident in Canadaif a
contribution was made to
the trust by an entity (other
than arecent immigrant to
Canada) that isresident in
Canada at a specified time
(generally, the end of the
year).

S. 94(3)
“entity” —s. 94(1)

“exempt foreign trust” —s.
94(1)

“contribution” —s. 94(1)
and (2)

“resident contributor” —
s. 94(1)

“specified time” —s. 94(1)

* B. Inaddition, atrust
(other than an exempt
foreign trust) will
generally be subject to
Canadian tax for a
taxation year if thereisa
resident beneficiary
under the trust. More
specificaly if:

 the contribution was
made by an entity when
the entity was resident in
Canada (or generally
within a 60-month
period before the entity
became resident in
Canada or within a
60-month period after
the entity ceased to be
resident in Canada),

S. 94(3) and (10)
“beneficiary” —s. 94(1)

“contribution” —s. 94(1)
and (2)

“connected contributor” —
s. 94(1)

“entity” —s. 94(1)
“non-resident time” - 94(1)

“resident beneficiary” —
s. 94(1)

“specified charity” —
s. 94(1)

“specified time” —s. 94(1)

“testamentary beneficiary
—s.94(1)
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Issue

Summary

References

« where the contributing
entity isan individual
(other than atrust), at
the specified time the
individual had been
resident in Canada for
more than 60 months,
and

e at the specified time
thereis an entity (other
than a specified charity
or testamentary
beneficiary) that is
resident in Canadaand is
abeneficiary under the
trust.

2. Who isresponsible
for the tax payable
by an NRT?

The trust is required to pay
tax. If it failsto do so, each
contributor referred to in
1(A) and/or each
beneficiary referred toin
1(B) isjointly and severaly
or solidarily liable with the
trust for the tax. However,
the amount recoverable
from an entity that is simply
abeneficiary islimited to
the beneficiary’ s recovery
limit. Relief isaso
available in some cases for
a contributor whose
contribution to the trust is
insignificant relative to
other contributions made to
the trust.

Jointly and severally, or
solidarily, liable: paragraph
94(3)(d)

Limit to amount recoverable
- 94(7)

Recovery limit - 94(8)

Determination of fair
market value - 94(9)

Definitions - 94(1)

3. Wherethe NRT
rules apply to atrust
for ataxation year,
how will the trust's
tax liabilities be
calculated?

A. Canadian rules generally
apply to the trust asif the
trust wereresident in
Canada throughout the year
for the purpose of
computing the trust's
income.

s. 94(3)
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Issue Summary References

B. Explicit rule treats the S. 94(3)(c); 94(4)(d),
trust as becoming resident 128.1(1)

in Canada, with resulting
adjustment to cost amount
of property.

C. Parts XI1.2 and X111l do s. 94(3)(a)(vii) and (viii)
not apply to the trust. and (4)(c) and 215 and
Explicit exemption from 216(4.1)

Part X111 tax on amounts
distributed to the trust,
although payer must still
withhold.

D. Flow-through of income | s. 94(3)(a)(viii) and

to resident and non-resident | 104(7.01) - specia rules
beneficiaries permitted,
subject to special rulesin
the event that Canadian-
source income is distributed
to non-residents.

Definitions

ITA
94(1)

New subsection 94(1) of the Act defines a number of expressions that
apply for the purpose of section 94.

“arm'slength transfer”

A loan or transfer of property by an “entity” in respect of atrust will
generally not be considered a“ contribution” to the trust where the loan
or transfer isan “arm's length transfer”. In these circumstances, the
transferor entity will not, because of that loan or transfer, be considered
to be a“contributor” to the trust. Accordingly, subsection 94(3) does not
apply to anon-resident trust as a conseguence only of an “arm's length
transfer” in respect of the trust. (For more information on the definitions
“contribution”, “contributor” and “entity” in subsection 94(1), seethe
commentary on those definitions.)

The definition “arm'’s length transfer” aso isrelevant in applying the
rulesin new paragraphs 94(2)(a) and (c). Under those rules, aloan or



25

transfer of property made to an entity other than a particular trust may,
in specified circumstances, result in atransfer of property being
considered to have been made to the particular trust. (For more
information, see the commentary on new subsection 94(2).)

If property transferred or loaned is “restricted property”, the transfer or
loan will not be an arm’ s length transfer. (For more information on the
definition “restricted property”, see the commentary on that definition.)

Under paragraph (a) of the definition, atransfer or loan will bean arm’s
length transfer only if it is reasonable to conclude that none of the
reasons (determined by reference to all the circumstances including the
terms of atrust, an intention, the laws of a country or the existence of an
agreement, a memorandum, a letter of wishes or any other arrangement)
for the transfer isthe acquisition at any time by any entity of an interest
as a beneficiary under a non-resident trust.

Under subparagraphs (b)(i) and (ii) of the definition, an arm's length
transfer includes, in general terms, an arm's length return on investment
(conferred by the entity in which the investment is made) and certain
payments made by a corporation on areduction of the paid up capital in
respect of shares of aclass of the corporation's capital stock.

Under subparagraph (b)(iii) of the definition, an arm's length transfer
includes atransfer to atrust by a“specified charity” (as defined in new
subsection 94(1)) in respect of the trust that is made by the specified
charity for the purpose of refunding in whole or in part a gift previously
made to the specified charity entity by the trust. For more information
on the definition “specified charity”, see the commentary on that
definition.

Under subparagraph (b)(iv) of the definition, an arm’s length transfer
includes atransfer in exchange for which, the recipient transfers or
loans property (other than arestricted property) to the transferor, or
becomes obligated to so transfer or loan such property, and for which it
is reasonable to conclude

» having regard only to the transfer and the exchange that the
transferor would have been willing to make the transfer if the
transferor dealt at arm's length with the recipient, and

* that the terms and conditions, and circumstances, under which the
transfer was made would have been acceptable to the transferor if
the transferor dealt at arm's length with the recipient,
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Under subparagraph (b)(v) of the definition, an arm’s length transfer
includes atransfer that is made in satisfaction of an obligation that arose
because of atransfer to which subparagraph (b)(iv) applied, if

» thetransfer is not atransfer described in paragraph 94(2)(g),

» thetransferor would have been willing to make the transfer if the
transferor dealt at arm's length with the recipient, and

» thetermsand conditions, and circumstances, under which the
transfer was made would have been acceptable to the transferor if
the transferor dealt at arm's length with the recipient.

Under subparagraph (b)(vi) of the definition, an arm's length transfer
includes atransfer that is a payment of an amount owing by the
transferor under awritten agreement the terms and conditions of which,
when entered into, were terms and conditions that, having regard only to
the amount owing and the agreement, persons dealing at arm’ s length
would have entered into, if the transfer is not atransfer described in

paragraph 94(2)(9)-

Under subparagraph (b)(vii) of the definition, an arm's length transfer
includes atransfer that is a payment made before 2002 to atrust (or to a
corporation controlled by the trust or to a partnership of which the trust
isamgjority interest partner, together referred to in this subparagraph as
“the specified person or partnership”) in repayment of or otherwisein
respect of a particular loan made by the trust (or by the specified person
or partnership, asthe case may be) to the transferor.

Finally, under subparagraph (b)(viii) of the definition, an arm's length
transfer includes atransfer that is a payment made after 2001 to atrust
(or to acorporation controlled by the trust or to a partnership of which
the trust is amgjority interest partner, together referred to in this
subparagraph as “the specified person or partnership”) in repayment of
or otherwise in respect of a particular loan made by the trust (or by the
specified person or partnership, as the case may be) to the transferor in
circumstances where either

* they would have been willing to enter the particular loan if they dealt
at arm's length with each other and the payment is not a transfer
described in paragraph 94(2)(g), or
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* the payment is made before 2005 in accordance with fixed repayment
terms agreed to before June 23, 2000.

The definition “arm's length transfer” generally applies to trust taxation
years that begin after 2002. However, where atrust elects, by notifying
the Minister in writing on or before its filing-due date for its taxation
year that includes the day on which this Act is assented to, the definition
“arm’s length transfer” will be read without reference to aloan or
transfer of property that is made before 2003 and identified in the
election. This electing provision recognizes that the definition “arm's
length transfer” in the new rules does not have an equivalent under
existing subsection 94(1) of the Act. In particular, a non-resident trust
now considered resident by reason of existing subsection 94(1) might
not be described in new subsection 94(3) and would no longer be
considered resident, which would result in the change in residency rules
in subsection 128.1(4) applying. The election, which isfound in the
coming-into-force provision of the amending legidation, effectively
permits atrust to continue to be deemed resident.

“beneficiary”

Under paragraph (a) of the new definition “beneficiary” in subsection
94(1), a beneficiary under atrust includes an entity beneficially
interested in the trust.

Under paragraph (b) of that definition, a beneficiary under atrust also
includes an entity that would be beneficially interested in the trust if

» theentity were a person, and
» thereference in subparagraph 248(25)(b)(ii) to

(A) “any arrangement in respect of the particular trust” were
read as areference to “any arrangement (including the terms or
conditions of a share, or any arrangement in respect of ashare,

of the capital stock of a corporation that is beneficially interested
in the particular trust) in respect of the particular trust”, and

(B) “the particular person or partnership might” wereread asa
reference to “the particular person or partnership becomes (or
could become on the exercise of any discretion by any entity),
directly or indirectly, entitled to any amount derived, directly
or indirectly, from the income or capita of the particular trust
or might”.
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For the purposes of the Act, the expression “beneficially interested” has
the meaning assigned by subsection 248(25) of the Act.

“closely-held cor poration”

The definition “ closely-held corporation” isrelevant in applying
subparagraph (b)(i) of the definition “arm’ s length transfer” and the
definition “restricted property”. (For more information on the
definitions“ arm’s length transfer ” and “ restricted property ” in
subsection 94(1), see the commentary on those definitions.)

A closely-held corporation at any time, means a corporation, other than
acorporation in respect of which

 thereisat least one class of shares of its capital stock that classis not
a specified class (within the meaning assigned by subsection
256(1.1),

* itisreasonable conclude that at that time the shares of those classes
(other than such a specified class) are held by at least 150 entities each
of whom holds shares that have atotal fair market value of at least
$500, and

* it isreasonable conclude that the total number of issued and
outstanding shares of aclass (other than such a specified class) held by
aparticular entity or by any other entity with whom the particular
entity does not deal at arm’s length is not more than 10% of the total
number of the issued and outstanding shares of that class.

Subsection 94(16) is an anti-avoidance provision that appliesin
determining whether a corporation is a closely-held corporation at any
time. For more detail, see the commentary on that provision.

“connected contributor”

The definition “ connected contributor” is relevant in determining
whether abeneficiary is, at a particular time, a“resident beneficiary” (as
defined in new subsection 94(1)) under a non-resident trust. Under new
paragraph 94(3)(d) of the Act, such aresident beneficiary can, to an
extent, be liable for the trust's income tax. For more information, see the
commentary on subsections 94(3) and (7) to (10), subparagraph
152(4)(b)(vi) and subsections 160(2.1) and (3).
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A connected contributor at a particular time is any entity, including an
entity that has ceased to exist, that isa“contributor” (as defined in new
subsection 94(1)) to the trust at that time, other than

e anindividua who wasresident in Canadafor a period of, or
periods the total of which is, not more than 60 months (but not
including atrust or an individual who before that time was never
non-resident), or

» an entity that is a contributor only because of one or more
transactions that occurred at a“non-resident time” (as defined in
new subsection 94(1)) of the entity.

For more information on the definitions “ contributor”, “resident
beneficiary” and “non-resident time” in subsection 94(1), see the
commentary on those definitions.

In the context of the definition “ connected contributor”, reference
should also be made to new paragraphs 94(2)(a) to (m) (which extend
the circumstances in which atransfer is considered to occur for the
purposes of section 94), new paragraphs 94(2)(n) to (g) and subsections
94(11) to (13) (which generally extend the circumstances in which a
contribution is considered to be made for the purposes of section 94)
and paragraphs 94(2)(r) to (u) (which generally narrow the
circumstances in which a contribution is considered to be made for the
purposes of section 94). Reference should also be made to new
subsection 94(10), which applies where a contributor becomes resident
in Canada within 60 months after making a contribution to atrust.

“contribution”

Where a*“ contribution” is made at or before a particular time to a non-
resident trust by an entity, that entity will be considered to bea
“contributor” at the particular time and, in certain cases, will bejointly
and severally or solidarily liable under subsection 94(3) for the trust's
income taxes. (For more detail on the expression “solidarily ”, please
refer to the introductory commentary above on new section 94.) For
more information on subsection 94(3), see the commentary on that
subsection.

Under paragraph (a) of the definition, a*“ contribution” to atrust by a
particular entity means aloan or transfer of property (in this
commentary referred to as a“transfer”) by the entity to the trust (other
than an “arm's length transfer”, as defined in new subsection 94(1)).



30

Under paragraphs (b) and (c) of the definition “ contribution”, a
contribution is also considered to have been made by a particular entity
where

» the particular entity makes a particular transfer (other than an
“arm's length transfer™) as part of a series of transactions or events
that includes another transfer (other than an arm's length transfer),
to the trust, by another entity; or

» the particular entity becomes obligated to make a particular
transfer (other than atransfer that would, if it were made, be an
“arm's length transfer™) as part of a series of transactions or events
that includes another transfer (other than an arm's length transfer),
to the trust, by another entity.

In these circumstances, the other transfer is considered to be a
contribution to the trust by the particular entity only to the extent that
the other transfer can reasonably be considered to have been madein
respect of the particular transfer or the particular entity's obligation to
make the particular transfer, as the case may be. In either case, a
contribution is considered to be made at the time of the other transfer.

There are anumber of rulesthat have the effect of applying the
definition “contribution” more broadly than would otherwise be the
case. See the commentary on new paragraphs 94(2)(a) to (m) (which
extend the circumstances in which atransfer is considered to occur for
the purposes of section 94), new paragraphs 94(2)(n) to (g) and
subsections 94(11) to (13) (which generally extend the circumstancesin
which a contribution is considered to be made for the purposes of
section 94) and paragraphs 94(2)(r) to (u) (which generally narrow the
circumstances in which a contribution is considered to be made for the
purposes of section 94).

The definition “contribution” appliesto all loans and transfers,
irrespective of when made.

“contributor”

A “contributor” to atrust at any time means an “entity” (asdefinedin
new subsection 94(1)), including an entity that has ceased to exit, that
at or before that time has made a“contribution” (as defined in new
subsection 94(1)) to the trust. The definition “ contributor” is significant
primarily for the purposes of the definitions “resident contributor” and
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“connected contributor” in new subsection 94(1). For more information,
see the commentary on those definitions.

Reference should be made in this context to new paragraphs 94(2)(a) to
(m) (which extend the circumstances in which atransfer is considered to
occur for the purposes of section 94), new paragraphs 94(2)(n) to (q)
and subsections 94(11) to (13) (which generally extend the
circumstances in which a contribution is considered to be made for the
purposes of section 94) and paragraphs 94(2)(r) to (u) (which generally
narrow the circumstances in which a contribution is considered to be
made for the purposes of section 94).

“eligible non-resident trust”

An “eligible non-resident trust” can qualify as an exempt foreign trust
under paragraph (h) of the definition “exempt foreign trust” where it
meets the conditions imposed by that paragraph.

An eligible non-resident trust at any time means atrust other than a
trust that

» iscreated or maintained for charitable purposes,
» isgoverned by an employee benefit plan,

* isdescribed in paragraph (a.1) of the definition “trust” in
subsection 108(1),

* isgoverned by asalary deferral arrangement,

» isoperated for the purpose of administering or providing
superannuation, pension, retirement or employee benefits,

e wasever apersonal trust, or

» haséected in writing filed with the Minister in atimely fashion
that the definition “exempt foreign trust” not apply to it.

13 er]tityﬂ
The expression “entity” is defined to include an association, a

corporation, afund, anatural person, ajoint venture, an organization, a
partnership, a syndicate and a trust.
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“exempt foreign trust”

An “exempt foreign trust” includes a number of different types of non-
resident trusts that are exempt from the application of new subsection
94(3). The expression refers to the following types of non-resident
trusts:

(a) anon-resident trust the current income (determined with reference
to amended subsection 108(3)) or capital from which can be provided
only to one or more physically or mentally infirm dependent
individuals, provided that these individuals are non-resident and that
any property settled on the trust could reasonably be considered, at
the time it was settled, to be necessary for the maintenance of those
individuals;

(b) anon-resident trust created after the breakdown of a marriage or
common-law partnership of two individuals, the current income
(determined with reference to amended subsection 108(3)) or capital
from which can be provided only to non-resident children of one of
theindividuals, if the children are under 21 years of age (or under 31
years of age and enrolled in a specified educational institution) and
each “contribution” to the trust (as defined in subsection 94(1)) was
to provide for the maintenance of those children;

(c) certain non-resident trusts that own or administer a university
described in paragraph (f) of the definition “total charitable gifts’ in
subsection 118.1(1) and that could qualify under that definition asa
recipient permitted for the purposes of the tax credit for charitable
gifts;

(d) certain non-resident trusts established exclusively for charitable
purposes (as those purposes are defined in the laws of Canada);

(e) anon-resident trust that is governed by an employee profit sharing
plan (as defined in subsection 248(1)), by aretirement compensation
arrangement (as defined in subsection 248(1), or by aforeign
retirement arrangement (as defined in subsection 248(1));

(f) anon-resident trust that is governed by an employee benefit plan
(as defined in subsection 248(1)) or atrust described in paragraph
(a.1) of the definition trust in subsection 108(1), if

(i) it is maintained primarily for the benefit of non-resident
individuals,
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(i) it holds no restricted property,

(iii) it provides no benefits, other than benefits in respect of
services described in clauses (iv)(A) to (D) of the definition;

(g) anon-resident trust that has been operated exclusively for the
purpose of administering or providing superannuation, pension,
retirement or employee benefits, if it meets the conditions stipul ated
under paragraph (g) of the definition regarding its beneficiaries (and
their rights), its property, itsjurisdiction of residence, and itsliability
for tax under the laws of that jurisdiction.

(h) anon-resident trust that is an eligible non-resident trust if the only
beneficia interestsin the trust are “ specified fixed interests’ (as
defined in subsection 94(1)) and, in genera terms,

(i) where there are at least 150 beneficiaries (determined without
reference to subsection 248(25) of the Act) under the trust each of
whom holds a specified fixed interest in the trust worth at least
$500, the only “resident contributors” (as defined in subsection
94(1)) to the trust that hold more than 10% of the issued interests
of any class of beneficid interestsin the trust are “specified
contributors” (as defined in subsection 94(1)) to the trust, or

(i) in any other case, each resident contributor to thetrustisa
specified contributor to the trust and a copy of the current terms of
the trust (and any other required information in prescribed form)
has been filed with the Minister of National Revenue by or on
behalf of the trust.

(i) aprescribed trust or prescribed class of trusts. (At the present
time, it is not anticipated that any trust or class of trusts will be
prescribed for this purpose).

Paragraph (h) is intended to apply to non-resident investment trusts that
are legitimately commercial. Such atrust is intended to be treated as a
foreign investment entity under sections 94.1 to 94.4 of the Act. A
Canadian resident investor (other than an “exempt taxpayer” within the
meaning assigned by subsection 94.1(1)) in the trust would be expected
to be ataxpayer to whom subsection 94.1(3) or 94.2(9) appliesfor a
taxation year of the investor in respect of their investment in the trust.
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“exempt service’

The definition “ exempt service” isrelevant to new paragraph 94(2)(f),
which deems the provision of certain services (other than exempt
services) to be atransfer of property.

An exempt service means a service rendered at any time by an entity
(the “service provider”) to, for or on behalf of, another entity (a
“recipient”) if either

» therecipient isat that time atrust and the service relates to the
administration of thetrust, or

» thefollowing conditions apply in respect of the service, namely

(i) the service isrendered in the service provider's capacity at that
time as an employee or agent of the recipient,

(ii) in exchange for the service the recipient transfers or loans
property, or becomes obligated to transfer or loan property, and

(iii) it is reasonable to conclude

(A) having regard only to the service and the exchange that the
service provider would have been willing to carry out the service
if the service provider had dealt at arm's length with the
recipient, and

(B) that the terms and conditions, and circumstances, under
which the service was provided would have been acceptable to
the service provider if the service provider had dedlt at arm's
length with the recipient.

“exempt taxpayer”

The definition “ exempt taxpayer” is relevant in determining whether a
taxpayer is a"“ specified contributor” to atrust.

Except asindicated below, tax-exempt persons to which subsection
149(1) applies are generally exempt taxpayers. However, retirement
compensation arrangements and qualifying environmental trusts for
which alternative income tax rules are provided under Parts X1.3 and
XI11.4, and insurers to which paragraph 149(1)(t) applies, are not exempt
taxpayers.
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An exempt taxpayer aso includes a Canadian resident pooled fund trust
under which the only beneficiaries (determined without reference to
subsection 248(25) of the Act) are the tax-exempt persons described
above that would qualify as exempt taxpayers with respect to another
entity if they held their interests directly in that other entity. However,
such a pooled fund trust will qualify as an exempt taxpayer only if all of
the interestsin the trust are “ specified fixed interests’.

“non-resident time’

The definition “non-resident time” is relevant in determining whether a
contributor to atrust isa* connected contributor” and whether the
“look-through” rule in paragraph 94(2)(l) applies in determining
whether an entity has made a contribution (i.e., is a contributor).

The “non-resident time” of an entity in respect of a particular time
means atime (referred to in this commentary as the “ contribution time”)
at which the entity made a contribution to atrust, that is before the
particular time and at which the entity was non-resident, provided that
the entity was non-resident (or not in existence) throughout a specified
period.

As indicated into the coming-into-force provision for new section 94 of
the Act, where the contribution time occurs before June 23, 2000, the
specified period is the period that begins 18 months before the end of
the trust’ s taxation year that includes the contribution time and ends at
the earliest of

e 60 months after the contribution time;

» wherethe entity isan individual, the date of the individual's death;
and

 the particular time.

Where the contribution time occurs after June 22, 2000 and the trust
arose on and as a consequence of the death of anindividual, the
specified period is the period that begins 18 months before the
contribution time and ends at the earliest of

« 60 months after the contribution time;

» wherethe entity isan individual, the date of the individual's death;
and

* the particular time.
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Where the contribution time occurs after June 22, 2000 and the trust did
not arise on and as a consequence of the death of an individual, the
specified period is the period that begins 60 months before the
contribution time and ends at the earliest of

* 60 months after the contribution time;

» wherethe entity isan individual, the date of the individual's death;
and

 the particular time.

The measurement of the specified period by reference to any particular
time isto ensure that the contributing entity and the trust may treat the
contribution time as a“ non-resident time” for the purposes of applying
subsection 94(3) at a “specified time” in respect of the trust for a
taxation year of the trust (generally, the end of that taxation year) if at
the end of that particular year the contributor still has not become
resident in Canada within the 60-month period after the contribution
time.

However, new subsection 94(10) ensures that such a contributor will,
for the purposes of the definition “ connected contributor”, be considered
to have made the contribution at atime other than a*non-resident time”
if the contributor becomes resident in Canada within the 60-month
period after the contribution time. As aresult, at each “ specified time”

in respect of the trust for taxation year of the trust (generaly, the end of
that taxation year) following the contribution, there would be a
connected contributor to the trust and, if there were aresident
beneficiary under the trust, subsection 94(3) would also apply in respect
of those years.

Amended subparagraph 152(4)(b)(vi) of the Act ensuresthat a
reassessment of ataxpayer arising out of the application of subsection
94(10) may be undertaken by the Canada Customs and Revenue Agency
within 3 years after the end of the taxpayer's normal reassessment

period for the taxpayer's relevant taxation year.

For more information on new subsection 94(10) and amended
subparagraph 152(4)(b)(vi), see the commentary on those provisions.
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“promoter”

The definition “ promoter” is relevant in applying new paragraph
94(2)(s), which provides that atransfer to a trust will not be considered
a contribution where certain conditions, described in that paragraph, are
met. For this purpose a promoter means an entity that establishes,
organizes or substantially reorganizes the undertakings of the trust. For
more information on paragraph 94(2)(s), see the commentary on that

paragraph.
“resident beneficiary”

Under new subsection 94(3), a particular trust is generally treated as
resident in Canada for a particular taxation year of thetrust if thereisa
“resident beneficiary” under the particular trust at a* specified time”
(generally, the end of the particular year). Under new paragraph
94(3)(d), each “resident beneficiary” can be jointly and severally or
solidarily liable with the particular trust for the particular trust's income
tax liabilities under the Act for the particular year. (For further
information with respect to the expression “solidarily ”, please refer to
the introductory commentary on new section 94.) See aso the
commentary on subsection 94(3).

A “resident beneficiary” at a particular time under atrust is an entity
(other than an entity that is at that time a “ specified charity” or a
“testamentary beneficiary” in respect of the trust) that, at that time, isa
beneficiary under the trugt, if, at that time,

» theentity isresident in Canada; and

» thereisa“connected contributor” to the trust.
The expressions “ connected contributor” , “ specified charity” and
“testamentary beneficiary” are defined in new subsection 94(1). For
further information, see the commentary on those definitions.

“resident contributor”

Under new subsection 94(3), atrust is generally treated asresident in
Canadafor a particular taxation year of the trust if thereisa“resident
contributor” to the trust at a*“ specified time” in respect of the trust for
the particular taxation year (generaly, the end of the particular year).
Under new paragraph 94(3)(d), a“resident contributor” can bejointly
and severally or solidarily liable with the trust for the trust's income tax
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liabilities under the Act for the particular year. (For further information
with respect to the expression “ solidarily 7, please refer to the
introductory commentary above on new section 94.)

A “resident contributor” at any time means an entity that is, at that time,
resident in Canada and a“ contributor” (as defined in new subsection
94(1)) to the trust. However, an exemption from treatment as a resident
contributor is provided for a contributor who is:

* anindividua who wasresident in Canadafor a period of, or
periods the total of which is, not more than 60 months (but not
including atrust or an individual who before that time was never
non-resident); and

e anindividud, if thetrust isan inter vivos trust that was created
before 1960 by a person who was non-resident when the trust was
created and the individual made no contribution after 1959 to the
trust.

In the context of this definition, reference should aso be made to new
paragraphs 94(2)(a) to (m) (which extend the circumstances in which a
transfer is considered to occur for the purposes of section 94), new
paragraphs 94(2)(n) to (q) and subsections 94(11) to (13) (which
generally extend the circumstances in which a contribution is
considered to be made for the purposes of section 94) and paragraphs
94(2)(r) to (u) (which generally narrow the circumstances in which a
contribution is considered to be made for the purposes of section 94).

“restricted property”

The expression “restricted property” is relevant in applying a number of
provisionsin respect of hon-resident trusts, including the definitionsin
subsection 94(1) of “arm’ slength transfer” and “exempt foreign trust”.
The definition “restricted property” isintended to serve as an anti-
avoidance provision.

More specifically, restricted property means

» under paragraph (a) of the definition, a particular share (or aright
to acquire a share) of the capital stock of a particular closely-held
corporation if the particular share (or right), or aproperty for
which the particular share (or right) was substituted, was at any
time acquired as part of atransaction or series of transactions
under which a specified share of the capital stock of a closely-held
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corporation was acquired by any entity in exchange for, as
consideration for, or upon conversion of any property;

» under paragraph (b) of the definition, an indebtedness (or aright
to acquire indebtedness) owing by another entity if

- the other entity is a closely-held corporation,

- theindebtedness (or right), or a property for which the
indebtedness (or right) was substituted, was at any time acquired
as part of atransaction or series of transactions under which a
specified share of the capital stock of aclosely-held corporation
was acquired by any entity in exchange for, as consideration for,
or upon conversion of any property, and

- the amount of any payment (under aright to receive, in any
manner whatever and from any entity, amounts in respect of the
indebtedness), or the value of such aright, is, directly or
indirectly, determined primarily by reference to any one or more
of the criteria, in respect of one or more properties of the other
entity (or an entity with which the other entity does not deal at
arm’s length), identified in any of clauses (b)(iii)(A) to (D) of the
definition; and

* under paragraph (c) of the definition, any property the fair market
value of which isderived in whole or in part, directly or
indirectly, from a particular share, indebtedness or right described
in paragraph (a) or (b)of the definition.

New subsection 94(14) may apply in some circumstances to suspend a
property’ s characterization as restricted property. For more details, see
the commentary on that provision.

“gpecified charity”

The expression “specified charity” is used in the definitions “arm's
length transfer” and “resident beneficiary” in new subsection 94(1). An
arm's length transfer includes a refund, from a specified charity in
respect of atrust to the trust, of a gift previously made by the trust to the
charity. A resident beneficiary under a trust does not include a specified
charity. For more information, see the commentary on those definitions.

A specified charity in respect of atrust at any particular time means a
person (in this commentary referred to asa*“charity”) that at that timeis
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described in any of paragraphs (a) to (e) and (g.1) of the definition
“total charitable gifts” in subsection 118.1(1). However, a specified
charity does not include:

» acharity that does not, at a particular time, deal at arm's length
with a“specified entity” in respect of the trust; or

» acharity that did not, at any “specified prior time” in respect of
the charity, deal at arm's length with a specified entity in respect
of the trust.

For this purpose, a“ specified prior time” in respect of a charity is
defined in paragraph (c) of the definition “ specified charity” as meaning
any time, before the particular time, at which

» an amount was payable to the charity as a beneficiary under the
trust,

» an amount was received by the charity on the disposition of the
charity'sinterest in the trust, or

» abenefit was received or enjoyed by the charity from or under the
trust.

Paragraph (d) of the definition “specified charity” defines a “specified
entity” in respect of atrust at any time to mean

* an entity that is at that time beneficialy interested in the trust, a
contributor to the trust, a person related to a contributor to the
trust, atrustee of the trust, an entity that could reasonably be
considered to have influence over the operation of the trust or the
enforcement of itsterms, or an entity that could reasonably be
considered to have influence over the selection or appointment of
an entity referred to above, or

e any group at least one of the members of which is described
immediately above.

“specified contributor”
The expression “specified contributor” is used in paragraph 94(2)(r) and

paragraph (h) of the definition “exempt foreign trust” in new subsection
94(1).
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Paragraph (h) of the definition “exempt foreign trust” isintended to
ensure that investorsin commercial investment trusts are subject to the
regime for foreign investment entities in new sections 94.1 to 94.4 of
the Act. Where an investor in such acommercial investment trust sells
or has redeemed a beneficial interest in the trust, paragraph 94(2)(r)
may apply to ensure that the acquisition of that interest will, after the
sale or redemption, not be treated as a contribution to the trust.

For taxation years in respect of which new section 94 appliesto atrust,
the definition isrelevant in applying both paragraph 94(2)(r) and the
definition “exempt foreign trust”. For earlier taxation years, the
definition “ specified contributor” will generaly only be relevant in
determining whether an investor in the trust has ceased to be a
contributor to the trust because of paragraph 94(2)(r).

An entity can only qualify as a specified contributor to atrust at any
timeif, at that time, it is both a beneficiary under, and a contributor to,
the trust.

If this condition is met and that time is both before February 17, 1999
and immediately before a sale or redemption of the entity’ sinterest as a
beneficiary under the trust, then the entity will be a specified contributor
in respect of that interest for the purpose of applying paragraph 94(2)(r)
to that sale or redemption. If paragraph 94(2)(r) applies, then in applying
section 94 to the entity after the sale or redemption, the entity istreated as
not having made any contribution to the trust in respect of its acquisition
of that interest.

For a particular entity that is a beneficiary under atrust a a particular
timethat is after February 16, 1999, the particular entity will be a
specified contributor to the trust at the particular time only if

* itis, a the particular time, a contributor to the trust;

o ataltimesthat it isabeneficiary under the trust, itsinterest as a
beneficiary is a*“ specified fixed interest” (as defined in subsection
94(1)) in the trust;

» itidentifies, in atimely fashion, the trust in prescribed form or a
copy of the terms of the trust that apply at the particular time have
been filed, in atimely fashion, with the Minister by or on behalf
of the trust; and
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» wherethe particular entity is not an “exempt taxpayer” (as defined
in subsection 94(1)), it is reasonable to conclude, in respect of any
contribution made by it to the trust after February 16, 1999 and on
before the particular time, that

(A) no consideration was received (other than property received
by the particular entity that is the particular entity's interest as a
beneficiary under the trust),

(B) none of the reasons (determined by referenceto al the
circumstances including the terms of the trust, an intention, the
laws of acountry or the existence of an agreement, a
memorandum, a letter of wishes or any other arrangement) for
the contribution is the acquisition at any time by any entity
(other than the particular entity) of an interest as a beneficiary
under the trust, and

(C) the fair market value of the particular contribution is equal to
the fair market value, at the time of the particular contribution,

of the particular entity's interest as a beneficiary under the trust
acquired as aresult of the particular contribution.

Where the particular entity qualifies at any time as a specified contributor,
the sale or redemption, immediately after that time, of itsinterest asa
beneficiary under the trust may result, as described above, in the
application of paragraph 94(2)(r). In addition, if the particular entity isa
resident contributor to a non-resident commercial investment trust, that
was seeking to meet, at that time, the requirements of paragraph (h) of the
definition “exempt foreign trust”, the particular entity’ s contributions to
the trust would not alone cause the trust to fail to meet those requirements
(ignoring subsection 94(16) of the Act).

Note, however, that an entity will not qualify as a specified contributor to
atrustif at any time after February 16, 1999, the entity (or another entity
with which it does not deal at army’ s length) contributes restricted property
to the trust. Asaresult, even if the contribution of restricted property
were in consideration for the acquisition of an interest as a beneficiary
under the trust, paragraph 94(2)(r) would not apply, to expunge the
contribution, upon the sale or redemption of the interest in the trust.
Moreover, the entity’ s status as aresident contributor to the trust may
jeopardize the trust’ s ability to qualify as an exempt foreign trust.
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“specified controlled foreign affiliate”

A “specified controlled foreign affiliate” of a particular entity at any
time means an entity that would, at that time, be a controlled foreign
affiliate of the particular entity if the particular entity were resident in
Canada at that time. The definition is used for the purpose of the
definition “ specified party”.

“gpecified fixed interest”

The expression “ specified fixed interest” isrelevant in applying
paragraph (b) of the definitions “exempt taxpayer” in subsections 94(1)
and 94.1(1), paragraph (h) of the definition “ exempt foreign trust” in
subsection 94(1), and paragraphs 94(2)(q) and (r). These provisions are
intended to apply only to commercial investment trusts.

A specified fixed interest at any time of an entity in a trust means a
capital interest (as defined in subsection 108(1) of the Act) of the entity
inthe trust, if

» theinterest includes, at that time, aright of the entity asa
beneficiary under the trust to receive, at or after that time and
directly from the trust, income or capital of the trust;

» theinterest wasissued by the trugt;

» noright of the entity as abeneficiary under the trust to income or
capital of the trust may cease, other than because of a specified
transaction or event, to be aright of the entity; and

» thetrust has never been a personal trust.

The specified transaction or event as aresult of which aright of the
entity to income or capital of the trust may cease to be the entity’s
without jeopardizing the interest’ s status as a specified fixed interest is
one under which the entity (or the entity’ slegal representatives) is
entitled to receive an amount equal to the fair market value of the right
immediately before the right ceased to be aright of the entity (or the
entity’ s legal representatives). These are intended to include a
redemption or sale of the interest at any time, and a payment, in respect
of the interest, described in paragraph (h) or (i) of the definition
“disposition” in subsection 248(1). Further, the ability of the entity to
make a gift of that interest will not cause the interest to lose its status as
a specified fixed interest.
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“specified party”

New subsection 94(8) of the Act providesarulefor calculating an
entity's recovery limit for the purpose of determining under subsection
94(7) of the Act the extent of an entity's limitation on liability arising
under a provision referred to in new paragraph 94(3)(d). A “specified
party” in respect of aparticular entity at any time means an entity that is
at that time:

under paragraph (a) of the definition, an individual whoisa
spouse or common-law partner of the particular entity;

under paragraph (b) of the definition, a* specified controlled
foreign affiliate” (as described in the commentary immediately
above) of the particular entity, or of a spouse or common-law
partner of the particular entity;

under paragraph (c) of the definition, an entity for whichitis
reasonabl e to conclude that the benefit referred to in subparagraph
94(8)(a)(iii) of the Act (i.e., abenefit received or enjoyed under a
trust) was conferred either

(i) in contemplation of the entity becoming after that time a
“specified controlled foreign affiliate” of an entity referred to in
subparagraph (b)(i) or (ii) of the definition, or

(i) to avoid or minimize aliability under this Part that arose, or
that would otherwise have arisen, because of the application of
subsection (3) with respect to the particular entity; or

under paragraph (d) of the definition, a corporation in which the
particular entity is a shareholder, if the corporationis or was
beneficialy interested in atrust, and the particular entity isa
beneficiary under the trust solely because of the application of
paragraph (b) of the definition “beneficiary” in subsection 94(1) to
the particular entity in respect of the corporation.

“specified property”

New subsection 94(9) of the Act can affect the calculation of the
amount of a*“contribution” (as defined in new subsection 94(1)) to a
trust of “specified property”. For this purpose, “ specified property”
means:
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» ashare of the capital stock of acorporation, an interest asa
beneficiary under atrust, an interest in a partnership, or an interest
in any other entity;

» aright to acquire any of the above; or

* any other property deriving its value primarily from property
described above.

“specified share’

A specified share means a share of the capital stock of a corporation
other than a share that is prescribed for the purpose of paragraph
110(1)(d). This expression is relevant to the definition “restricted
property” in subsection 94(1). For more information, see the
commentary on the definition “restricted property”.

“specified time”

A specified time, in respect of atrust for ataxation year of the trugt,
means

* if thetrust exists at the end of the taxation year, the time that isthe
end of that taxation year; and

« if thetrust ceasesto exist after Announcement Date, the time, in that
taxation year that isimmediately before the time at which the trust
ceases to exist.

This expression isrelevant in determining whether paragraph 94(3)(a)
appliesto deem the trust to be resident in Canada, for the taxation year,
for anumber of purposes. It also appliesin respect of subsections 94(7)
and (10). For more detail, see the commentary on those provisions.

“testamentary beneficiary”

The expression “testamentary beneficiary” is used in the definition
“resident beneficiary” in new subsection 94(1). A resident beneficiary
under atrust does not include a testamentary beneficiary.

A testamentary beneficiary in respect of atrust at a particular time
means an entity that is a beneficiary under the trust solely because of a
right of the beneficiary to receive or otherwise obtain the use of any of
the trust’ sincome or capital, only on or after the death after that time of
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aspecified individual. For this purpose a specified individual isan
individual who is, at that time, alive and a contributor to the trust, an
individual related to a contributor to the trust or an individual who
would have been related to a contributor to the trust if every individual
who was alive before that time were alive at that time.

“trust”

A definition “trust” is provided for the purpose of applying section 94.
The definition clarifiesthat areference to atrust in that section includes
an edtate.

Rules of Application

ITA
94(2)

New subsection 94(2) of the Act sets out a number of rulesfor usein
applying section 94. These rules are primarily relevant for the purposes
of determining whether a transaction constitutes a “contribution” (as
defined in subsection 94(1)) of property to atrust. These rules are also
relevant for the purposes of subsections 94(7) to (9) and the amended
reporting rules in subsections 162(10.1) and 163(2.4) and section 233.2.

Paragraphs 94(2)(a) to (m) include rules that deem certain loans or
transfers, the granting of options and the provision of servicesto be
transfers of property to an entity. A deemed transfer will be considered
to be a contribution to atrust if the transfer falls within the criteria of
the definition “ contribution” in subsection 94(1). In this regard, it
should be noted that a transfer or loan, unlessit is deemed to be a
contribution under any of paragraphs 94(2)(n) to (q), will not be
considered a contribution if it isan “arm's length transfer” (as defined in
new subsection 94(1)). In addition, paragraphs 94(2)(r) to (u), may
apply to deem certain transfers not to be contributions.

The rulesin subsection 94(2) generally apply to taxation years of trusts
that begin after 2002, but in some cases relief is provided with regard to
transactions or events that occur before June 23, 2000 or October 11,
2002. In addition, trusts created in 2001 and trusts created in 2002 may
elect in writing (by filing the election with the Minister of National
Revenue on or before the trust's filing-due date for the trust's taxation
year in which the amending legislation is assented to) to have new
section 94 of the Act apply to its taxation years that begin in 2001

and 2002, as the case may be.
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Deemed transfers

Paragraph 94(2)(a) of the Act generally appliesto indirect loans or
transfers of property to atrust through transfers to other entities.
Paragraph (a) deems atransfer of property (other than an “arm's length
transfer”, as defined in new subsection 94(1) or atransfer to which
paragraph 94(2)(c) applies) to be adirect transfer to atrust if the
property istransferred from one entity to another and, as a result of the
transfer, the fair market value of the property of the trust increases or
the liabilities of the trust decrease. Where paragraph (a) applies,
paragraph 94(2)(b) deems the fair market value of property deemed
transferred under paragraph 94(2)(a) to be the total of al amounts each
of which isthe absolute value of an increase in the fair market value of
the trust property or adecreasein the liabilities of the trust because of
the transfer.

Paragraph 94(2)(c) also appliestoindirect loans or transfers of property
to atrust. Paragraph (c) deems atransfer or loan of property (other than
an “arm's length transfer”) from an entity to another entity to be adirect
transfer to atrust where the trust holds property the fair market value of
which is derived from property held by the other entity. Paragraph
94(2)(d) deems the fair market value of property deemed transferred
under paragraph 94(2)(c) to be the fair market value of the property
actually transferred.

Paragraph 94(2)(e) deems a particular entity that provides a guarantee or
other financial assistance to another entity to have transferred property
to that other entity. Any property given to the particular entity by the
other entity in exchange for the guarantee or other financial assistanceis
deemed to have been transferred to the particular entity in exchange for
the property deemed by subparagraph (€)(i) to have been transferred.
Under subparagraph 94(2)(h), the fair market value of the property
deemed by subparagraph (e)(i) to have been transferred is deemed to be
the fair market value of the assistance.

Paragraph 94(2)(f) applies where any service (other than an exempt
service, as defined in subsection 94(1)) is rendered after June 22, 2000
by an entity to, for or on behalf of another entity. In these
circumstances, the entity rendering the service is deemed to have
transferred property to the other entity. Any property given to the
particular entity by the other entity in exchange for the serviceis deemed
to have been transferred to the particular entity in exchange for the
property deemed by subparagraph (f)(i) to have been transferred. For
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more information on the definition “exempt service”, see the
commentary on that definition.

Under paragraph 94(2)(h), the fair market value of the property deemed
under subparagraph 94(2)(f)(i) to have been transferred is deemed to be
equal to the fair market value of the services rendered.

For greater certainty, paragraph 94(2)(g) providesthat a corporation is
considered to transfer shares that it issues. Similar rules, also contained
in paragraph 94(2)(g), apply to interestsin atrust issued by the trust,
interestsin a partnership issued by the partnership or interest in an other
entity issued by the entity, aswell asto debt issued to an entity by
another entity and aright (granted after June 22, 2000 by the entity from
which the right was acquired) to acquire or to be loaned property.

As noted above, paragraph 94(2)(h) isrelevant to determining the fair
market value of property deemed under subparagraphs 94(2)(e)(i) and
(f)(i) to have been transferred.

Paragraph 94(2)(i) deems an entity to have become obligated at a
particular time to transfer property to another entity where the entity
becomes obligated to do an act (e.g., the rendering of a service) that
would constitute the transfer of a property to another entity if the act
were to occur. Thisruleis generally relevant for the purposes of
paragraph (c) of the definition “ contribution” in subsection 94(1).

Paragraph 94(2)(j) applies, for the purpose of applying at any time the
definition “non-resident time” in subsection (1), if atrust acquires
property of an individual as a consequence of the death of the
individual. In these circumstances, paragraph 94(2)(j) deems the
individual to have transferred the property to the trust immediately
before the individual's death.

Paragraph 94(2)(k) applies where a particular entity loans or transfers
property to another entity at the direction of or with the acquiescence of
a second entity (the “specified entity”). In these circumstances, if it
reasonabl e to conclude that one of the reasons for the transfer is to avoid
or minimize aliability of any entity under Part | of the Act that arose, or
that would otherwise have arisen, because of the application of
subsection (3), the transfer is deemed to be a transfer made jointly by
the particular entity and the specified entity.

Paragraph 94(2)(l) aso applies where a particular entity loans or
transfers property to another entity at the direction of or with the
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acquiescence of a specified entity. In these circumstances, the transfer is
deemed to be atransfer made jointly by the particular entity and the
specified entity if

the transfer is made at atime that is not, or would not be, if the
transfer or loan were a contribution of the specified entity, a“non-
resident time” (as defined in new subsection 94(1)) of the
specified entity, and

either

- the particular entity is at the time of the transfer a controlled
foreign affiliate of the specified entity (or would be a controlled
foreign affiliate of the specified entity if the specified entity were
resident in Canada), or

- itisreasonable to conclude that the transfer was made in
contemplation of the particular entity becoming after the time of
the transfer a controlled foreign affiliate of the specified entity (or
acontrolled foreign affiliate of the specified entity if the specified
entity were resident in Canada).

The expression “controlled foreign affiliate” is defined in subsection
248(1) of the Act as having the meaning given in subsection 95(1).

Paragraph 94(2)(m) deems a particular entity to have transferred, a a
particular time, a particular property or particular part of it, as the case
may be, to a second entity if

* the particular property isashare of the capital stock of a corporation
held at the particular time by the particular entity, and as
consideration for the disposition at or before the particular time of the
share, the particular entity received at the particular time (or became
entitled at the particular time to receive) from the corporation a share
of the capital stock of the corporation, or

the particular property (or property for which the particular property

is substituted property) was acquired, before the particular time, from
the second entity by any entity, in circumstances that are described
by any of subparagraphs 94(g)(i) to (vi) (generaly, the issuance by
the second entity of afinancial instrument) and at the particular time,

- theterms or conditions of the particular property change,
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- the second entity redeems, acquires or cancels the particular
property or the particular part of it,

- where the particular property is a debt owing by the second
entity, the debt or the particular part of it is settled or cancelled, or

- where the particular property isaright to acquire or to be
loaned property, the particular entity exercises the right.

Deemed contributions

Paragraph 94(2)(n) applies where a particular trust makes a contribution
to another trust. If thisis the case, the contribution is deemed to have
been made jointly by the particular trust and each other entity that isa
contributor to the particular trust.

Paragraph 94(2)(o0) applies where a partnership makes a contribution to
atrust. Wherethisis the case, the contribution is deemed to have been
made jointly by the partnership and by each entity that is a partnership
member (other than alimited partner) at the time of the contribution.
However, if a partnership has contributed to atrust, alimited partner of
the partnership may also be considered to have made a contribution to
the trust in respect of atransfer or loan made by the limited partner or
another entity if any of the rules in subsection 94(2) so provide.

Paragraph 94(2)(p) provides, subject to paragraph 94(2)(o) and
subsection 94(9), that the amount of a contribution to atrust at the time
it was made is deemed to be the fair market value at that time of the
property that was the subject of the contribution. The rule is useful for
the purposes of new paragraph 94(2)(u), subsections 94(7) and (8), as
well as the reporting penalty provisionsin amended subsections
162(10.1) and 163(2.4). Therule is relevant because a contribution is
defined by reference to aloan or transfer, rather than by reference to the
property that was the subject of the transfer or loan.

Paragraphs 94(2)(q) and (r) apply to dealings in a“specified fixed
interest” (as defined in new subsection 94(1)) in atrust and in aright,
issued by the trust, to acquire such an interest. The rules for specified
fixed interests apply in respect of commercial investment trusts. For
more detail, see the commentary on the definitions “specified fixed
interest” and “ specified contributor” in subsection 94(1) and on
paragraph (h) of the definition “exempt foreign trust” in subsection
94(1).
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Paragraph 94(2)(q) deems an entity, that at any time acquires a specified
fixed interest in atrust (or aright, issued by the trust, to acquire such an
interest) from another entity (other than the trust), to have made a
contribution to the trust at that time. The amount of the contribution is
deemed to be the fair market value at that time of the specified fixed
interest.

Transfers deemed not to be contributions

Paragraph 94(2)(r) generally applies where a particular entity has made
a contribution (e.g., because of paragraph 94(2)(q)) to atrust because of
acquiring a specified fixed interest in the trust or aright to acquire such
an interest, or has acquired a specified fixed interest in atrust asa
consequence of making a contribution to thetrust, and at alater time the
interest or right, as the case may be, istransferred, for arm’ s length
consideration, to another entity (i.e., upon a sale of the interest or right,
of if the other entity is the trust that issued the interest or right, upon a
redemption of theinterest or right). In these circumstances, the
particular entity is deemed, for the purpose of applying section 94 at any
time after the later time, not to have made the contribution in respect of
the specified fixed interest, or right, that isthe subject of the sale if
immediately before the later time (i.e., thetime of the sale or
redemption) the particular entity is specified contributor to the trust.

Paragraph 94(2)(s), in very general terms, providesthat atransfer of
property to atrust by a particular entity that is amanager or promoter of
the trust, in exchange for an interest as a beneficiary under the trust, will
not be considered a contribution of the particular entity to the trust while
the beneficial interest is acquired and held by the particular entity
because of arequirement imposed under securities laws. Paragraph
94(2)(s) will be relevant in the relatively rare circumstance that a
commercial investment trust cannot rely on the exemption for exempt
foreign trusts in order to avoid the application of subsection 94(3).
Paragraph 94(2)(s) will apply in determining under that subsection
whether the trust has aresident contributor or connected contributor
(i.e.,, and hence, aresident beneficiary).

More specifically, under paragraph 94(2)(s), atransfer to atrust by a
particular entity is deemed not to be, at a particular time, a contribution
to the trust if

* the particular entity has transferred, at or before the particular time
and in the ordinary course of business of the particular entity,
property to the trust,
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« thetransfer is not an arm’s length transfer, but would be an arm’s
length transfer if the definition “arm’s length transfer” in subsection
94(1) were read without reference to paragraph (a), and
subparagraphs (b)(i) to (iii) and (v) to (viii), of that definition,

* itisreasonable to conclude that the particular entity was the only
entity that acquired, in respect of the transfer, an interest asa
beneficiary under the trust,

+ the particular entity was required, under the securities law of a
country or of a political subdivision of the country in respect of the
issuance of beneficial interests by the trust, to acquire the interest
because of the particular entity’s status at the time of the transfer asa
manager or promoter (as defined in subsection 94(1)) of the trust,

+ at the particular time the trust is not an exempt foreign trust, but
would be at that time an exempt foreign trust if it had not made an
election under paragraph (h) of the definition “exempt foreign trust”,
and

* the particular timeis before the earliest of

- thefirst time at which the trust becomes an exempt foreign
trust,

- thefirst time at which the particular entity ceasesto bea
manager or promoter of the trust, and

- thetimethat is 24 months after the first time at which the total
fair market value of consideration received by thetrust in
exchange for beneficial interests (other than the particular entity’s
interest referred to in subparagraph 94(2)(s)(iii)) in thetrust is
greater than $500,000.

Paragraph 94(2)(t) generally expunges a contribution of shares or
indebtedness of a Canadian corporation from the corporation to atrust if
the corporation issued (in circumstances described in subparagraph
94(2)(g)(i) or (v)) the shares or the debt to the trust (or to another entity
in circumstances that resulted in the Canadian corporation being deemed
by paragraph 94(2)(c) to have transferred particular property to the trust)
and the trust or an other entity later sells the shares or indebtednessin
circumstances in which the parties to the sale deal with each other on an
arm’s length basis.
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However, the application of 94(2)(t) will not effect the application of
94(2)(c) or (g) in respect of the origina transfer by the corporation to
the trust or the other entity: such transferswill continue to be treated as
transfers under section 94. In addition, the application of 94(2)(t) will
not expunge the status as a contribution to the trust of atransfer made
by an entity and involving the corporation (e.g., an entity that
transferred property to the corporation, and hence the trust, because of
the application of paragraph 94(2)(c) and (m)).

More specificaly, a transfer, by a Canadian corporation of particular
property (i.e., a share or debt), that is at a particular time a contribution by
the Canadian corporation to a trust, is deemed not to be, after the
particular time, a contribution by the Canadian corporation to the trust if

* either thetrust acquired the particular property before the particular
time from the Canadian corporation in circumstances described in
subparagraph 94(2)(g)(i) or (v), or another entity acquired property
before the particular time from the Canadian corporation in
circumstances described in subparagraph 94(2)(g)(i) or (v) and
because of that acquisition the Canadian corporation was deemed by
paragraph 94(2)(c) to have transferred the particular property to the
trust;

» asaresult of atransfer (i.e., asae of, or aredemption by the
Canadian corporation of, the issued shares or debt) at the particular
time by any entity (referred to in this paragraph as the “seller”) to
another entity (referred to in this paragraph asthe “purchaser”) the
trust ceases to hold property that is shares of the capital stock of, or
debt issued by, the Canadian corporation or the trust ceasesto hold
property that is property the fair market value of which is derived in
whole or in part, directly or indirectly, from shares of the capital
stock of, or debt issued by, the Canadian corporation;

* the purchaser deds at arm’slength immediately before the particular
time with the Canadian corporation, the trust and the seller;

* in exchange for the sale, the purchaser transfers or becomes obligated
to transfer property (which property isreferred to in this paragraph as
the “consideration”), to the seller; and
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* jtisreasonableto conclude

- having regard only to the sale and the consideration that the
seller would have been willing to make the sale if the seller dealt
at arm’s length with the purchaser,

- that the terms and conditions made or imposed in respect of the
exchange are terms and conditions that would have been
acceptable to the seller if the seller dealt at arm’'s length with the
purchaser, and

- that the value of the consideration is not, at or after the
particular time, determined in whole or in part, directly or
indirectly, by reference to shares of the capital stock of, or debt
issued by, the Canadian corporation.

Paragraph 94(2)(u) appliesto atransfer, before October 11, 2002, to a
personal trust by an individual (other than atrust) of particular property.
Where the conditionsin subparagraphs 94(2)(u)(i) and (ii) are met, the
transfer of the particular property is deemed not to be a contribution of
the particular property by the individua to the trust. Paragraph 94(2)(u)
isintended to provide relief to individuals that have transferred a
relatively small amount of property to atrust (e.g., theinitial settlement
of acoin on the trust) where the individual can reasonably be considered
not to have been involved with the use of the trust as part of what is
commonly referred to as an estate freeze (i.e., see the condition in
clause 94(2)(u)(ii)(A) that the trust never have acquired from the
individual restricted property).

The conditions in subparagraphs 94(2)(u)(i) and (ii) are that

 theindividual identifiesthe trust in prescribed form filed with the
Minister on or before the individud’ s filing-due date for the
individual's 2003 taxation year (or alater date that is acceptable to
the Minister), and

» the Minister is satisfied that
(A) theindividual (and any entity not dealing at any time at arm's

length with the individual) has never loaned or transferred,
directly or indirectly, restricted property to the trust,
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(B) in respect of each contribution (determined without reference
to paragraph 94(2)(u)) made before October 11, 2002 by the
individual to the trust, none of the reasons (determined by
referenceto al the circumstances including the terms of the trugt,
an intention, the laws of a country or the existence of an
agreement, a memorandum, aletter of wishes or any other
arrangement) for the contribution was to permit or facilitate,
directly or indirectly, the conferra at any time of a benefit (for
greater certainty, including an interest as a beneficiary under the
trust) on

(D) the individual,
(1) adescendant of the individual, or

(1) any entity with whom the individual or descendant does
not, at any time, deal at arm's length, and

(C) thetotd of al amounts each of which isthe amount of a
contribution (determined without reference to paragraph 94(2)(u))
made before October 11, 2002by the individual to the trust does
not exceed the greater of

(1) 1% of the total of all amounts each of which is the amount of
a contribution (determined without reference to paragraph
94(2)(u)) made to the trust before October 11, 2002, and

(I1) $500.

The examples below illustrate the operation of subsection 94(2) and the
definition “contribution” in subsection 94(1).

Example 1

Donald isalong-termresident of Canada. In 2003, Donald pays
higher than fair market value consideration for a property
acquired from a corporation. A non-resident trust holds sharesin
the corporation. The fair market value of those sharesincreases
because of the transaction.
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Results

1. Under paragraph 94(2)(a), Donald is considered to have
transferred property to the trust in these circumstances. The
exception for arm's length transfers does not apply.

2. As a consequence, Donald is considered to have made a
contribution to the trust, which results in Donald being a contributor
and a resident contributor to the trust.

Example 2

1. Lucie, along-termresident of Canada, transfers property to Canco
on condition that Canco direct Canco's wholly-owned foreign
subsidiary (Foreignco-1) to transfer propertiesto another
corporation (Foreignco-2) for consideration that isless than fair

mar ket value.

2. Shares of the capital stock of Foreignco-2 are held by a
non-resident trust.

3. The fair market value of the Foreignco-2 sharesincreases as a
result of the increase in the fair market value of the property owned
by Foreignco-2.

Results

1. The transfers to Canco and to Foreignco-2 are part of the same
series of transactions.

2. Because of paragraph 94(2)(a), the transfer to Foreignco-2 is
considered to be a transfer by Foreignco-1 to the trust. Because of
paragraph 94(2)(1), the transfer by Foreignco-1to thetrustis
considered to be jointly made by Foreignco-1 and Canco. (This
would also be the result under paragraph 94(2)(k), if it wasintended
to avoid or minimize a liability under Part |.) The exception for arm's
length transfers does not apply.

3. Canco is considered to have made a contribution to the non-
resident trust because of paragraph (a) of the definition
“contribution” in new subsection 94(1). Lucieis considered to have
made a contribution to the trust under paragraph (b) of that
definition. Both Lucie and Canco are therefore contributors and
resident contributorsto the trust.
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4. Foreignco-lisalsoa“ contributor” to the trust, but this does not
have any practical consequences because Foreignco-1is
non-resident.

Liabilities of Non-resident Trusts and Others

ITA
94(3)

New subsection 94(3) of the Act appliesto anon-resident trust (other
than an “exempt foreign trust”, as defined in subsection 94(1)) for a
taxation year where, at a“ specified time” in respect of thetrust for the
taxation year (generally, the end of the taxation year), thereisa
“resident contributor” to the trust or a“resident beneficiary” under the
trust. All of these expressions are explained in detail in the commentary
on new subsection 94(1).

Where subsection 94(3) appliesto a non-resident trust for ataxation
year, thetrust is deemed to be resident in Canada throughout the year
for the purposes specified in paragraph 94(3)(a). Except to the extent
otherwise provided by subsection 94(4), atrust is deemed to be resident
in Canadafor ataxation year under subsection 94(3):

 for the purposes of applying sections 2, computing the trust's
income for the year and computing the trust's liability for tax
under Part | —with the result that the trust is subject to tax under
that Part on its world-wide income for the year (including, for
example, itsincome determined as aresult of deemed dispositions
under subsections 104(4) to (5.2) or 128.1(4));

» for the purpose of applying clause 53(2)(h)(i.1)(B) —with the
result that the adjusted cost base to a beneficiary of the
beneficiary'sinterest in atrust to which this clause appliesis
computed in the same way as for interestsin trusts resident in
Canada;

» for the purpose of applying the definition “non-resident entity” in
subsection 94.1(1) — with the result that a beneficiary's interest in
thetrust is not treated as an interest of abeneficiary in aforeign
investment entity for the purposes of new sections 94.1 and 94.2;
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» for the purposes of applying subsections 104(13.1) to (29),
107(2.1), (2.002) and (5) and section 115 — with the result that the
tax treatment of beneficiaries under the trust generally accords
with the tax treatment available to beneficiaries under trusts that
areresident in Canada;

» for the purposes of determining the obligation of thetrust to file a
return under sections 233.3 and 233.4 — with the result that the
trust is required to file information returns under sections 233.3
(information return on foreign property holdings the total cost of
which exceeds $100,000) and 233.4 (information return on
foreign affiliates);

» for the purpose of determining the liability of the trust for tax
under Part X111 —with the result that the trust is exempt from Part
X1 tax on amounts paid or credited to it;

» for the purpose of determining the liability of a non-resident
person for tax under Part X111 on amounts paid or credited by the
trust to the non-resident person (other than amounts referred to in
paragraph 104(7.01)(b) in respect of the trust for the taxation year
that are paid or credited to the non-resident person); and

 for the purpose of determining the rights and obligations of the
trust under sections 150 to 180 — with the result that various
administrative provisionsin the Act apply in the same way as to
other trusts resident in Canada. (These provisions include those
with regard to the filing of returns, assessments, tax payments,
arrears interest, refund interest, instalment interest, penalties,
refunds and appeals.)

A trust to which subsection 94(3) appliesis deemed to be resident in
Canada throughout the year for the above purposes, including the
computation of itsincome and its taxable income and section 2 of the
Act. Section 2 of the Act imposes on every person resident in Canada at
any time in ataxation year an obligation to pay an income tax on that
person’ s taxable income for the year.

Under paragraph 1 of the resident article in Canada's income tax
treaties, areference in such atreaty to a“resident of a Contracting
State” means any person who, under the law of that State, isliable to
taxation in that State by reason of the person’s domicile, residence,
place of management or any other criterion of asimilar nature. A
person, in this context, would generally include atrust because of the
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definition “person” in Canada sincome tax treaties. Because atrust to
which subsection 94(3) applies is deemed to be resident of Canada and
isliableto tax in Canada on its worldwide income, it will be considered
aresident of Canada under paragraph 1 of the resident articlein
Canada's income tax treaties, whether it is aso considered to be
resident, under the applicable treaty, in another country or not.

A trust that is also resident of the other contracting state under a
particular treaty would be adual resident under the treaty. In the event
of dua residency under an income tax treaty, the tie-breaker rulesin the
resident article applicable to individuals would not apply. The Canada
Customs and Revenue Agency has expressed the view that in this
context, the term “individual” isto be interpreted to mean natural person
and not atrust. The Agency has indicated that thisinterpretation would
generally prevail across most if not al of Canadasincome tax treaties if
the definition “person” in the particular treaty under consideration
makes reference to both an “individual” and a“trust”. Even if atrust
were considered an individual for the purpose of an income tax treaty, it
is clear from the context of the tie-breaker rule applicableto individuals
that it isintended to apply only to natural persons. Thisis because
expressions such as “ personal home”, “centre of vital interest” and
“habitual abode” used in the tie-breaker rules have meaning only in
reference to natural persons and would not be of use in clarifying the
residence of atrust for the purpose of atreaty.

In general, therefore, under the income tax treaty the competent
authorities of each contracting state would have to enter into an
agreement to determine in which state the trust would be resident for the
purpose of the particular treaty. In the absence of such an agreement
Canadawould exercise itsfirst right to tax. Canada would grant foreign
tax credits for the other State's income taxes paid by the trust.

In this regard, paragraph 94(3)(b) applies for the purposes of applying
subsections 20(11) and (12) and section 126 in respect of the trust.
Paragraph 94(3)(b) allows atrust to elect for the special rulesin that
paragraph to apply in determining the trust’s eligibility for aforeign tax
credit. If the trust elects for a taxation year,

» thetrust'sincome for the taxation year (other than the portion of
the income that is from sourcesinside Canada or that isfrom a
source, outside Canada, that is a business carried on by the trust
outside Canada) is deemed, for the purposes of subsections 20(11)
and (12) and section 126,
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- to beincome of thetrust from sources (other than a business
carried on by thetrust) in a particular country (other than
Canada) in which the trust is resident (determined without
reference to this subsection), and

- not to be from any other source; and

* in determining the income or profitstax paid by the trust for the
taxation year to the government of the particular country the trust can
pool the total of all amounts each of which isthe amount of an
income or profits tax that was paid by the trust for the particular
taxation year to the government of a country (other than Canada) and
that can reasonably be regarded as atax paid on the trust's income for
the taxation year (other than the portion of the income that isfrom
sources inside Canada or that is from a source, outside Canada, that is
abusiness carried on by the trust outside Canada).

Paragraph 94(3)(b) also provides that in determining the non-business
income tax (as defined by subsection 126(7)) paid by the trust for a
taxation year to the government of a country other than Canada no
amount shall be included to the extent that it can reasonably be regarded
as attributable to income from a source in Canada.

Paragraph 94(3)(c) provides that a non-resident trust that becomes
subject to subsection 94(3) for aparticular taxation year, after not being
subject to either new subsection 94(3) or existing paragraph 94(1)(c) for
the preceding year is deemed, immediately before the end of the
preceding taxation year, to have disposed of each property (other than
property described in any of subparagraphs 128.1(1)(b)(i) to (iv)) held by
the trust at that time for proceeds of disposition equal to its fair market
value at that time. The trust is also deemed to have, at the beginning of
the particular taxation year, acquired each of those properties so disposed
of at acost equal to its proceeds of disposition

Note, in thisregard, that where paragraph 94(3)(c) appliesto the trust in
the particular taxation year to cause a disposition of trust property in the
preceding taxation year, new paragraph 128.1(1.1)(b) provides that
paragraph 128.1(1)(b) will not apply in the preceding taxation year.

Paragraphs 94(3)(c) and 128.1(1.1)(b) together are intended to ensure —
in amanner similar to that for taxpayers that migrate to Canada — that
certain gains or losses that accrued on certain property of the trust while
the trust was non-resident are not subject to taxation in Canada.



61

Paragraph 94(3)(c) also complements the rule in subsection 94(6),
which applies where a non-resident trust ceases to be an “ exempt
foreign trust” (as defined in subsection 94(1)). In this case, subsection
94(6) establishes the beginning of a new “stub” taxation year. If
subsection 94(3) applies for that “stub” year, paragraph 94(3)(c) would
be applicable with regard to the properties held by the trust at the
beginning of that “stub” year.

Example 1

Atrustiscreated in 2003. The trust is not at any time an exempt foreign
trust. At the end of its 2003 taxation year, the trust is non-resident and
there are no resident contributors to the trust and no resident
beneficiaries under the trust.

On February 1, 2004, John makes a contribution to the trust. At the end
of the trust’s 2004 taxation year, John is a resident contributor to the
trust, and the trust is non-resident.

On July 1, 2005 the sole trustee of the trust moves to Canada, becomes
resident in Canada at that time and remains resident in Canada
throughout the remainder of the year. Immediately before the trustee
became resident in Canada, the trustee was non-resident and John
remained a resident contributor to the trust.

Results
Trust’s 2003 Taxation Year

1. Subsection 94(3) does not apply to deemthetrust to beresident in
Canada in computing itsincome for its 2003 taxation year.

Trust’s 2004 Taxation Year

2. Paragraph 94(3)(a) appliesto deemthe trust to be resident in
Canada, throughout its 2004 taxation year, for a number of purposes,
including computing of itsincome. Because the trust was non-resident
throughout its 2003 taxation year, paragraph 94(3)(c) also appliesto
deem the trust to have disposed of its property (other than certain
properties described in subparagraphs 128.1(1)(b)(i) to (iv)) for fair
mar ket value proceeds immediately before the end of its last 2003
taxation year and to have reacquired those properties at a cost equal to
that fair market value at the beginning of the 2004 taxation year. A
related rule in paragraph 128.1(1.1)(b) suspends the application of the
deemed disposition and re-acquisition rulesin paragraph 128.1(1)(b)
that would otherwise apply in that last 2003 taxation year because of
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the trust becoming resident in Canada at the beginning of the 2004
taxation year.

Trust’s 2005 Taxation Year

3. Because the trustee of the trust becomes resident in Canada on July
1, 2005, paragraph 128.1(1)(a) will apply to deemthetrust to have a
taxation year-end immediately before the change of residency. At the
end of thisfirst 2005 taxation year of the trust, paragraph 94(3)(a)
applies to deem the trust to be resident in Canada, throughout that first
2005 taxation year, for a number of purposes, including the computing
of itsincome. However, paragraph 94(3)(c) will not apply because the
trust was resident in Canada (i.e. because of the application of
paragraph 94(3)(a) to the trust’ s 2004 taxation year) throughout the
year preceding the 2005 taxation year.

4. Paragraph 128.1(1)(a) also appliesto deemthe trust to have a new
taxation year at the time the trustee becomes resident in Canada on July
1, 2005. Because the trust isresident in Canada at the end of this
second 2005 taxation year, paragraph 94(3)(a) does not apply to deem
the trust to beresident in Canada in computing its income for that year.

5. Asthetrust isresident in Canada immediately after the end of itsfirst
2005 taxation year (i.e., the 2005 taxation year discussed in #3 above),
paragraph 128.1(1.1)(a) suspends the application of the deemed
disposition and re-acquisition rulesin paragraphs 128.1(1)(b) and (c)
that would otherwise apply in respect of the end of that first 2005
taxation year because of the trust becoming resident in Canada on July
1, 2005. This ensures that the trust does not realize at that end of that
first 2005 taxation year any accrued gains or losses of the trust solely
because the basis of the trust’s residency in Canada changes.

6. Note that where subsection 128.1(1.1) appliesto a trust, it suspends
only the application of paragraph 128.1(1)(b) (as a result paragraph
128.1(1)(c) also has no application) to the trust. If the trust becomes
resident in Canada, it would continue to be subject to paragraph
128.1(1)(a). Also note that paragraph 94(4)(d) ensures that the
application of paragraph 94(3)(a) to the trust will not affect the
determination of the trust as having changed residence for the purposes
of subsection 128.1(1).

Paragraph 94(3)(d) imposes liabilities for ataxation year on entities who
are “resident contributors’ or “resident beneficiaries’. Where subsection
94(3) appliesto atrust for ataxation year, each of these entitiesis
jointly and severadly, or solidarily, liable with the trust in respect of the
trust's obligations under sections 150 to 180. Typically, the most
significant obligation in this context is the obligation to pay tax
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instalments pursuant to section 156. However, the extent of the liability
imposed by paragraph 94(3)(d) islimited by new subsection 94(7). For
more information, see the commentary on subsections 94(7) to (9).

The expression “solidarily liable” is added to ensure that the Act
appropriately reflects both the civil law of the province of Quebec and
the law of other provinces.

Paragraph 94(3)(e) imposes liabilities for ataxation year on each entity
that is a beneficiary under the trust and was a person from whom an
amount would be recoverable at the end of 2002 under subsection 94(2)
(asit read in its application to taxation years that began before 2003) in
respect of thetrust if the entity had received before 2003 amounts
described under paragraphs 94(2)(a) or (b) in respect of the trust (as
those paragraphs read in their application to taxation years that began
before 2003). Where subsection 94(3) appliesto the trust for ataxation
year, each of these entitiesis, to the extent of the entity's recovery limit
for the year, jointly and severaly, or solidarily, liable with thetrust in
respect of the trust's obligations under sections 150 to 180.

Note that subsection 94(3) generally does not result in the creation of
any obligations for atrust that is subject to subsection 94(3) to withhold
tax on distributions to non-resident beneficiaries under Part X111 or to
pay any tax under Part X11.2. As noted above, one of the effects of
subsection 94(3) isthat the trust is not liable for such tax in connection
with distributions of Canadian-source income to the non-resident
beneficiariesin their capacities as beneficiaries.

Instead, the rulesin new subsection 104(7.01) are designed so that there
will be areasonable level of Part | tax in respect of Canadian-source
income received by the trust in the event the trust also distributes that
income to non-resident beneficiariesin their capacity as beneficiaries.
For more information, see the commentary on subsection 104(7.01).

However, in the event that the trust pays or credits an amount to a non-
resident and that amount is not referred to in paragraph 104(7.01)(b) in
respect of the trust for the taxation year, the non-resident will continue to
beliablefor any Part XI1I tax on the amount.
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Excluded Provisions

ITA
94(4)

New subsection 94(4) of the Act provides that the rulesin paragraph
94(3)(a) treating non-resident trusts as resident in Canada do not apply
for certain limited purposes:

the definitions “arm’ s length transfer”, “exempt taxpayer” and
“exempt foreign trust” in subsection 94(1) — thus ensuring that
thereis no circularity in applying those definitions due to fact that
those definitions impose a requirement that a trust be non-
resident;

subsections 70(6) and 73(1) and paragraph 107.4(1)(c) (other than
subparagraph 107.4(1)(c)(i)) and subparagraph (f)(ii) of the
definition “disposition” in subsection 248(1) — thus ensuring that
rules allowing in some cases for arollover of property on transfers
to atrust generally do not apply to transfersto atrust deemed to
be resident in Canada by subsection 94(3);

paragraph (a) of the definition “mutual fund trust” in subsection
132(6) — areference that makesiit clear that a trust deemed to be
resident in Canada by subsection 94(3) will not betreated asa
mutual fund trust for any purpose; and

determining whether, in applying subsection 128.1(1), the trust
becomes resident in Canada at a particular time and determining
whether, in applying subsection 128.1(4), the trust ceasesto be
resident in Canada at a particular time — thus ensuring that the
deeming of atrust to be resident under paragraph 94(3)(a) does
not apply to affect a determination of whether atrust has changed
residence at any time (e.g., upon a change of trustees or upon a
change of residence of trustees).

Furthermore, except as otherwise permitted under subsection 216(4.1)
of the Act, paragraph 94(3)(a) does not relieve a payer of Canadian-
source income from the obligation to withhold amounts under section
215 in connection with amounts paid to a trust deemed to be resident in
Canada by subsection 94(3). Thisis so even though such atrust is not
liable for Part X111 tax on amounts paid or credited to it, because of the
application of subparagraph 94(3)(a)(vii). The trust would be expected
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to apply for arefund of such tax, which would be given except to the
extent that there are any outstanding liahilities of the trust with regard to
Part | tax.

Deemed Cessation of Residence

ITA
94(5)

New subsection 94(5) of the Act deems atrust to have ceased to be
resident in Canada at the earliest time in a specified period at which
thereis neither a“resident contributor” to the trust nor a“resident
beneficiary” under the trust. For this purpose, the specified period is the
period that would (if the Act were read without reference to subsection
128.1(4)) be ataxation year of the trust

» that immediately follows ataxation year of the trust throughout
which it was resident in Canada,

» at the beginning of which there was either aresident contributor to
the trust or aresident beneficiary under the trust, and

« at the end of which the trust is non-resident.

For more information on the expressions “resident contributor” and
“resident beneficiary”, as defined in new subsection 94(1), seethe
commentary on those provisions.

Where subsection 94(5) applies, the cessation of residence in Canada of
atrust resultsin the application of subsection 128.1(4). Under that
subsection, ataxation year of the trust is deemed to have ended
immediately before the earliest time in the specified period described
above. At that deemed taxation year-end, the criteriain subsection 94(3)
are satisfied. Accordingly, the trust will be subject to tax under Part | on
its worldwide income for that year because it is considered under
subsection 94(3) to be resident in Canada throughout that year. Under
new paragraph 94(3)(d), each “resident beneficiary” or “resident
contributor” at the time of that deemed taxation year end can be jointly
and severdly, or solidarily, liable with the trust for the trust's income tax
liabilities under the Act for that year. (For more detail on the expression
“solidarily”, please refer to the introductory commentary above on new
section 94.)
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Becoming or Ceasing to be an Exempt Foreign Trust

ITA
94(6)

New subsection 94(6) of the Act generally providesthat, if atrust
becomes or ceases to be an “exempt foreign trust” (as defined in new
subsection 94(1)) at any time, the trust's taxation year is deemed to have
ended immediately before that time, a new “stub” taxation year is
deemed to have begun at that time and the trust is deemed not to have
established afiscal period before that time. However, subsection 94(6)
does not apply where a trust ceases to be an exempt foreign trust
because it becomes resident in Canada.

Subsection 94(3) may apply in respect of the later “ stub” taxation year
of thetrust if the criteria set out in that subsection are satisfied at a
“specified time” in respect of the trust for the taxation year (generally,
the end of the taxation year). Where thisisthe case, the trust would be
subject to tax under Part | on its world-wide income for that |ater “stub”
year because it would be considered under subsection 94(3) to be
resident in Canada for that year.

Limit to Amount Recoverable

ITA
94(7) and (8)

New subsection 94(7) of the Act allows for alimitation of the amount
that may be recovered from an entity that would otherwise be jointly,
severaly, or solidarily, liable for the entire amount of atrust's tax
obligations under the Act. Subsection 94(7) applies to an entity (other
than an entity that is deemed, by subsection 94(12) or (13), tobea
contributor or aresident contributor to the trust) in respect of a
particular taxation year of the trust where three conditions are satisfied.

Thefirst condition is satisfied in respect of a particular taxation year of
the trust:

» where, under subparagraph 94(7)(a)(i), the entity isjointly and
severally, or solidarily, liable with the trust only because the entity
was a“resident beneficiary” (as defined in new subsection 94(1))
under the trust at a specified time in respect of the trust for the
particular year, or
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» where, under subparagraph 94(7)(a)(ii), at a specified timein
respect of thetrust for, the total amount (determined with
reference to paragraph 94(2)(b), (d), (h), (p) and (g) and
subsection 94(9)) of contributions made to the trust by the entity
(or by another entity not dealing at arm's length with the entity) is
not more than the greater of $10,000 and 10% of the total amount
of al contributionsto the trust.

The second condition, under paragraph 94(7)(b), requires that the entity
have filed on atimely basis all information returns required to befiled
by the entity in respect of the trust under section 233.2 (or on any later
day that is acceptable to the Minister of National Revenue). However,
the second condition need not be satisfied if the first condition is

sati sfied because the total determined under subparagraph 94(7)(a)(ii)
(in respect of the entity and all entities not dealing at arm’ s length with
it) is$10,000 or less.

Thethird condition, under paragraph 94(7)(c), is satisfied in respect of
an entity and a particul ar taxation year of the trust where it is reasonable
to conclude that each transaction or event that occurred before the end
of the particular year at the direction of, or with the acquiescence of, the
entity satisfied the following conditions:

» none of the purposes of the transaction or event was to enable the
entity to avoid or minimize any liability under a provision referred
to in paragraph 94(3)(d) in respect of the trust, and

» thetransaction or event was not part of a series of transactions or
events any of the purposes of which was to enable the entity to
avoid or minimize any liability under aprovision referred to in
paragraph 94(3)(d) in respect of the trust.

There are a number of transactions or events, or series of transactions or
events, that may result in afailure to satisfy the third condition (e.g., an
artificial dilution of an entity's relative contribution to the trust (i.e.,
below the 10% level); or corporate distributions that have the effect of
avoiding or minimizing the impact of the three-year rule described in
subsection 94(9)).

Reference should be made in this context to the definition
“contribution” in subsection 94(1), aswell asto related rulesin
subsection 94(2).
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Where subsection 94(7) appliesto an entity in respect of ataxation year
of atrust, the amount recoverable at any time from the entity in respect

of the year islimited to the person's “recovery limit”, determined under
subsection 94(8), in respect of the trust and the year.

Under subsection 94(8), the amount of the recovery limit that appliesto
aparticular entity at any particular timeis calculated as follows:

ADD amounts received or receivable after 2000 and before the
particular time by the particular entity on the disposition of al or
part of the particular entity’ s interest as a beneficiary under the
trust, or by another entity that was, at the time the amount became
receivable, a specified party (as defined in subsection 94(1)) in
respect of the particular entity on the disposition of dl or part of
the specified party’ sinterest as a beneficiary under the trust;

ADD an amount (other than an amount described in the paragraph
above) made payable by the trust after 2000 and before the
particular time to the particular entity because of the interest of the
particular entity as a beneficiary under the trust, or another entity
(that was, at the time the amount became payable, a specified
party in respect of the particular entity) because of the interest of
the specified party as a beneficiary under the trust;

ADD the fair market value of benefits received or enjoyed, after
2000 and before the particular time, under the trust by the
particular entity (or an entity that was, at the time the benefit was
received or enjoyed, a specified party in respect of the particular
entity), not otherwise taken into account above;

ADD the maximum amount that would be recoverable from the
particular entity at the end of 2002 under subsection 94(2) (asit
read in its application to taxation years that began before 2003) if
the trust had had tax payable under Part | of the Act at the end of
2002 in excess of the total of the amounts described in respect of
the entity under paragraphs 94(2)(a) and (b) (as they read in their
application to taxation years that began before 2003), except to the
extent that the amount so recoverable isin respect of an amount
that isincluded in the particular entity's recovery limit because of

subparagraph 94(8)(a)(i) or (ii);

ADD the total amount (determined with reference to paragraphs
94(2)(b), (d), (h), (p) and (g) and subsection 94(9)) of
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contributions made to the trust by the particular entity, to the
extent that this amount exceeds the total of the first four amounts;

* SUBTRACT previous recoveries by the Canada Customs and
Revenue Agency (“CCRA™) under subsection 94(3) (or under
subsection 94(1) asit read in its application to taxation years that
began before 2003) from the particular entity in respect of the
trust and the year or a preceding taxation year of the trust;

» SUBTRACT previous recoveries by the CCRA under subsection
94(3) (or under subsection 94(1) asit read in its application to
taxation years that began before 2003) from a specified party in
respect of the particular entity in respect of the trust and the year
or a preceding taxation year of the trust; and

» SUBTRACT the amount, if any, by which the particular entity's
tax payable under this Part for any taxation year in which an
amount described in any of subparagraphs 94(8)(a)(i) to (iii) was
paid, became payable, was received, became receivable or was
enjoyed by the particular entity exceeds the amount that would
have been the particular entity's tax payable under this Part for
that taxation year if no such amount were paid, became payable,
were received, became receivable or were enjoyed by the
particular entity in that taxation year.

For more information on subsections 94(11) to (13), or the expression
“specified party” as defined in subsection 94(1), see the commentary on
those provisions.

Deter mination of contribution amount

ITA
94(9)

Subsection 94(9) affects the calculation of the amount of a
“contribution” (as defined in new subsection 94(1)) to atrust of
“specified property” (as defined in new subsection 94(11)) for the
purpose of determining whether the “recovery limit” limitation applies
to a contributor to the trust and of determining the amount of that
recovery limit.
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The amount of a contribution to atrust because of atransfer to the trust
of specified property is deemed by subsection 94(9) to be the greater of:

« the amount, otherwise determined, at that time of the contribution;
and

» theamount that is the greatest fair market value of the specified
property (or of substituted property) in the period that begins
immediately after that time and ends at the end of the third
calendar year after that time.

For more information on the expression “specified property” as defined
in new subsection 94(1), see the commentary on that provision.

Subsection 94(9) allows for a reasonable opportunity for recovery of tax
by the CCRA in the context of atransaction or series of transactions
involving the transfer of specified property. Consider, for example, an
estate freeze under which common shares in the capital stock of a
corporation are transferred directly or indirectly to a non-resident trust.
Because of the difficulties associated with valuing the common shares at
the time of the transfer, it is appropriate to provide for avaluation as
described above.

In conjunction with new subsection 94(9), subparagraph 152(4)(b)(vi)
of the Act isamended to ensure that a reassessment of ataxpayer arising
out of the application of subsection 94(9) can be undertaken by the
CCRA within 3 years after the normal reassessment period of the
taxpayer in respect of the taxpayer's rel evant taxation year.

Where Contributor Becomes Resident in Canada Within 60 M onths
after Contributing

ITA
94(10)

New subsection 94(10) of the Act applies to determine whether thereis
a " connected contributor” (as defined in new subsection 94(1)) to atrust
for the purpose of applying the definition “resident beneficiary” (as
defined in new subsection 94(1)). Under new paragraph 94(3)(d) of the
Act, aresident beneficiary can, to an extent, be liable for the trust's
income tax under Part | of the Act. For more information, see the
commentary on those definitions and subsections 94(3) and (7) to (9).
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A “contribution” (as defined in new subsection 94(1)) to atrust by a
contributor is considered to have been made at atime other than a“non-
resident time” (as defined in subsection 94(1)) if the contributor
becomes resident in Canada at any time within the period (referred to in
this commentary as the “ 60-month post period”) 60 months after the
time of the contribution. However, to facilitate the administration of the
definition “non-resident time”, paragraph (b) of the definition
“connected contributor” and subsection 94(3), the definition “non-
resident time” is drafted so that such a contributor and the trust may,
subject to subsection 94(10), treat the time of the contribution as anon-
resident time for the purposes of applying the definition “ connected
contributor” and subsection 94(3) at a “ specified time” (as defined in
new subsection 94(1)) in respect of the trust for any particular trust
taxation year if at the specified time the contributor still has not become
resident in Canada within the 60-month post period.

Subsection 94(10) deems (for the purpose of applying the definition
“connected contributor” at each specified time, in respect of atrust for a
taxation year of the trugt, that is before the particular time at which the
contributor becomes resident in Canada within the 60-month post
period) the contribution to have been made at a time other than a“non-
resident time” of the contributor if:

* inapplying the definition “non-resident time” as of each of those
specified times, the particular contribution was made at a non-
resident time of the contributor; and

* inapplying the definition “non-resident time” at the particular
time, the contribution is made at a time other than a non-resident
time of the contributor.

Where subsection 94(10) applies, the contributor will be considered a
“connected contributor” to the trust and, if, as aresult, there was a
“resident beneficiary” at a specified time in the relevant prior taxation
year of the trust, the trust and the resident beneficiary would, because of
subsection 94(3), generally bejointly and severally, or solidarily, liable
for Part | tax on the trust's income for the year. (For more details on the
expression “solidarily”, please refer to the introductory commentary
above on new section 94.)

Subparagraph 152(4)(b)(vi) of the Act is amended to ensure that a
reassessment of ataxpayer arising out of the application of subsection
94(10) can be undertaken by the Canada Customs and Revenue Agency
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within 3 years after the normal reassessment period of the taxpayer in
respect of the taxpayer's relevant taxation year.

Deemed Contributor or Resident
Contributor

ITA
94(11) to (13)

Subsections 94(11) to (13) of the Act provide a set of related anti-
avoidance rules that apply where it is reasonable to conclude that one of
the reasons for aloan or transfer of property from atrust (the “origina
trust”), that is deemed under paragraph 94(3)(a) to be resident in
Canada (or was deemed resident because of subsection (1) asitreadin
its application to taxation years that began before 2003 or would have
been so deemed under either of those provisionsif they had applied
without regard to the period of time in which a contributor to the trust
was resident in Canada), to another trust (the “transferee trust”) isto
avoid or minimize the liability, of any entity under Part | of the Act, that
arose, or that would otherwise have arisen, because of the application of
subsection (3) (or because of subsection (1) asit read in its application
to taxation years that began before 2003).

Where such aloan or transfer is made at a particular time, the original
trust is deemed, under subsection 94(12), to be aresident contributor to
the transferee trust for the purpose of applying this section in respect of
the transferee trust.

Where such aloan or transfer is made at a particular time, an entity that
is at that time a contributor to the origina trust is deemed, under
subsection 94(13), to be a contributor to the transferee trust and a
connected contributor to the transferee trust (if at that time the entity is
also a connected contributor to the original trust). For more information
on the definitions “ contributor” and “connected contributor” in
subsection 94(1), see the commentary on those definitions.

Subsection 94(7) of the Act, generally providesthat the liability of a
“resident contributor” islimited by that contributor's recovery limit, as
determined by reference to subsections 94(7) to (9). However,
subsection 94(7) does not apply to an entity that is deemed, by
subsection 94(12) or (13), to be a contributor or aresident contributor to
the trust. For more information on the definition “resident contributor”
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or subsections 94(3) and (7) to (9), see the commentary on those
provisions.

Restricted Property

ITA
94(14)

Subsection 94(14) of the Act provides that a particular property
(identified in prescribed form filed with the Minister of National Revenue
in atimely manner by (or on behalf of) an entity) that isat any time held,
loaned or transferred by the entity will not be treated as restricted property
held, loaned or transferred at that time by the entity if the Minister is
satisfied that the particular property (or property for which the particular
property is substituted property) was not at any time acquired, held,
loaned or transferred by the entity (or any entity with whom the entity
does not at any time deal at arm’slength) as part of atransaction or series
of transactions or events a purpose of which wasto permit any changein
the value of the property of acorporation (that is, a any time, aclosely-
held corporation) to accrue to the particular property.

Subsection 94(14) isintended to provide relief only to the extent that the
Minister is satisfied that an entity’ s holding, acquisition or transferring
of aproperty that is otherwise restricted property was in no way part of
atransaction (or series of transactions or events) designed in any way to
permit the value of the property to be attributable in any way to a
change in value of property of acorporation that at any timeisa
closely-held corporation.

For more details on the definitions “ restricted property” and closely-held
corporation”, see the commentary on those provisions.

Arm’s Length Dealing

ITA
94(15)

Subsection 94(15) of the Act ensures that the rules in section 251 are
applicable in determining whether entities deal at arm’s length with each
other. The subsection provides that for the purposes of section 94, when
determining whether a particular entity and another entity deal, at any
time, with each other at arm’s length, a reference in section 251 to the
word “person” is to be read as a reference to the expression “entity” (as
defined in subsection 94(1)).
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Anti-Avoidance — 150 Entities

ITA
94(16)

Subsection 94(16) is an anti-avoidance provision that is relevant to the
application of the definition “closely-held corporation” and paragraph (h)
of the definition “exempt foreign trust” in subsection 94(1). These
definitions, respectively, provide for different results based, in part, on the
condition that there be at a particular time at least 150 beneficiaries under
atrust or 150 shareholders of the capital stock of a corporation.

Subsection 94(16) providesthat, if it can reasonably be considered that
one of the main reasons that an entity is at any time a shareholder of a
corporation or holds a capital interest in atrust isto cause the corporation
or trust to satisfy the applicable condition, the corporation or the trust, as
the case may be, is deemed not to have satisfied at that time that
condition. Where subsection 94(16) appliesin respect of a particular time
and in respect of the corporation or trust, in the case of the corporation, it
would be treated at that time as a closely-held corporation and in the case
of the trugt, it would not be treated at that time as an exempt foreign trust.

For more detail on the definitions “closely-held corporation” and “exempt
foreign trust”, see the commentary on those definitions.

Clause 16
Foreign Investment Entities

ITA
94.1

OVERVIEW
Existing Rules

Existing section 94.1 of the Act applies where ataxpayer has invested in
an offshore investment fund and one of the main reasons for the
investment isto reduce or defer the tax liahility that would have applied
to the income generated from the underlying assets of the fund if such
income had been earned directly by the taxpayer. In these
circumstances, existing section 94.1 generally requires an amount to be
included in computing the taxpayer's income from the investment. This
amount is determined, in genera terms, by multiplying the cost amount
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of the taxpayer'sinvestment by a factor based on interest rates
prescribed under Part XLI1I of the Income Tax Regulations.

New Rules

Section 94.1 isreplaced by provisionsin new sections 94.1 to 94.4,
which contain rules governing the tax treatment of interestsin foreign
investment entities (FIEs), tracking entities and foreign insurance
policies.

In computing a taxpayer's income for ataxation year, new subsection
94.1(4) will generally require an amount to be included in computing
the taxpayer's income from the investment. This amount will be
determined, in general terms, by multiplying the designated cost of the
taxpayer's investment by afactor based on interest rates prescribed
under paragraph 4301(b) of the Income Tax Regulations.

If ataxpayer elects and has sufficient information to comply, either new
subsection 94.2(4) or 94.3(4) will apply in place of therulesin
subsection 94.1(4) for computing income from the investment.
However, in the case of interest in atracking entity, subsection 94.3(4)
will not be available, and in the case of an interest in aforeign insurance
policy, only subsection 94.2(4) will apply.

Under subsection 94.2(4), ataxpayer must take into account the annual
increase or decrease in the fair market value of the taxpayer's interest in
computing the taxpayer's income from the interest.

Under subsection 94.3(4), ataxpayer isrequired to include the
taxpayer's share of the FIE's income for each FIE taxation year that ends
in the taxpayer's taxation year.

Section 94.4 is designed to prevent double taxation with respect to
amounts included in income under any of sections 94.1 to 94.3.

New sections 94.1 to 94.4 apply to taxation years that begin after 2002.
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Thetable below provides an overview of new sections 94.1 to 94.3 and

related provisions.

Issue

Summary

References

1. Who is subject to
the new FIE rules?

A. All taxpayers, except
exempt taxpayers. Except as
indicated in (C), below, FIE
rules do not apply to non-
resident taxpayers.

S.94.1(3), 94.2(3), (9) and
(12).

“Exempt taxpayer”
(s.94.1(2)).

Non-resident taxpayers: see
als0 5.94.1(3) and 94.2(5).

B. Partnerships with
members resident in Canada
must allocate FIE income to
those members.

Existing section 96,
including exceptionin

S. 96(1.9). Seedso

s. 94.2(6) for application to
cases where partnership
members become resident
in Canada.

C. Controlled foreign
affiliates.

New s. 95(2)(g.3).

2. What property is
subject to the new
FIE rules?

A. If subsection 94.1(3)
applies, Participating
interests (other than exempt
interests) in foreign
investment entities.
However, if no taxation
year of aFIE hasended in
the taxpayer's taxation year,
the FIE rules do not apply
to the taxpayer for the
taxpayer's year in respect of
the FIE.

S. 94.1(3) and the following
definitionsin s. 94.1(1):
“entity”, “non-resident
entity”, “foreign investment
entity”, “exempt interest”
and “participating interest”.

B. If 94.1(3) does not apply,
interests in non-resident
entities, where the return on
those interests tracks returns
in respect of investment
property. This property is
not subject to s. 94.3.

S. 94.1(4) and 94.2(3) and
(9). The definition “tracking
entity” in 94.2(1) Seeadso
amended s. 91(1).
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Issue

Summary

References

C. Interestsin certain
foreign insurance policies.
This property is subject
onlytos. 94.2, nots. 94.1
and 94.3.

S. 94.2(3), (10) and (11).

3. What isthe
difference in the tax
treatment of FIE
interests between
ss. 94.1,94.2 and
94.3?

A. Section 94.1. Taxes
investor based on a
prescribed rate of return.

S.94.1(4).

B. Section 94.2. Fulll
appreciation/declinein fair
market value of the
investment is recognized on
an annual basis.

S. 94.2(4).

S. 94.2(20).

C. Section 94.3. Taxes
investor's "share" of aFIE's
income (e.g., does not
include FIE's share of
unrealized gains).

S. 94.3(4).

4. How will foreign
affiliates of taxpayers
resident in Canada be
treated under new
FIE rules?

Subject to s. 94.2(9)
(interests in tracking
entities), ataxpayer's share
of the capital stock of a
controlled foreign affiliate
is exempt from the new FIE
rules. In certain cases, a
taxpayer can elect to havea
foreign affiliate treated as a
controlled foreign affiliate.

Paragraph (a) of the

definition “exempt interest”.

Paragraphs 94.1(2)(h) and
().

5. If anon-resident
corporation that isa
FIE pays out
dividends, how are
these dividends
taxed?

A. Generad principle:
existing rules apply.

Existing s. 90 and 113.
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to 94.3, respectively?

Issue Summary References
B. Relief provided to S. 944.
prevent double taxation.
Thisrelief extends to
taxable distribution from
other FIEs (e.g., trusts).
6. In what A Requirement to use s. S. 94.1(4), 94.2(3), 94.3(3).
circumstancesisa 94.1 where insufficient
taxpayer subject to information to use s. 94.2 or
any of sections 94.1 S. 94.3.

B. Election to use s. 94.2
available — interest must
have readily ascertainable
fair market value.

S.94.2(3).

C. Requirement to use s.
94.2 in the case of interests
in foreign insurance
policies.

S.94.2(3), (10) and (11).

D. Electionto use s. 94.3
available — must have
sufficient information.

S.94.3(3).

Definitions

ITA
94.1(1)

New subsection 94.1(1) of the Act defines a number of expressions for
the purpose of section 94.1. These definitions are also relevant for the
purposes of sections 94.2 and 94.3.

“arm’slength interest”

The definition “arm’ s length interest” is relevant in determining whether
ataxpayer’s particular participating interest is, under paragraph (€) of
the definition “exempt interest” in subsection 94.1(1), an exempt
interest and whether an interest has at any time a “readily obtainable fair
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market value” as defined in subsection 94.2(1). For more information,
see the commentary on those definitions.

A particular participating interest in a particular non-resident entity isan
arm'’slength interest at any time only if

» itisreasonableto concludethat there are at least 150 persons each
of which holds participating interests in the particular non-resident
entity that, at that time, areidentical to the particular participating
interest, and have atota fair market value of at least $500,

» thetotal of al amounts each of which isthe fair market value, at
that time, of the particular participating interest or of a
participating interest in the non-resident entity that isidentical to
the particular participating interest and that is held, at that time, by
the taxpayer or an entity or individual with whom the taxpayer
does not deal at arm’ s length does not exceed 10% of the total of
all amounts each of which isthefair market value, at that time, of
a participating interest in the non-resident entity that is held, at
that time, by any entity or individual and that isidentical to the
particular participating interest, and

» itisreasonableto conclude that the participating interestsin the
non-resident entity that are identical to the particular participating
interest can normally be acquired and sold by members of the
public in the open market.

“beneficiary”

A referencein sections 94.1 to 94.3 to a“beneficiary” carries, except for
the purpose of paragraph 94.2(11)(f) (i.e., abeneficiary in respect of an
interest in an insurance policy), the meaning assigned by subsection
94(1). For more information, see the commentary on the definition
“beneficiary” in subsection 94(1).

“carrying value’

In applying sections 94.1 to 94.4 in respect of ataxpayer, the “carrying
value” of aproperty held by a particular entity at any time means:

» thefair market value of the property at that time, if

- the particular entity is an entity (referred to in this note as the
“first entity”) in which the taxpayer holds at that time a
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participating interest or is another entity in which the first entity
holds at that time adirect or indirect interest,

- thetaxpayer elects, by notifying the Minister in writing in the
taxpayer’ s return of income for the taxpayer’ s taxation year that
includes that time to have this paragraph apply to dl of the
particular entity’ s property, and

- the property is property that would be valued for the purpose
of the entity's “financial statements’ (as defined in subsection
94.1(1)) as of that timeif those financia statements included the
property, if any, that is deemed by paragraph 94.1(2)(j) to be
owned at that time by the entity

* inany other case, the amount at which the property would be
valued for the purpose of the entity's financial statements as of
that time if those financia statements included the property, if
any, that is deemed by paragraph 94.1(2)(j) to be owned at that
time by the entity.

The carrying value of property isrelevant primarily for the purpose of
determining whether anon-resident entity isa FIE. For more
information, see the commentary on the definitions “foreign investment
entity” and “financial statements’.

It should also be noted that paragraph 94.1(2)(j) provides a “look-
through” rule that can affect the properties considered to be owned by
an entity and the carrying values of the entity's properties. In particular,
therule in paragraph 94.1(2)(j) can impute to an entity both ownership
of property otherwise owned by certain other entitiesin which the entity
has a significant interest, and the “net accounting income” (as defined in
subsection 94.1(1)) and certain business activities of such other entities
derived from such property. For the purposes of the look-through rule,
the time at which the determination of carrying value is made is the end
of the “taxation year” (as defined in subsection 94.1(1)) of the first tier
non-resident entity (whether lower tier entities share the same taxation
year or not). For more information, see the commentary to new
paragraph 94.1(2)(j) and the definition “taxation year”.

“designated cost”
In computing a taxpayer's income for ataxation year from a

participating interest of the taxpayer in a FIE, where subsection 94.1(4)
applies, the taxpayer will be required to include the amount, determined
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under that subsection, in computing the taxpayer's income from the
investment. That amount is determined by multiplying the “designated
cost” of the taxpayer's investment by afactor based on the interest rate
prescribed under paragraph 4301(b) of the Income Tax Regulations.

The designated cost to ataxpayer at any time of a participating interest
held at that time by the taxpayer in aforeign investment entity, is
determined, in genera terms, asfollows:

ADD the cost amount to the taxpayer of the participating interest
at that time (determined without reference to certain provisions of
the Act),

ADD the amount of any previous income inclusions, of the
taxpayer in respect of the participating interest, arising because of
the application of subsection 94.1(4) for a previous taxation year
that ends after 2002,

ADD, if the participating interest was an offshore investment fund
property (as defined in subsection 94.1(1) of the Act asit read in
its application to taxation years that began before the 2003) of the
taxpayer at the end of the taxpayer's last taxation year that began
before 2003, certain amounts required to be included in
computing the designated cost under “old” subsection 94.1(2),

ADD, if the participating interest was acquired by the taxpayer
before 2003, and was not an offshore investment fund property of
the taxpayer at the end of the taxpayer's last taxation year that
began before 2003, the amount, if any, by which the fair market
value of the participating interest at the end of that last taxation
year exceeds the cost amount to the taxpayer of the participating
interest at the end of that last taxation year,

ADD, if one or more particular amounts has been made available
by a person to another person after the last 2002 taxation year of
the foreign investment entity and before that time for the main
purpose of increasing the value of the taxpayer’s participating
interest, the total of all amounts each of which isthe amount, if
any, by which each particular amount exceeds any increase in the
cost amount to the taxpayer of the participating interest because of
that particular amount,
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» ADD, if the participating interest is acquired by the taxpayer after
2002, the amount, if any, by which the fair market value of the
participating interest at the time it was so acquired exceeds the
cost amount to the taxpayer of the participating interest at the time
it was so acquired, and

SUBTRACT, if the participating interest was last acquired by the
taxpayer before 2003, and was not an offshore investment fund
property (as defined in subsection 94.1(1) asitread in its
application to taxation years that began before 2003) of the
taxpayer at the end of the taxpayer's last taxation year that began
before 2003, the amount, if any, by which the cost amount to the
taxpayer of the participating interest at the end of that last taxation
year exceeds the fair market value of the participating interest at
the end of that |ast taxation year.

“ entityn

An entity includes an association, a corporation, afund, ajoint venture,
an organization, a partnership, a syndicate and atrust. It does not
include anatural person.

“exempt business’

The definition “ exempt business’ is relevant in determining whether a
“non-resident entity” (as defined in subsection 94.1(1)) is carrying on an
“investment business’ (as defined in subsection 94.1(1)) and whether
the non-resident is not a FIE. An investment business does not include
an exempt business.

An exempt business of an entity at any time, in general terms, isa
business (other than a business carried on by the entity principally with
entities or individuals with whom the entity does not deal at arm's length,
abusiness carried on by atrust that is an exempt foreign trust because of
paragraph (h) of the definition “exempt foreign trust” in subsection 94(1),
and a business carried on by the entity as a member, of a partnership, that
is not a qualifying member of the partnership, or that would not be such a
qualifying member if the entity were a person) that is carried on by the
entity at that time and that, throughout the period (in its taxation year that
includes that time) is

» carried on by the entity as aforeign bank, atrust company, a
credit union, an insurance corporation or, if the entity is controlled
by ataxpayer resident in Canadathat is described in subparagraph
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95(2.1)(a)(i), atrader or dealer in securities or commodities, the
activities of which business are regulated under the laws of a
specified country, or

» abusinessthe principal purpose of which isto derive income from
certain real estate businesses, certain leasing or licensing
businesses, or businesses involved in the devel opment of foreign
and Canadian resource properties and timber resources.

Thereference in this definition to a* permanent establishment” is
intended to carry the meaning of that expression assigned by section
8201 of the Income Tax Regulations.

The reference in this definition to a“qualifying member” of a
partnership isintended to carry the substantive meaning of that
expression assigned by proposed subsection 248(1) of the Act,
contained in the December 20, 2002 |egid ative proposals relating to
income tax. For more detail on the proposed definition “ qualifying
member” in subsection 248(1) of the Act, see that provision and its
commentary in the legisative proposals and explanatory notes
published on December 20, 2002.

For more information generally, see the commentaries on the definitions
“foreign investment entity” and “investment business’ in subsection
94.1(1).

“exempt interest”

The FIE income inclusion rules under any of subsections 94.1(4),
94.2(4) or 94.3(4) apply to ataxpayer for ayear generaly only where
subsection 94.1(3) applies to the taxpayer. Subsection 94.1(3) will not
apply to ataxpayer for a particular taxation year of the taxpayer in
respect of a participating interest of the taxpayer in a non-resident entity
if at the end of ataxation year of the non-resident entity that endsin the
particular taxation year the taxpayer’ s participating interest isan
“exempt interest”. An exempt interest of a taxpayer in anon-resident
entity is defined to mean at any time a particular participating interest
held by the taxpayer in the non-resident entity if any of the following
applies:

» Thenon-resident entity is a controlled foreign affiliate of the
taxpayer (including an affiliate that is a controlled foreign affiliate
because of an election under new paragraph 94.1(2)(h)); a
“qualifying entity” (as defined in subsection 94.1(1) that isa



foreign affiliate of the taxpayer in respect of which the taxpayer has
aqualifying interest (within the meaning assigned by paragraph
95(2)(m)); or a partnership.

Thetaxpayer is afinancial institution (as defined in subsection
142.2(1)) and the participating interest is a mark-to-market
property (as defined in that same subsection) or a property
described in an inventory of abusiness of the taxpayer, which
inventory is valued, in computing the taxpayer’ sincome from the
business, in accordance with section 1801 of the Income Tax
Regulations,

The participating interest isaright

- under an employee stock option plan, or smilar agreement,
to acquire a share of the capital stock of the non-resident entity,

- granted by the non-resident entity, or another entity with
which the non-resident entity does not deal at arm’s length,

- acquired by the taxpayer, at atime when the taxpayer dealt at
arm’ s length with the entity that granted the right, and

- acquired by the taxpayer solely because the taxpayer was an
employee of the non-resident entity, or another entity with
which the non-resident entity does not deal at arm’slength;

The non-resident entity is an entity (other than atrust that is an
exempt foreign trust because of paragraph (h) of the definition
“exempt foreign trust” in subsection 94(1)) all or substantially all
of the carrying value of the property of which is attributable to
properties that are shares of the capital stock of a corporation (that
is not aforeign investment entity) that employs the taxpayer or
that is related to another corporation that employs the taxpayer,
and an amount that is al or substantialy all of the non-resident
entity’s “ payable net accounting income” (as defined in
subsection 94.1(1)) becomes payable (as determined under
paragraph 94.1(2)(0)) by it to itsinterest holders within specified
times, and the taxpayer's share of that amount isincluded in
computing the taxpayer's income for the taxpayer's taxation year
that includes the time at which it became payable; or
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» Itisreasonableto conclude that the taxpayer had no tax avoidance
motive (determined by reference to paragraphs 94.1(2)(k) to (n))
in respect of the particular participating interest, and

- theparticular participating interest isan “arm’s length
interest” (as defined in subsection 94.1(1)) of the taxpayer, the
non-resident entity is resident (determined by referenceto
paragraph 94.1(2)(g)) in acountry in which thereis a prescribed
stock exchange, and participating interestsin the non-resident
entity that areidentical to the particular participating interest are
listed on a prescribed stock exchange, or

- the non-resident entity is governed by the laws of one or
more countries (other than a prescribed country) with which
Canada has entered into a tax treaty, the non-resident entity
exists, was (unless the entity was continued in any jurisdiction)
formed or organized, or was last continued, under those laws,
whileit is governed by the laws of a country, the non-resident
entity is under the tax treaty with that country resident in that
country, and either

() the participating interest is an arm’ s length interest of the
taxpayer, or

(1) the non-resident entity is, under the tax treaty with the
United States of America, resident in the United States of
America, and throughout the period, in the taxpayer’s
taxation year that includes that time, during which the
taxpayer isresident in Canada, the taxpayer is acitizen of the
United States of Americaand isliable for and subject to
income tax in the United States of Americafor that taxation
year because of that citizenship.

The definition “ exempt interest” is also relevant in applying subsection
94.2(9) in determining whether subsection 94.1(4) or 94.2(4) will apply
to ataxpayer’sinterest in a“tracking entity” (as defined in subsection
94.2(1)). However, note that ataxpayer’ sinterest in a controlled foreign
affiliate, or a qualifying entity (other than a partnership), will not avoid
being subject to subsection 94.2(9) solely because it is an exempt
interest. For more information, see the commentary on those provisions.
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“exempt property”

The definition “ exempt property” is relevant in determining whether a
property is an “investment property” (as defined in subsection 94.1(1))
and whether a“ non-resident entity” (as defined in subsection 94.1(1)) is
not a FIE. Except for the purposes of applying the definitions
“investment business’ in subsection 94.1(1) and “tracking entity” in
subsection 94.2(1), investment property does not include exempt
property.

In general terms, exempt property of a particular entity means at any
time, in determining whether a particular taxpayer's interest in the
particular entity is a participating interest in a FIE,

» under paragraph (a) of the definition, a property, of the particular
entity, that is at that time used or held principally in a business
(other than an investment business) carried on by the particular
entity or areated entity,

» under paragraph (b) of the definition, indebtedness (that would be
“excluded property”, as defined in subsection 95(1), of the
particular entity if certain assumptions applied) owing by a debtor
to the particular entity, where the particular entity and the debtor
areforeign affiliates of the taxpayer or of another entity of which
the taxpayer is acontrolled foreign affiliate and in respect of
which the taxpayer or the other entity, as the case may be, has a
qualifying interest (as defined in subsection 95(2)(m)).

In addition, under paragraph (c) of the definition, exempt property
means a property acquired by the particular entity within the 36 months
preceding that time (or where written application has been made to the
Minister of National Revenue by the taxpayer within 36 months of
having acquired the property, within such longer period as the Minister
considers reasonable in the circumstances) as aresult of qualified
activities. Those activities are

» theissuance of adebt or a participating interest in the particul ar
entity;

* thedisposition of property used in abusiness (other than an
investment business) carried on by the particular entity or an
entity related (otherwise than by reason of aright referred toin
paragraph 251(5)(b)) to the particular entity;
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» thedisposition of a participating interest in another entity all or
substantialy all of the fair market value of the property of which
is attributable to property used principally in a business (other
than an investment business) carried on by the other entity or an
entity related (otherwise than by reason of aright referred toin
paragraph 251(5)(b)) to the other entity; and

 the accumulation of income of the particular entity derived from a
business (other than an investment business) carried on by the
particular entity or an entity related (otherwise than by reason of a
right referred to in paragraph 251(5)(b)) to the particular entity,

The qualified activities also must have been undertaken for the purpose
of

» acquiring property to be used principaly in or making
expenditures for the purpose of earning income from a business
(other than an investment business) carried on by the entity or an
entity related to the entity, or

e acquiring a participating interest that isa significant interest in
another entity all or substantially al of the fair market value of the
property of which is attributable to property used or held
principally in the course of earning income from a business, other
than an investment business, carried on by the other entity.

“exempt taxpayer”

Therulesin new sections 94.1 to 94.4 do not apply in respect of periods
during which ataxpayer is an exempt taxpayer. For more information,
see the commentary on paragraph 94.1(3)(a) and subsections 94.2(9)
and (10).

Anindividual isan “exempt taxpayer” for ataxation year where the
individual, before the end of the year, was aresident of Canadafor a
period of, or periods the total of which is, 60 months or less.
(Individuals who have never been non-resident cannot fall within the
60-month exception.) This 60-month exemption for new immigrants to
Canadais similar to an exemption in the rules for non-resident trustsin
existing section 94.

Except as indicated below, tax-exempt entities to which subsection
149(1) applies are also exempt taxpayers. Retirement compensation
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arrangements and qualifying environmental trusts for which aternative
income tax rules are provided under Parts X1.3 and X11.4 and insurers to
which paragraph 149(1)(t) applies are not exempt taxpayers.

An exempt taxpayer aso includes a Canadian resident pooled fund trust
under which the only beneficiaries (determined without reference to
subsection 248(25) of the Act) are the tax-exempt persons described
above that would qualify as exempt taxpayers with respect to another
trust if they held their beneficial interests directly in that other trust.
However, such a pooled fund trust would qualify as an exempt taxpayer
only if al of theinterestsin the trust are “specified fixed interests’ (As
defined in subsection 94(1)).

The express reference to tax-exempt entities is generally of significance
for the purposes of calculating Part | tax only in the context of the
narrow circumstances to which new subsection 94.2(17) applies. That
subsection contemplates a case where a taxpayer ceasesto be an
“exempt taxpayer” and subsequently becomes an “exempt taxpayer”.
However, the reference to tax-exempt entities may also be of
significance in the context of Part X| (foreign property limits), given
that the application of sections 94.1 to 94.4 has an impact on the cost
amount of participating interestsin FIEs.

“financial statements’

The definition “financia statements’ isrelevant primarily for the
purpose of determining whether a non-resident entity is a FIE. For more
information, see the commentary on the definitions “foreign investment
entity” and “carrying value’.

In general, the financia statements, for ataxation, of an entity will be
the balance sheet and statement of income provided by the entity to its
investorsif they are prepared in accordance with generally accepted
accounting principles used for the taxation year in Canadaor in
accordance with generally accepted accounting principlesthat are
substantialy similar (including by reference to paragraph 94.1(2)(b)) to
those used for the taxation year in Canada. Taxpayers, will however, be
allowed to elect to treat an unconsolidated balance sheet and statement
of income of an entity asitsfinancial statements if they are prepared in
accordance with those principles (or would be so prepared if those
principles did not require consolidation).
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More precisely, in applying sections 94.1 to 94.4 to a taxpayer, the
financial statements, of a particular entity for a particular taxation year
of the entity, are

* the balance sheet and the statement of income of the particular entity,
if

- the particular entity isan entity (referred to in this note as the
“first entity”) in which the taxpayer holds, in the particul ar
taxation year, a participating interest or is another entity in which
thefirst entity has, in the particular taxation year, a direct or
indirect interest,

- thetaxpayer elects (in the taxpayer’s return of income for the
taxpayer’ s taxation year in which the particular taxation year
ends) to have this paragraph apply in respect of the particul ar
entity and the participating interest, and

- that balance sheet and statement of income would be prepared
in accordance with generally accepted accounting principles used
in Canadafor the particular year or in accordance with generally
accepted accounting principles that are substantially similar to
those used in Canada if those principles did not require
consolidation; and

* in any other case, the balance sheet and statement of income of the
particular entity, if that balance sheet and statement of income are
prepared for the particular taxation year in accordance with generally
accepted accounting principles used for the taxation year in Canada
or in accordance with generally accepted accounting principles that
are substantially similar to those used for the taxation year in Canada.

“foreign bank”

The definition “foreign bank” has the same meaning as in subsection
95(1). The expression is used in the definition “exempt business”.

“foreign investment entity”
Under subsection 94.1(3), the new tax regime for FIEs in sections 94.1

to 94.4 generally applies only to participating interestsin a“foreign
investment entity” as defined in subsection 94.1(1).
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A non-resident entity (as defined in subsection 94.1(1)) at any time will
be aFIE at that time, unless any one of the following exceptions
applies to the non-resident entity :

» attheend of itstaxation year that includesthat time, it isan
“exempt foreign trust” (as defined in new subsection 94(1)) other
than atrust that is an exempt foreign trust because of paragraph
(h) of that definition or paragraph (g) (read without referenceto its
clause (iii)(A)) of that definition,

» attheend of itstaxation year that includes that time, the carrying
value of al of itsinvestment property is not greater than one-half
of the carrying value of all of its property, or

» throughout its taxation year that includes that time, its principal
undertaking was the carrying on of a businessthat is not an
investment business.

The new rules are designed so that, in the case of partnerships,
members' shares of incomes and losses are alocated in accordance with
section 96 (including new subsection 96(1.9), described in the
commentary below).

For more information generally, see the commentary on the definitions
“entity”, “exempt interest”, “non-resident entity”, “investment property”
and “carrying value” in subsection 94.1(1) and “exempt foreign trust” in
subsection 94(1). See aso the commentary on paragraphs 94.1(2)(a),

(b), (e) and (h) to (j) and paragraph 96(1)(d).
“investment business’

The expression “investment business’ is relevant in determining
whether a non-resident entity isaFIE or a“qualifying entity”, as
defined in subsection 94.1(1) . An “investment business’ of an entity at
any time, means a business (other than a businessthat is at that time an
exempt business) carried on by the entity (including, for greater certainty,
abusiness carried on by the entity as a member of a partnership) at that
time, if the principa purpose of the businessisto derive any of the
following income or profits:

* income (including interest, dividends, rents, royalties or any
similar return on investment or any substitute for such areturn)
from property,
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* income from the insurance or reinsurance of risks,
» income from the factoring of trade accounts receivable,
» profits from the disposition of investment property.
“investment property”

The expression “investment property” includes alist of specified
properties. Most of the specified properties (e.g., shares, partnership
interests, real estate and resource properties) are also specified in the
definition of the same expression in subsection 95(1). In addition to the
properties also specified in the definition in subsection 95(1),
“investment property” held by a particular entity includes:

e aninterest in an organization, fund or other entity;
* most derivative financial products; and
» interests, options and rightsin respect of the above properties.

It should be noted, however, that investment property of an entity does
not include

» except for the purpose of applying the definition “investment
business’ in subsection 94.1(1) or the definition “tracking entity”
in subsection 94.2(1), an “exempt property” (as defined in
subsection 94.1(1)),

» except for the purpose of applying the definition “qualifying
entity”, a“significant interest” (as defined in subsection 94.1(1))
in a“qualifying entity” (asdefined in subsection 94.1(1)), an
interest in aqualifying entity that has a significant interest in the
entity, and debt owing by qualifying entities in which the entity
has a significant interest or by a qualifying entity that has a
significant interest in the entity, and

» certain exempt commodities and futures in respect of those
exempt commaodities.

The definition is relevant for the purpose of the determining whether a
non-resident entity is aFIE. For more information, see the commentary



92

on the definitions “investment business’, “ qualifying entity”,
“significant interest”, and “exempt property” in subsection 94.1(1).

“net accounting income”

The net accounting income of an entity for ataxation year means the
amount that isits net income, before income taxes and extraordinary
items, for the year reported initsfinancial statementsfor the year. For
more information, see the commentary on the definition “financial
statements” in subsection 94.1(1).

“non-resident entity”

One of the requirements for an entity to be a FIE to which sections 94.1
to 94.4 apply isthat the entity be a“non-resident entity”. In this regard,
it should be noted that, under proposed subparagraph 94(3)(a)(iv),
certain trusts that would otherwise be non-resident are deemed (for
certain limited purposes including the definition “non-resident entity”)
to beresident in Canadafor taxation yearsin which thetrust has a
resident contributor or aresident beneficiary. For more information, see
the commentary to new subsection 94(3).

In addition to non-resident corporations and trusts, a“non-resident
entity” includes at any time any other type of entity that at that time

» exists, was (unless the entity was continued in any jurisdiction)
formed or organized, or was last continued under the laws of a
country or apalitical subdivision of a country other than Canada,
or

* isgoverned under the of acountry or a political subdivision of a
country other than Canada.

“participating interest”

A “participating interest” in an entity means a share of the capital stock
of corporation, a specified interest (as defined in subsection 94.1(1)) in
atrust and an interest in any other type of entity.

It also includes a property that is (under a contract, in equity or
otherwise, either immediately or in the future and either absolutely or
contingently) convertible into, exchangeable for, or confers aright to
acquire
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» such ashare, specified interest or other interest, or

» aproperty (other than money) the fair market value of whichis
determined primarily by reference to the fair market value of such
ashare, interest as a beneficiary or other interest in an entity.

For arelated rule that appliesin determining whether an interest isa
participating interest, see the commentary on paragraph 94.1(2)(s).

“payable net accounting income”

The payable net accounting income, of an entity for ataxation year of the
entity, means its net income, after income taxes and extraordinary items,
for the year reported in its “financial statements’ (as defined in subsection
94.1(1)) for the year.

This definition is relevant in determining whether an interest in a non-
resident entity is an “exempt interest” (as defined in subsection 94.1(1))
in the entity. In particular, it is relevant in applying paragraph (d) of the
definition “exempt interest” in subsection 94.1(1) and paragraphs
94.1(2)(m) and (n).

“qualifying entity”

A “qualifying entity” in a period means a particular entity that isa
partnership or a corporation all or substantially all of the “carrying
value” (as defined in subsection 94.1(1)) of the property of whichis,
throughout the period, attributable to the carrying value of property
that is:

» property other than “investment property” (as defined in
subsection 94.1(1)),

* investment property that is a participating interest in or debt of
another entity if the other entity is an entity whaose principa
businessis not an investment business and the particular entity has
either asignificant interest in the other entity or astrategic interest
in the other entity,

* investment property in respect of which the particular entity
establishes that the property or proceeds from the disposition of
the property is to be used by the particular entity for the purpose
of acquiring property described in the two paragraphs above,
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* investment property that is held by the particular entity if the
particular property (or other property for which the particular
property is substituted property) was last acquired by the
particular entity within 36 months before the end of the period (or,
where applicable conditions are met, within such longer period as
the Minister considers reasonabl e in the circumstances), as a result
of qualifying activities.

For this purpose, qualifying activities are
» theissuance of adebt or a participating interest in the entity,

» thedisposition of property described in any of paragraphs (a) to
(c) of the definition “ qualifying entity”, and

» the accumulation of income of the entity.

The qualifying activities must also have been made for the purpose of
acquiring property that, if owned by the entity, would be property
described in paragraph (a) to (c) of the definition of “qualifying entity”.

For the purpose of applying this definition, an entity will be considered
to have a strategic interest in another entity where the entity participates
in or has established a plan of action for participating in the
management and control of the other entity by reason of its status as a
holder of a significant number (not to be confused with the “ significant
interest” definition) of participating interests in the other entity (in
comparison with the number of participating interests held by each
holder of interestsin the entity) or an agreement with other such
significant interest holders.

In establishing if an entity actively participatesin or exercises a
significant influence over the governance or the management of an other
entity the following facts (among others) will be considered:

» whether the entity, alone or in aliance with others, appoints
members of the board of directors and management;

» whether the entity, alone or in aliance with others, significantly
influences the appointment of members of the board of directors
and management; and
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» whether the entity, alone or in aliance with others, is actively
involved in the strategic planning for the entity.

In determining if an entity is carrying out a plan of action for the
purpose of obtaining its objective of actively participating in or
exercising significant influence over the governance or the management
of another entity, all factorswill be considered. For example, an entity's
board-approved plan of action, board minutes, investment studies and
other material relating to the strategic investment will be considered. As
well, evidence that increasing numbers of shares of the other entity are
being bought or that property is being sold in order to raise money to
acquire such shares will be considered important factors. The entity's
investment history and patterns will aso be considered.

Finaly, it should be noted that under paragraph 94.1(2)(r), the
definition “qualifying entity” in subsection (1) does not apply in
determining whether ataxpayer has a participating interest in aFIE, if
the Minister sends a written demand to ataxpayer requesting additional
information for the purpose of enabling the Minister to determine
whether an entity is a qualifying entity, and information satisfactory to
the Minister to make the determination is not received by the Minister
within 60 days (or within such longer period asis acceptable to the
Minister) after the Minister sends the demand.

For more information, see the commentary on paragraph 94.1(2)(r) and
on the definitions “ carrying value”, “significant interest” and

“investment property” in subsection 94.1(1).
“significant interest”

An entity is considered to have a significant interest in a corporation,
partnership, or non-discretionary trust if the entity or agroup of entities
comprised of the entity and entities related to the entity holds shares or
interestsin the corporation, partnership or trust that have afair market
value equal to 25% or more of the fair market value of al the shares or
interests in the corporation, partnership or trust and, in the case of a
corporation, the entity or the group of entities comprised of the entity
and the entities related to the entity has shares entitling the entity to cast
at least 25% of votes at an annual shareholders meeting of the
corporation.

In these circumstances, the entity’ s significant interest will beits share
of the capital stock of the corporation, itsinterest asa member of the
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partnership or its interest as a beneficiary under the trust, as the case
may be.

“gpecified interest”

The definition “ specified interest” appliesin determining whether an
entity or individual has a“participating interest” (asdefined in
subsection 94.1(1)) in anon-resident entity that isatrust. A specified
interest at any time of an entity or individua in atrust, means, an
interest of the entity or individual as a beneficiary under the trust if

- Thetrust is at that time an exempt foreign trust because of
paragraph (g) or (h) of the definition “exempt foreign trust” in
subsection 94(1). As aresult, an interest in aforeign commercial
investment trust or in certain employee benefit arrangements will
generally be subject to the income computation requirementsin
sections 94.1 to 94.4 if the trusts are FIEs or tracking entities; or

- Theinterest includes at that time aright of the entity or individual
as abeneficiary under the trust to receive at or after that time income
or capital of thetrust. However, such an interest will not be treated as
aparticipating interest if the the entity or individud is at that time a
testamentary beneficiary, under the trust, as defined by subsection
94(1) (i.e., isabeneficiary under the trust solely because of certain
rights to use or receive trust property only after the death of specified
entities or individuals).

“specified party”

The definition “ specified party” is relevant in determining whether a
taxpayer has an avoidance motive in respect of a participating interest in
aFIE. This determination is relevant to applying the definition “ exempt
interest” in subsection 94.1(1). For more information, see the
commentary on the definition “exempt interest”.

A specified party in respect of a particular individual or particular
entity, as the case may be, means another individual or other entity that
does not deal at arm’ s length with the particular individual or the
particular entity, as the case may be.
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“taxation year”

The “taxation year” of anon-resident entity that is a corporation or an
individual is generally determined in accordance with subsection 249(1)
and paragraph 250.1(a). Where the non-resident entity is not an
individual or a corporation, this definition provides that the entity’s
taxation year means:

» inrespect of abusiness or property of the non-resident entity for
which the accounts of the non-resident entity are ordinarily made
up, the period that would be determined under section 249.1 in
respect of the non-resident entity if the non-resident entity were a
corporation, and

* inany other case, acalendar year.
Rules of Application

ITA
94.1(2)

Subsection 94.1(2) sets out a number of rulesfor the purposes of
applying sections 94.1 to 94.4 in respect of a particular participating
interest, in a particular non-resident entity, held by ataxpayer in a
particular taxation year of the taxpayer (and in respect of any other
participating interests in the particular non-resident entity that are
identical to the participating interest and that are held by the taxpayer in
the particular taxation year). These rules are relevant, for example, in
determining whether the particular non-resident entity is a FIE and
whether the particular participating interest is an “exempt interest”.

Determining Whether Entity isa FIE

New paragraph 94.1(2)(a) contains rules for applying the financial
statements (as defined in subsection 94.1(1)) of an entity in determining
whether a particular non-resident entity, in which ataxpayer holds a
particular participating interest, is a FIE.

If the financia statements of an entity (referred to in this note as the “first
entity”) for ataxation year (referred to in the commentary on paragraph
94.1(2)(a) asthe “specified year”) of thefirst entity reflect property,
indebtedness, income or losses of another entity,
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» the business and non-business activities for the specified year carried
on by the other entity, the net accounting income for the specified
year determined for the other entity from those activities, and the
property and indebtedness for the specified year owned by or owed
by, as the case may be, the other entity are deemed for the specified
year to be carried on by, determined for, owned by or owed by, asthe
case may be, thefirst entity, and

» an exempt business of the other entity at any time in the specified
year is, if it isabusiness the activities of which are deemed by
subparagraph 94.2(a)(i) to be carried on by the first entity, deemed to
be an exempt business of the first entity at that time in the specified
year;

Paragraph 94.1(2)(a) isrelevant in applying, for example, the definition
“carrying value” in subsection 94.1(1), when determining whether the
non-resident entity is a FIE because of the carrying value of its
investment property.

For more information, see the commentary on the definitions “ carrying
value’, “foreign investment entity” and “investment property” in
subsection 94.1(1). See aso, the commentary on paragraph 94.1(2)(b),
for more information on determining whether accounting principles are
substantially similar to Canadian GAAP, and the commentary on
paragraph 94.1(2)(j), for more information on the look-through rule for
significant interests.

GAAP substantially similar to Canadian GAAP

Paragraph 94.1(2)(b) provides that generally accepted accounting
principles used for ataxation year in the United States of Americaor in
countries that are members of the European Union are, for greater
certainty, considered to be substantially similar to those used in Canada
for that taxation year.

Designated Cost

Paragraph 94.1(2)(c) appliesin determining, at any time in a particular
taxation year, the designated cost to a taxpayer of a participating interest
of the taxpayer that is a specified interest (as defined by subsection
94.1(1)) in atrust. However, the rule only applies where the trust isa an
exempt foreign trust (as defined by subsection 94(1)) because of
paragraph (g) of that definition. Under paragraph 94.1(2)(c), the cost at
that time to the taxpayer of the participating interest is deemed to be the
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total of all amounts each of which isthe fair market value, immediately
before it was acquired by the trust, of a specified property. For this
purpose, specified property is property that is held by the trust at that
time and that may be reasonably be considered to be held for the
purpose of satisfying aright (other than aright under an arrangement to
which subsection 7(2) or (6) of the Act applies) of the taxpayer that is
included in specified interest.

Characterization of Income from FIE Interest

Paragraph 94.1(2)(d) provides a special rules for determining whether a
taxpayer’sincome for ataxation year from the application of subsection
94.1(4) or 94.3(4) will be treated as income from a source outside
Canada. Paragraph 94.1(2)(d) providesthat in applying subsections
94.1(4) and 94.3(4) to ataxpayer (that isatrust) for a particular taxation
year of the taxpayer and in respect of a participating interest of the
taxpayer in a non-resident entity, the reference in those subsectionsto
“as income from property from a property that is the participating
interest” isto be read as areference to the expression “asincome from
property from a property that is a source outside Canadathat isthe
participating interest”. However, this special rule applies only if the
portion of the net accounting income of the non-resident entity, from
sources outside Canada, for its last taxation year that endsin the
particular taxation exceeds 90% of the total net accounting income of
the non-resident entity for that |ast taxation year.

Paragraphs 94.2(2)(f) and (g) provide similar rules that apply with
respect to subsection 94.2(4). For more detail, see the commentary on
those paragraphs.

The application of paragraph 94.1(2)(d) and paragraphs 94.2(2)(f) and
(9) in respect of a participating interest of ataxpayer will not be relevant
in determining a taxpayer’ s eligibility for aforeign tax credit under
section 126 of the Act. In thisregard, see the commentary below on
subsections 94.3(2) and 126(1.2). Rather, these paragraphs provide
relief to trusts resident in Canadathat hold participating interestsin a
FIE and that make payable to their non-resident beneficiaries al or part
of thetrusts' incomes arising under any of subsections 94.1(4), 94.2(4)
or 94.3(4). Where paragraph 94.1(2)(d) or 94.2(2)(f) or (g) applies and
the terms of the trust permit amounts of deemed income of the trust to
be made payable to beneficiaries, the amounts of such trust income
arising under any of subsections 94.1(4), 94.2(4) or 94.3(4) and made
payable to non-resident beneficiaries of the trust may qualify for
reduced withholding if the non-resident beneficiary isresident in a
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country with which Canada has entered into atax treaty and the tax
treaty contains a provision permitting such a reduction in withholding.

I nvestment Business

Under paragraph 94.1(2)(e), a determination of whether the principal
business of an entity for ataxation year of the entity is an investment
business is made by reference to:

» subject to the rules below, the relevant facts and circumstances,
including the utilization of assets and employees, expenditures
made and the revenue of the entity, or

» if thetaxpayer elects, by reference to the entity’s “net accounting
income” (as defined in subsection 94.1(1)) from investment
property and investment businesses,

Under subparagraph 94.1(2)(e)(iii), if the Minister of National Revenue
sends awritten demand to the taxpayer requesting additional
information for the purpose of enabling the Minister to determine
whether the principal business of the entity isin that taxation year an
investment business, and information satisfactory to the Minister to
make the determination is not received by the Minister within 60 days
(or within such longer period as is acceptable to the Minister) after the
Minister sends the demand, the principal business of the entity for that
taxation year is deemed to be an investment business.

Arm'’s Length and Related

Under paragraph 94.1(2)(f), in determining whether an entity or natural
person and another entity or natural person are related to each other or
deal at arm’ s length with each other, a person referred to in section 251
includes an entity.

Residence of an Entity - Special Case

New paragraph 94.1(2)(g) of the Act appliesin determining whether a
taxpayer's participating interest (as defined in subsection 94.1(1)) ina
FIE isan “exempt interest” (as defined in subsection 94.1(1)). Paragraph
94.1(2)(g) providesthat in applying subparagraph (€)(i) of the definition
“exempt interest”, if the FIE is not a corporation, a partnership or a
trugt, it is deemed not to be resident in a particular country, unless

» the particular country is a country other than a prescribed country,
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» theFIE isgoverned, and exists, was (unless the FIE was continued
in any jurisdiction) formed or organized, or was last continued
under the laws of, the particular country and,

» theFIE isliable, under the laws of the particular country, to pay
an income or profitstax imposed by the government of the
particular country on all of itsincome, profits or gains.

If the paragraph 94.1(2)(g) applies so that the FIE is not considered
resident in a particular country for the purpose of subparagraph (€)(i) of
the definition “exempt interest”, then the taxpayer would not be able to
rely upon that paragraph in order to qualify the participating interest as
an exempt interest.

Entity Treated as Controlled Foreign Affiliate

New paragraph 94.1(2)(h) of the Act permits a taxpayer to make an
irrevocable election to treat aforeign affiliate, of the taxpayer, that isa
foreign investment entity (including an affiliate the shares which are
held by the taxpayer's controlled foreign affiliate) as a controlled foreign
affiliate for a particul ar taxation year and subsequent taxation years.
This one-time election is available only if:

» thetaxpayer holds a participating interest in the foreign affiliate
and ataxation year of the foreign affiliate ends (or the first
taxation year of the foreign affiliate begins) in the taxpayer’s
election year a (or controlled foreign affiliate of the taxpayer
holds a participating interest in the foreign affiliate and a taxation
year of the foreign affiliate ends (or the first taxation year of the
foreign affiliate begins) in ataxation year of the controlled foreign
affiliate that ends in the taxpayer’s election year), and

» thetaxpayer hasa*“qualifying interest” (as defined in paragraph
95(2)(m)) in the affiliate.

The election must be made in prescribed form in the taxpayer's tax
return for the year (except where the taxpayer is a partnership, in which
case specia rules apply under paragraph 96(1)(d)). However, under
paragraph 94.1(2)(i), described in the commentary below, the election
may be rendered invalid in the event that the taxpayer cannot provide
sufficient information to the Minister of National Revenue for the
Minister to be able to determine amounts required to be included in the
taxpayer's income under section 91. In addition, the election ceasesto
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have effect if the corporation ceases to be aforeign affiliate of the
taxpayer.

In the period during which an election under paragraph 94.1(2)(h) is
effective, aforeign affiliate of ataxpayer is deemed to be a controlled
foreign affiliate of the taxpayer. As aresult, a share issued by the
affiliate to the taxpayer would be an “ exempt interest” under the
definition in subsection 94.1(1). Sections 94.1 to 94.4 generally would
not apply to the taxpayer's participating interest in the affiliate.
However, the foreign accrua property income (FAPI) rules would apply
and the taxpayer would be required to include in income under section
91 a percentage of any FAPI derived by the affiliate in the year.
Notwithstanding an election under paragraph 94.1(2)(h), section 94.2
may still apply in the event that ataxpayer's interest in a controlled
foreign affiliate is a tracked interest to which subsection 94.2(9) applies.

Demand for Information — CFA €election

Under paragraph 94.1(2)(i), an election made by a taxpayer under
subparagraph 94.1(2)(h)(iii) is, other than for the purposes of applying
paragraph 94.1(2)(i) and that subparagraph, deemed never to have been
made, if the Minister sends awritten demand to the taxpayer requesting
additional information for the purpose of enabling the Minister to make
adetermination referred to in one of those paragraphs, and information
satisfactory to the Minister to make the determination is not received by
the Minister within 60 days (or within such longer period asis
acceptable to the Minister) after the Minister sends the demand.

The determination referred to in paragraph 94.1(2)(i) concerns an
amount that would, if the Act were read without reference to that
paragraph, be required to be added or deducted (otherwise than under
subsection 104(13)) in computing the taxpayer’ sincome for the year
because of the application of section 91 and an election under paragraph
94.1(2)(h) in respect of aforeign affiliate.

Look-through Rule — Sgnificant Interests

A particular non-resident entity isa FIE at any timeif the carrying value
of al of the entity's “investment property” is more than 50% of the
“carrying value” of all its property at the end of the entity's taxation year
that includes that time and none of the other exceptions in the definition
“foreign investment entity” applies.
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New paragraph 94.1(2)(j) isrelevant in determining whether a
taxpayer’ s participating interest in the particular non-resident entity isa
participating interest in a FIE. The paragraph applies if the taxpayer has
made a valid election under 94.1(2)(j) in respect of the participating
interest of the taxpayer, and a specified entity (i.e., the particular non-
resident entity or another entity in which the particular non-resident
entity has, directly or indirectly, an interest)) has a“ significant interest”
(as defined in subsection 94.1(1)) in another entity (“the investee”), that
isacorporation, partnership or non-discretionary trust. In this case, and
provided that the financial statements of the specified entity do not
reflect property or indebtedness of the other entity, in determining
whether the particular non-resident entity is aforeign investment entity
(and if the taxpayer stipulatesin the election, in determining also
whether the particular non-resident entity is aqualifying entity), the
following rules apply:

* Indetermining the carrying value of the specified entity's property,
the carrying values of its participating interests in the investee are
deemed to be nil. Debt owing to the specified entity by the investee
(other than debt acquired in the ordinary course of a business other
than an investment business of the specified entity) is also deemed to
have a carrying value to the specified entity of nil, and the net
accounting income of the specified entity is also deemed to be nil to
the extent that it is derived from debt or participating interests of the
specified entity that are deemed to be nil.

» The specified entity is deemed to own the property of the investee.
Each such deemed owned property is deemed to have a carrying
value to the specified entity based on the product obtained by
multiplying the property's carrying value to the investee by the
specified entity’ s proportional ownership of the investee's property.
In general terms, this proportional ownership is the quotient obtained
by dividing:

» theamount that is the fair market value of the specified entity's
shares and certain debt issued by the investee, by

« the amount that isthe total fair market value of shares and certain
debt issued by the investee entity.

* Ingenera terms, the activities carried on by the investee (including
an exempt business of the investee) using the property deemed to be
owned by the specified entity, and the investee' s net accounting
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income derived from those activities, are deemed to be those of the
specified entity to the extent of that proportional ownership.

If the taxpayer notifies the Minister of National Revenue in writing of
its intention to value the specified entity's property at its fair market
value in accordance with paragraph (a) of the definition “carrying
value” in subsection 94.1(1), the property of the investee must also be
valued on that basis.

If there aretiers of entities each of which has a significant interest in the
other, paragraph 94.1(2)(j) operates to deem each higher tier entity to
own properties of the immediately lower tier entities on an iterative
basis. For example, assume a non-resident entity (Foreignco-1) owns
100% of the sharesin Foreignco-2, which in turn owns 100% of shares
in Foreignco-3 and that Foreignco-1, Foreignco-2 and Foreignco-3 have
identical taxation year-ends. The carrying values from propertiesin
Foreignco-3 would, under paragraph 94.1(2)(j), become the carrying
values of propertiesin Foreignco-2. Because paragraph 94.1(2)(j)
operates on an iterative basis, the carrying value of those properties
would be considered to be the carrying values of properties held by
Foreignco-1.

The example below illustrates the operation of paragraph 94.1(2)(j).
Example

1. Jean, who residesin Canada, holds sharesin Foreignco, a non-
resident corporation that is not a controlled foreign affiliate of Jean.
Foreignco's principal activity isthe carrying on of investment
activities on behalf of its shareholders. Foreignco preparesits
financial statementsin accordance with accounting principles
substantially similar to generally accepted accounting principles
used in Canada.

2. The carrying values of Foreignco's assets at the end of its taxation
year ending in Jean’syear are as follows:

guaranteed investment certificate shares of XYZ Inc. in

which Foreignco $10,000
has a significant interest $20,000
shares of ABC Inc. in which Foreignco does not have a

significant interest $ 5,000
cash $4,000

Total assets $39,000



105

3. XYZ Inc. owns assets at that time that are used in the cour se of
carrying on an active business, with a carrying value of $80,000. It
also hasinvestment property with a carrying value of $15,000.

4. Thefair market value of the shares of XYZ Inc. held by Foreigncois
$40,000 while the fair market value of all the issued and outstanding
shares of XYZ Inc. is $100,000 at that time.

Results

1. The guaranteed investment certificate, cash, and the shares of XYZ
Inc. and ABC Inc. are all investment property by virtue of the
definition “ investment property” in subsection 94.1(1).

2. However, since Foreignco owns a significant interest in XYZ Inc., the
special look-through rulein new paragraph 94.1(2)(j) applies. Under
this look-through rule the carrying value of Foreignco's sharesin
XYZ Inc. is deemed to be nil. Instead, Foreignco is deemed to own a
portion of the property that XYZ Inc. owns.

3. The carrying value of the XYZ property deemed to be owned by
Foreignco is 40% of its carrying value to XYZ, since Foreignco's
percentage ownership of sharesis 40%.

4. Consequently, the carrying values of the investment property of
Foreignco are:

guaranteed investment certificate $10,000
shares of XYZ Inc. nil
shares of ABC Inc. $ 5,000
cash $4,000
investment property of XYZ Inc. (40% of $15,000) $6,000
Total $25,000

5. Thetotal carrying value of the assets of Foreignco is:

Investment property (see above) $ 25,000
assets of XYZ Inc. (other than investment property)

(40% of $80,000) $ 32,000
Total $ 57,000

6. As a result, Foreignco is hot a FIE because less than 50% of the
carrying value of its property is investment property.
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Tax Avoidance Motive

New paragraph 94.1(2)(K) of the Act sets out the conditions under which
ataxpayer will be considered to have atax avoidance motive in respect
of aparticipating interest in a FIE. Subject to new paragraphs
94.1(2)(m) and (n) (described in the commentary below), atax
avoidance motive will be considered to exist only if it is reasonable to
conclude that the main reasons for the taxpayer acquiring, holding or
having the particular participating interest were to permit the taxpayer to
achieve the following two objectives:

 to derive a benefit the value of which can be attributed principally,
directly or indirectly, to income derived from investment property,
to profits or gains from the disposition of investment property, or
to an increase in value of investment property, and

» the deferral or reduction of the amount of tax payable on that
income or those profits or gains.

Factors Considered in Tax Avoidance Motive

New paragraph 94.1(2)(l) of the Act sets out factors to be considered in
determining whether there is a tax avoidance motive for ataxpayer
acquiring an interest in a non-resident entity. Those factors are similar
to the ones in existing subsection 94.1(1). However, the form and the
terms and conditions governing the taxpayer’ s interest in a non-resident
entity are to be taken into account as well. Note that atax avoidance
motive may exist whether the non-resident entity is resident in a “tax
haven” or not. The factors are asfollows:

» the nature, organization and operation of the non-resident entity
and any FIE inwhich it or a specified party (as defined in
subsection 94.1(1)) in respect of it has adirect or indirect interest,

* the nature, organization and operation of any FIE in which the
taxpayer or a specified party in respect of the taxpayer has a direct
or indirect interest,

» theform of and the terms and the conditions governing the direct
or indirect interests described above,

» the extent to which and the time at which the particular non-
resident entity, or an entity in which adirect or indirect interest
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described aboveis held, is subject to an income or profitstax on
itsincome, profits and gains,

the extent to which and the time at which an entity that holds a
direct or indirect interest described above is subject to an income
tax or profitstax on the entity’ s share of the income, profits and
gains of the entity in which the direct or indirect interest is held
and

the amount of tax that would have been payabl e by the taxpayer
under this Part had the taxpayer earned the income or realized the
profits or gainsin respect of the investment property referred to in
subparagraph 94.1(2)(k)(i) at the time that the income was earned,
or the profits or gains were realized, by the entities that owned or
held the investment property.

No Tax Avoidance Motive

New paragraphs 94.1(2)(m) and (n) provide two situations where a
taxpayer will not be considered to have atax avoidance motivein
respect of a participating interest in a non-resident entity held by the
taxpayer in ataxation year:

if the non-resident entity (and each other foreign investment
entity, in which the non-resident entity has a direct or indirect
interest) makes payable (determined by reference to paragraph
94.1(2)(0)) al or substantially all of its “payable net accounting
income” (as defined in subsection 94.1(1)) for its taxation year
that endsin the particular taxation to its interest holders within
120 days after the end of its taxation year, and the taxpayer's share
of that amount isincluded in computing the taxpayer's income,
profit or gains for the taxpayer’ s taxation year that includes the
time at which the amount became payable, and

if the non-resident entity is a“Regulated Investment Company”
for the purposes of sections 851(b) and 852(a) of the United States
Internal Revenue Code or a*“Real Estate Investment Trust” for the
purposes of sections 856(c) and 857(b) of that Code, and the
taxpayer includes, in computing the taxpayer's income for that
taxation year of the taxpayer, the amount of income that became
payable (determined by reference to paragraph 94.1(2)(0)) by the
particular non-resident entity to the taxpayer in that taxation year
of the taxpayer.
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For more detail on the definition “payable net accounting income” in
subsection 94.1(1), see the commentary on that definition.

Amounts Payable

Under paragraph 94.1(2)(0), an amount is deemed not to have become
payable a any timeto an entity or individual unlessit was paid on or
before that time to the entity or individual, as the case may be, or the
entity or individual, as the case may be, was entitled on or before that
time to enforce payment of it. Thisruleis relevant in applying paragraph
(d) of the definition “exempt interest” in subsection 94.1(1), paragraphs
94.1(2)(m) and (n), the definition “mark-to-market formula’ in subsection
94.2(1), and subsections 94.4(2) and (4).

Demands for Information

Under paragraphs 94.1(2)(p) to (r) a number of provisionsin section
94.1 will not apply in respect of ataxpayer’s participating interestin a
non-resident entity, if the Minister sends awritten demand to the
taxpayer requesting additional information for the purpose of enabling
the Minister to make a determination referred to in one of those
paragraphs, and information satisfactory to the Minister to make the
determination is not received by the Minister within 60 days (or within
such longer period as is acceptable to the Minister) after the Minister
sends the demand.

The determinations referred to in paragraph 94.1(2)(p) to (r) arein
respect of the definitions “exempt property”, “foreign investment
entity” and “qualifying entity” in subsection 94.1(1), respectively.

Participating Interests— Special Case

Paragraph 94.1(2)(s) applies in determining whether an interest isa
participating interest. Under that paragraph, if at any time a taxpayer has
aparticipating interest in a particular foreign investment entity and the
taxpayer has at that time a participating interest (referred to in that
paragraph and this commentary as the “indirect participating interest”)
in another non-resident entity solely because the particular foreign
investment entity has at that time a participating interest in that other
non-resident entity, then the indirect participating interest is deemed not
to be a participating interest of the taxpayer at that time.
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Paragraph 94.1(2)(s) provides relief only where the conditions attached
to ataxpayer’s participating interest in a FIE are such that the interest
may also be a participating interest in another non-resident entity in
which the FIE holds an interest and in which the taxpayer does not
directly hold an interest. Paragraph 94.1(2)(s) would not apply to a
participating interest where the taxpayer holds the participating interest
directly in the other non-resident entity — in these circumstances, the
taxpayer would be required to determine whether the participating
interest in the other non-resident entity is a participating interest in
aFIE.

Conditionsfor Application of Tax Regimefor Foreign I nvestment
Entities

ITA
94.1(3)

New subsection 94.1(3) of the Act sets out the common conditions for
the application of the FIE rulesin section 94.1(3) (prescribed rate of
return regime) and 94.2(4) (mark-to-market regime). For the prescribed
rate of return or mark-to-market regimes to apply to ataxpayer for a
particular taxation year of the taxpayer in respect of a participating
interest held in the particular year by the taxpayer in anon-resident
entity (other than atracking interest or aforeign insurance product —for
more information see the commentary on subsection 94.2(3)), al of the
following conditions set out in subsection 94.1(3) must be satisfied:

» thetaxpayer is not an “exempt taxpayer” for the taxpayer's
particular taxation year;

» thetaxpayer held the participating interest at the end of ataxation
year of the non-resident entity that endsin the taxpayer's
particul ar taxation year; and

» at theend of that taxation year of the non-resident entity, the
interest was a participating interest in a FIE and was not an
exempt interest.
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Income Inclusion — Prescribed Rate of Return Regime

ITA
94.1(4)

Subsection 94.1(4) appliesto ataxpayer resident in Canada for ataxation
year of the taxpayer in respect of a participating interest in a non-resident
entity if subsection 94.1(3) or 94.2(9) applies (and subsections 94.2(3)
and 94.3(3) do not apply) to the taxpayer for the taxation year in respect
of a participating interest.

Where subsection 94.1(4) applies, the taxpayer is required to include (as
income from property from a property that is the participating interest)
in computing the taxpayer's income for that taxation year the total of al
amounts each of which, isin respect of each month in that taxation year,
at the end of which month the taxpayer holds the participating interest,
the product obtained by multiplying

» the designated cost (as defined in subsection 94.1(1)), to the
taxpayer of the participating interest, at the end of the month,

by

 the quotient obtained when the rate of interest prescribed, in
respect of amounts required by this Act to be paid by the Minister,
for the quarterly period that includes that month is divided by 12.

For this purpose, the rate of interest will be that determined under
paragraph 4301(b) of the Regulations. That rate, in very genera terms,
is the 3-month average Treasury hill rate + 2 percentage points.

For more information on the definition “ designated cost” in subsection
94.1(1), see the commentary on that definition. For more information on
subsection 94.2(3), see the commentary on that subsection.

ITA
94.1(5)

New subsection 94.1(5) applies where ataxpayer disposes of an interest
in anon-resident entity at a particular time in a particular taxation year.
If subsection 94.1(4) applied for the purpose of computing the
taxpayer's income, for any taxation year of the taxpayer that began on or
before the particular time, in respect of the participating interest, the
taxpayer may be permitted to deduct an amount equal to the lesser of
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» theamount, if any, by which the total of the taxpayer’sincome
inclusions under subsection 94.1(4) in respect of the interest (sinceits
last acquisition by the taxpayer) exceeds the total deductions
available to the taxpayer in respect of the interest under paragraph
94.4(2)(a), and

 thetaxpayer’s capital lossfor the particular taxation year from the
disposition of the participating interest (determined without reference
to paragraph 94.1(5)(b) and subparagraph 40(2)(g)(i)), be.

Where a deduction is claimed by the taxpayer under paragraph 94.1(5)(a)
in computing the taxpayer's income for the particular taxation year, the
taxpayer’s capital lossfor the taxation year from the disposition of the
participating interest (determined without reference to paragraph
94.1(5)(b) and subparagraph 40(2)(g)(i) is reduced by the amount of that
deduction.

Foreign Investment Entities—Mark-to-mar ket

ITA
94.2

New section 94.2 of the Act sets out new rules for the taxation of
interestsin FIEs where subsections 94.1(4) and 94.3(3) do not apply.

Except as otherwise indicated, section 94.2 appliesto taxation years that
begin after 2002.

Definitions

ITA
94.2(1)

New subsection 94.2(1) of the Act sets out a number of definitions and
provides that those definitions and the definitionsin subsection 94.1(1)
apply for the purposes of section 94.2.

“deferral amount”

The deferral amount of ataxpayer generally represents the gain or loss
(in the event that the interest was capital property, one half of the gain
or loss) in respect of the interest accrued to the time when the interest
first became subject to the rules in section 94.2. The expression
“deferral amount ” in respect of a participating interest of ataxpayer in
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an entity applies principally for the purpose of determining the value of
D in the “mark-to-market formula’ (as defined in subsection 94.2(1))
for ataxation year of the taxpayer in respect of the participating interest.
That formula applies in determining, under subsection 94.2(4), a
taxpayer’sincome or loss (or capital gain or capital loss) from the
participating interest for ataxation year. Subsection 94.2(4) generally
provides for the recognition of a deferral amount in respect of a
participating interest on the disposition of the interest. Because of
paragraph 94.2(2)(a), identical participating interests are considered to
be disposed of in the order in which they were acquired.

For a participating interest, in a non-resident entity, acquired after the
beginning of the taxpayer’ sfirst taxation year that began after 2002, the
deferral amount will be nil in the typical cases where the rulesin section
94.2 apply to the interest for the year in which the interests were
acquired.

The deferral amount is calculated, in conjunction with subsections
94.2(5) and subsection 128.1(4), so that gains and losses accruing while
ataxpayer is not resident in Canada are ignored for the purposes of
section 94.2, except in the unusual case where an interestinaFIE is
taxable Canadian property.

Additional rules affecting the calculation of the deferral amount are
contained in subsections 94.2(6) and (14) to (18), as described in the
commentary below.

“gross-up factor”

The definition “ gross-up factor” for a particular deferral amount is 1,
except where the 1/2 factor is relevant in computing the deferral amount
because the property is capital property. In the latter case, the “gross-up
factor” is2 (i.e., thereciprocal of the 1/2 factor). For more information
on the relevance of this definition, see the commentary on subsection
94.2(12).

“mark-to-market formula”

The definition “mark-to-market formula’ provides aformulathat applies,
for ataxation year of ataxpayer in respect of a participating interest of the
taxpayer, in determining, under subsection 94.2(4), ataxpayer’sincome
or loss (or, where subsection 94.2(20) appliesin respect of the
participating interest, the capital gain or capital 1oss) from the
participating interest for a taxation year.
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The amount determined under the formulafor ataxpayer's taxation year
in respect of a participating interest in a non-resident entity is computed
asfollows:

» [A] ADD the proceeds of disposition in the year from any
disposition by the taxpayer in the year of the interest (other than a
disposition arising from the application of subsection 128.1(4) or
149(10), given that the value of B would take into account the fair
market value of the interest at the time of such deemed
dispositions);

» [B] ADD, where the taxpayer held the interest at the end of the
year, the fair market value of the interest at that time (determined
before taking into account the FIE's liability in respect of any
amount payable from the FIE in respect of the interest);

» [C] ADD thetotal payments received by the taxpayer in the year
from the FIE, other than paymentsincluded in the value of A;

» [D] ADD, where the taxpayer so elects for ayear during which the
taxpayer did not dispose of the interest, any positive deferral
amount in respect of the interest;

» [D] ADD, where the taxpayer disposed of the interest in the year
and the election referred to above has not been previously made,
the deferral amount in respect of the interest - the value of D will
reduce the amount determined under the formulain the event that
the deferral amount is a negative amount;

» [E] SUBTRACT the cost of the interest on any acquisitionin the
year of the interest (disregarding acquisitions arising because of
the application of subsection 128.1(4) or 149(10), given that these
acquisitions are taken into account in the value of F);

» [F] SUBTRACT, where the taxpayer held the interest at the
beginning of the year, the fair market value of the interest at the
beginning of the year; and

* [G] SUBTRACT, inthe case of aforeign insurance policy to
which subsection 94.2(3) applies because of the operation of new
subsections 94.2(10) and (11), any loss denied for the preceding
year because of the operation of clause 94.2(4)(a)(ii)(A).
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Ignoring the descriptions of D and G, the mark-to-market formulain
effect determines the net increase or decreasein the fair market value of
ataxpayer's participating interest in a non-resident entity for ataxation
year.

The value of D represents ataxpayer's accrued gain or loss when a
participating interest first becomes subject to section 94.2. The amount
of this accrued gain or loss (or one haf of it, in the event so provided in
paragraph (b) of the definition “deferral amount” in subsection 94.2(1))
isincluded in computing income under the description of D, but only
for the taxation year in which the interest is disposed of unlessthe
taxpayer electsfor earlier recognition of a positive deferral amount. (An
earlier recognition of a positive deferral amount may be beneficia for a
taxpayer, particularly where section 94.4 applies.) Where the taxpayer is
atrust, a disposition may occur as a consequence of the application of
the 21-year deemed disposition rule. See, in thisregard, new subsection
104(4.2).

For more detail, see the commentary on subsections 94.2(3) and (4) and
the definitions “deferral amount” and “ gross-up factor” in subsection
94.2(1).

“readily obtainablefair market value”

The definition “readily obtainable fair market value” isrelevant in
determining whether ataxpayer may elect to have subsection 94.2(3)
(and, as aresult, subsection 94.2(4)) apply for ataxation year in respect
of a particular participating interest (as defined in subsection 94.1(1)) of
the taxpayer in a non-resident entity (as defined in subsection 94.1(1)).

In general terms, the readily obtainable fair market value of a particular
participating interest is, if one of two sets of conditionsis met, itsfair
market value.

Thefirst set of conditions requires, in respect of the particular
participating interest that:

 participating interests that are identical to the particular participating
interest be listed on a prescribed stock exchange throughout the
period, in the taxpayer’ s taxation year that includes that time, during
which the taxpayer held the particular participating interest,

* the particular participating interest would, at that time, be an arm’s
length interest of the taxpayer (determined without regard to the 10%



115

limitation that normally applies under paragraph (b) of the definition
“arm’slength interest” in subsection 94.1(1)),

* there be aregularly published price of the amount (or of the average
of the amounts each of which isthe amount) at which participating
interests that are identical to the particular participating interest last
traded on that stock exchange on each of the latest 10 consecutive
“trading days” (as defined in subsection 94.2(1)) of the participating
interests on that stock exchange, , and

 within the 30-day period that begins before the particular time there
are at least 10 trading days of the identical participating interests on
that stock exchange,

Note that, under paragraph 94.2(2)(c), where the identical participating
interests are listed on more than one prescribed stock exchange, the
taxpayer may generally elect which of the exchanges will be used in
applying the definition “readily obtainable fair market value”. For more
information, see the commentary on paragraph 94.2(2)(c).

Where the first set of conditions is not met, the second set of conditions
requires that the identical participating interests have, throughout the
period, in the taxpayer’ s taxation year that includes that time, during
which the taxpayer held the particul ar participating interest, conditions
attached that require the non-resident entity to accept at the demand of
the holders of the participating interests (or that require the holders of
the participating interests to accept, at the demand of the non-resident
entity), at a price (“the redemption price”) determined and payable in
accordance with the conditions, the surrender in whole or in part of the
participating interests. In addition, the second set of conditions requires
that the redemption price be determined by reference to the fair market
value, at the time the participating interest is surrendered, of the property
of the non-resident entity, and be a price that would have been
acceptable to entities dealing at arm's length with one another.

“reconciliation amount”

The reconciliation amount in respect of a participating interest of a
taxpayer is relevant in determining what adjustments, if any, to the cost
of the interest may be required under subsection 94.2(12) and what
amounts, generally, may be included or deductible, under subsection
94.2(21), by the taxpayer in computing the taxpayer’ sincome for a
taxation year in which the interest is disposed of. For more detail, see
the commentary on subsections 94.2(12) and (21).
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The reconciliation amount at a particular time in ataxation year of a
taxpayer in respect of a participating interest of the taxpayer, means, in
very general terms the amount (including a negative amount) that is the
difference between the taxpayer’ s economic loss in respect of the interest
(while the taxpayer held the interest and subsection 94.2(4) applied to it)
and the taxpayer’ s deductions, in computing income, under sections 94.2
or 94.4 (net of income inclusions under section 94.2)) in respect of the
interest.

More specifically, the reconciliation amount at aparticular timein a
taxation year in respect of a participating interest is the amount (including
anegative amount) determined by the formula“A —B”.

Under theformula, “A” isthe positive amount (for more detail, see
section 257 of the Act) determined by subtracting from the cost of the
participating interest to the taxpayer (determined without reference to
section 94.2, except paragraph 94.2(2)(a)), the proceeds of disposition
from the last disposition in the taxation year by the taxpayer of the
participating interest (or, if paragraph 94.2(12)(a) deemed the taxpayer to
have acquired the participating interest in the taxation year, the cost to the
taxpayer of the participating interest).

Variable“B” isthe positive amount determined by

» ADDING all amounts, in respect of the participating interest, that are,
in computing the taxpayer's income for a specified year, deducted
under paragraph 94.4(2)(a) or deducted, or that would if this Act
were read without reference to subsection 94.2(20) have been
deducted, under subsection 94.2(4), and

* SUBTRACTING al amountsin respect of the participating interest,
that are, in computing the taxpayer'sincome for a specified year,
included, or that would if this Act were read without reference to
subsection 94.2(20) have been included, under subsection 94.2(4).

For this purpose, a specified year means, if paragraph 94.2(12)(a) deems
the taxpayer to have acquired the participating interest at atimein the
taxation year, a preceding taxation year, and in any other case, the
taxation year that includes the particular time or a preceding taxation
year.

For more detail, see the commentary on subsections 94.2(4), (12) and
(21) and 94.4(2).
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“tracking entity”

The definition “tracking entity” is relevant in determining whether
subsections 94.1(4) and 94.2(4) will apply for ataxation year of a
taxpayer in respect of a participating interest, held by the taxpayer at
the end of the year, in a non-resident entity. If the non-resident entity is,
at the end of ataxation year of the non-resident entity that ends in the
taxpayer’ s year, atracking entity, and the other conditions described in
subsection 94.2(9) are met, such that subsection 94.2(9) applies, then
either of subsections 94.1(4) or 94.2(4) would generally apply for the
year.

A particular non-resident entity is atracking entity in respect of a
particular participating interest of ataxpayer in the non-resident entity if
either of paragraph (a) or (b) of the definition applies.

Under paragraph (a) of the definition, the particular non-resident entity
isatracking entity if

 thetracked properties described in paragraph 94.2(9)(d) in respect
of the particular participating interest are at that time owned by
the particular non-resident entity,

» thetotal fair market value at that time of those tracked properties
isless than 90% of the total fair market value at that time of all
property owned at that time by the particular non-resident entity,
and

» thetotal fair market value at that time of those tracked properties
that are at that time investment property exceeds 50% of the total
fair market value at that time of those tracked properties.

Under paragraph (b) of the definition, the particular non-resident entity
will be atracking entity if

» any of the tracked property described in paragraph 94.2(9)(d) in
respect of the participating interest is not at that time owned by
the particular non-resident entity,

* the particular non-resident entity (or an entity with which the
particular non-resident entity does not deal at arm’slength) owns
property that is at that time investment property, and
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» itisreasonableto conclude that that investment property (or
property that may be substituted for that investment property) may
be used, or giveriseto property used, to satisfy, directly or
indirectly, the right referred to in paragraph 94.2 (9)(d) in respect of
the particular participating interest.

Note that an election under paragraph 94.1(2)(j) isrelevant only in
determining whether an entity is a“foreign investment entity” (and
where gtipulated, a*“ qualifying entity”), as those expressions are defined
in subsection 94.1(1). Thus the determination of whether property is
owned or not by an entity is made, for the purposes of the definition
“tracking entity”, without regard to that election.

Note also that the exclusion of “exempt property” from being treated as
“investment property” (as those expressions are defined in subsection
94.1(1)) does not apply for the purposes of the definition “tracking
entity”.

For more information on the application of this definition, see the
commentary on subsections 94.1(4) and 94.2(3) and (9). For more
information on paragraph 94.2(1)(j) and the definitions “exempt
property” and “investment property in subsection 94.1(1), see the
commentary on those provisions.

“trading day”

The definition “trading day” is relevant in applying paragraph (a) of the
definition “readily obtainable fair market value”’ in subsection 94.2(1). A
trading day of a participating interest on a prescribed stock exchange,

means a day on which the participating interest trades on that stock
exchange.

Rules of application

ITA
94.2(2)

New subsection 94.2(2) of the Act provides rules of application for the
purpose of section 94.2.

Identical Properties

Paragraph 94.2(2)(a) provides that identical properties that were held
and are disposed of by ataxpayer will be treated as having been
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disposed of in the order in which they were acquired by the taxpayer.
For this purpose, paragraph 94.2(2)(a) makes it clear that the various
acquisitions that are deemed to occur under the Act (e.g., section 47) are
not to be taken into account. This measure is relevant primarily for the
purpose of determining the amount to be added or deducted from a
taxpayer's income for ataxation year under subsection 94.2(4),
especialy with reference to the “ deferral amount” referred to in the
description of D in the “mark-to-market formula’ for the year (as those
expressions are defined in subsection 94.2(1)).

Application

Paragraph 94.2(2)(b) provides that the rules in subsection 94.1(2) also
apply for the purposes of section 94.2.

Readily Obtainable Fair Market Value

Paragraph 94.2(2)(c) applies for the purpose of paragraph (a) of the
definition “readily obtainable fair market value” in subsection 94.2(1),
referred to in the commentary above, in respect of a particular
participating interest in anon-resident entity held by ataxpayer in a
taxation year. Where participating interests in the non-resident entity
that are identical to the particular participating interest are listed on
more than one prescribed stock exchange, the referencesin that
definition to a prescribed stock exchange shall be read as areference to
the prescribed stock exchange in respect of which the taxpayer filesan
election with the Minister of National Revenue.

If the taxpayer does not so elect or participating interests that are
identical to the particular participating interest are no longer listed on
the stock exchange identified in the taxpayer’s el ection referred, the
referencesin that definition to a prescribed stock exchange shall be read
as areference to the prescribed stock exchange chosen by the Minister
of National Revenue.

Restrictions on Application of Mark-to-Market Rules

Paragraph 94.2(2)(d) provides that the mark-to-market regime in
subsection 94.2(4) will not apply to ataxpayer in respect of certain
participating interests of the taxpayer. The rule appliesif the taxpayer
has been subject to subsection 94.2(4) in respect of a participating
interest because of an election in respect of the interest where the
interest has areadily obtainable fair market value and subsection
94.2(3) ceases to apply. For example, paragraph 94.2(2)(d) would apply
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where the interest (other than aforeign insurance policy) ceases to have
areadily obtainable fair market value or the Minister failsto receive, in
response to a demand under paragraph 94.2(2)(e), information
satisfactory to make a determination of whether the interest has a
readily obtainable fair market value.

Where paragraph 94.2(2)(d) applies the taxpayer will become subject to
94.1(4) in respect of the participating interest if 94.1(3) continues to
apply to the taxpayer in respect of the participating interest.

Note that if, subsection 94.2(4) applies to ataxpayer for ataxation year
in respect of a participating interest in atracking entity and in the
immediately following year the interest ceasesto be aninterest in a
tracking entity and becomes subject to subsection 94.1(3), then the
taxpayer may elect to have subsection 94.2(4) apply for that
immediately following year. In this regard, see the commentary on
clause 94.2(3)(b)(ii)(B).

Paragraph 94.2(2)(e) provides that paragraph 94.2(3)(b) does not apply
to ataxpayer for a particular taxation year in respect of a participating
interest held in the particular taxation year by the taxpayer in anon-
resident entity if the Minister sends a written demand to the taxpayer
requesting additional information for the purpose of enabling the
Minister to determine whether the participating interest has a readily
obtainable fair market value and information satisfactory to the Minister
to make the determination is not received by the Minister within 60 days
(or within such longer period as is acceptable to the Minister) after the
Minister sends the demand.

Characterization of Income from FIE Interest

Paragraphs 94.2(2)(f) and (g) provide special rulesfor determining
whether ataxpayer’sincome for ataxation year from the application of
subsection 94.2(4) will be treated as income from a source outside
Canada. Paragraph 94.2(2)(f) provides that in applying subparagraph
94.2(4)(a)(i) to ataxpayer (that isatrust) for a particular taxation year
of the taxpayer and in respect of a participating interest of the taxpayer
in anon-resident entity, the referencein that paragraph to “as income
from property that is the participating interest” shall beread as a
reference to “asincome from property that is a source outside Canada
that isthe participating interest”. However, this special rule applies only
if the portion of the net accounting income of the non-resident entity,
from sources outside Canada, for its last taxation year that endsin the



121

particular taxation exceeds 90% of the total net accounting income of
the non-resident entity for that last taxation year.

Paragraph 94.2(2)(g) provides that in applying subparagraph
94.2(4)(b)(i) to ataxpayer (that isatrust) for a particular taxation year
of the taxpayer and in respect of a participating interest of the taxpayer
in anon-resident entity, the reference in that paragraph to “acapital gain
for the year” shall be read as areferenceto “acapital gain for the year
from a source outside Canada and”. However, this specia rule applies
only if the portion of the net accounting income of the non-resident
entity, from sources outside Canada, for its last taxation year that ends
in the particular taxation year exceeds 90% of the total net accounting
income of the non-resident entity for that last taxation year.

The application of paragraphs 94.2(2)(f) and (g) (and arelated rulein
paragraph 94.1(2)(d)) in respect of a participating interest of ataxpayer
will not be relevant in determining ataxpayer’ s éligibility for aforeign
tax credit under section 126 of the Act. In thisregard, see the
commentary below on subsections 94.3(2) and 126(1.2). Rather,
paragraph 94.2(2)(g) and (h) provide rdief to trusts resident in Canada
that hold participating interestsin a FIE and that make payable to their
non-resident beneficiaries all or part of thetrusts' incomes arising under
subsection 94.2(4). Where paragraph 94.2(2)(f) or (g) applies and the
terms of the trust permit amounts of deemed income of the trust to be
made payable to beneficiaries, the amounts of such trust income arising
under subsection 94.2(4) that become payabl e to non-resident
beneficiaries of the trust may qualify for reduced withholding if the
non-resident beneficiary isresident in a country with which Canada has
entered atax treaty and the tax treaty contains a provision permitting
such areduction in withholding.

Where paragraphs 94.2(2)(f) and (g) do not apply, income and capital
gains arising under subsection 94.2(4) are from a source inside Canada.

Mark-to-market

ITA
94.2(3) and (4)

Subsection 94.2(3) of the Act sets out those circumstances where,
subject to paragraphs 94.2(2)(d) and (e) and 94.2(5)(b), subsection
94.2(4) applies to ataxpayer in respect of a participating interest in a
non-resident entity. For the mark-to-market regime in subsection
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94.2(4) to apply for ataxation year, subsection 94.2(3) must apply for
the year.

Except as described above, subsection 94.2(3) will apply to ataxpayer
for a particul ar taxation year in respect of a participating interest, in a
non-resident entity, held by the taxpayer in the year (and in respect of
any other participating interests in the non-resident entity that are
identical to the participating interest and that are held by the taxpayer in
the year) if either:

o Paragraph 94.2(11)(a) (foreign insurance policies) appliesto the
taxpayer for the year in respect of the interest; or

» Subsection 94.1(3) or 94.2(9) (interests in tracking entities)
appliesto the taxpayer in respect of the interest, the interest has at
al timesin the year at which the taxpayer held it areadily
obtainable fair market value (as defined in subsection 94.2(1)) and
the taxpayer elects, generally in the taxation year of the taxpayer
in which the taxpayer isfirst subject to subsection 94.1(3) or
94.2(9) in respect of the participating interest or an identical
interest, to have subsection 94.3(3) apply.

Note that under clause 94.2(3)(b)(iii)(B) ataxpayer may elect, to have
subsection 94.3(3) apply, in ayear other than the first taxation year in
which subsection 94.1(3) or 94.2(9) applies to the taxpayer in respect of
the participating interest or an identical interest if the electionis madein
the taxpayer’ s return of income for a taxation year in which subsection
94.1(3) applies and that taxation year immediately follows a taxation
year for which the interest is subject to subsection 94.2(9) (i.e,, an
interest of the taxpayer in atracking entity).

Where subsection 94.2(3) applies (and subsection 94.2(20) does not
apply) to ataxpayer’s participating interest in a non-resident entity,
subparagraph 94.2(4)(a)(i) requires the taxpayer to includein
computing income as income from property (in this regard, see the
commentary on paragraph 94.2(2)(f)) from a property that is the
participating interest the positive amount resulting from the operation of
the mark-to-market formula for the taxation year in respect of the
participating interest. Under subparagraph 94.2(4)(a)(ii), the absolute
value of any negative amount resulting from the operation of the same
formula may be deducted in computing the taxpayer's income as aloss
from property from a property that is the participating interest. (Note,
however, that |osses in respect of foreign insurance polices are denied
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because of clause 94.2(4)(a)(ii)(A). Instead, as described in the
commentary to the definition “mark-to-market formula’ in subsection
94.2(1), the denied losses are carried forward to offset later income
inclusions.)

Where both subsections 94.2(3) and 94.2(20) apply to ataxpayer's
participating interest in a non-resident entity, subparagraph 94.2(4)(b)(i)
deems the taxpayer to have a capitad gain for the year from the disposition
of capital property (in thisregard, see the commentary on paragraph
94.2(2)(qg)), that isthe participating interest, in the taxation year equal to
the positive amount determined under the mark-to-market formulafor
the taxation year in respect of the participating interest plus or minus the
positive or negative deferral amount included in “D” in that same
formulain respect of the participating interest for the year.
Subparagraph 94.2(4)(b)(ii) deems the taxpayer to have capital lossesin
the year equal to the negative amount determined under the market
formula for the taxation year in respect of the participating interest plus
or minus the negative or positive deferral amount included in “D” in
that same formulain respect of the participating interest for the year.

The example below illustrates the operation of subsection 94.2(4) and
the mark-to-market formulafor a taxation year in respect of a
participating interest.

Example

1. Leonard acquiresa 1% interest in ABC Inc. in 1999 for $500.
On December 31, 2000, it is capital property to Leonard.
ABC Inc. isnot a FIE in respect of the taxpayer at any time
before 2004. Subsection 94.2(20) does not apply at any time
in respect of the interest.

2. ABC Inc. becomes a FIE during 2004 and Leonard el ects
under subparagraph 94.2(3)(b)(iii) to havetherulesin
section 94.2 apply. Leonard'sinterest in ABC Inc. does not
gualify as an “ exempt interest” .

3. Thefair market values of Leonard's participating interest at
the beginning and at the end of 2004 are $800 and $1,000
respectively.

4. Leonard disposes of his shares just before the end of 2005 for
$1,200. ABC Inc. does not make any distributions to Leonard
during his period of ownership.
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Results

No amount isincluded in Leonard'sincome for 2003 under
any of sections 94.1 to 94.3. For 2004, Leonard isrequired to
include $200 in income under subparagraph 94.2(4)(a)(i).

The $200 inclusion is determined under the mark-to-market
formula and subparagraph 94.2(4)(a)(i) as follows:

e “A” isnil, since no participating interest in ABC Inc. is
disposed of in 2004,

« “B” i5$1,000, the fair market value of the participating
interest at the end of 2004,

» “C” isnil since no payments are received in 2004,

* “D” isnil since no participating interest is disposed of in
2004 and no €l ection was otherwise made,

* “E” isnil since no participating interest in ABC Inc. is
acquired in 2004, and

* “F” is$800, the fair market value of the participating
interest at the beginning of 2004.

Although Leonard's participating interest has appreciated by
$500 since the time of its acquisition, only $200 isrequired to
be included in income under section 94.2 for 2004.

For 2005, the amount included in income under the mark-to-
market formula and subparagraph 94.2(4)(a)(i) is $350,
computed as follows:

« “A” is$1,200, the proceeds of disposition of the
participating interest,

» “B” isnil since Leonard does not own any participating
interest in ABC Inc. at the end of 2005,

* “C” isnil since no payments or distributions were received
in 2005,
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« “D” is$150, the deferral amount in respect of the
interest —the “ deferral amount” is one half (the one-half
factor applies because Leonard'sinterest in ABC Inc. is
capital property held by Leonard on June 22nd 2000) of
the amount by which $800 (the fair market value of the
interest at the beginning of 2004 which isthefirst year in
respect of which section 94.2 applies to the interest)
exceeds $500 (the cost amount of the interest),

» “E” isnil since no participating interest in ABC Inc. is
acquired in 2005, and

* “F” i5$1,000, the fair market value of the participating
interest at the beginning of 2005.

Non-resident Periods Excluded

ITA
94.2(5)

New subsection 94.2(5) of the Act provides special rules dealing with
the application of section 94.2 for ataxation year to persons who are not
resident in Canada throughout the year.

Under paragraph 94.2(5)(a), the amounts determined under section 94.2
are generally determined asif the taxation year of the taxpayer excludes
the period in the year during which the taxpayer is not resident in
Canada. Thisrule, in conjunction with section 128.1, generally ensures
that the increases and decreasesin fair market values that are relevant in
determining income inclusions and deductions under section 94.2 are
the increases and decreases occurring while the taxpayer is resident in
Canada. However, this rule does not affect the calculation of the
taxpayer's deferral amount: paragraph (b) of the definition “deferral
amount” in subsection 94.2(1) (in conjunction with subsection 128.1(1))
already ensures that gains or 0sses accruing prior to becoming resident
in Canada are not taken into account for the purposes of computing a
taxpayer's deferral amount in respect of a participating interest in aFIE,
except in the unusual case where the FIE interest is taxable Canadian

property.

Paragraph 94.2(5)(a) also ensures that subsection 94.2(4) does not apply
to ataxpayer for ataxation year throughout which the taxpayer is not
resident in Canada.
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Under paragraph 94.2(5)(b), subsection 94.2(3) generally does not apply
to ataxpayer a aparticular timeif the taxpayer is not resident in
Canada at the particular time. This has relevance for the purposes of a
number of new provisions, including subparagraph 39(1)(a)(ii.3). This
subparagraph has the effect of excluding, from a taxpayer's capital
property, a property in respect of which subsection 94.2(3) applies and
isintended to ensure that there is no doubl e taxation with respect to the
same economic gain. Paragraph 94.2(5)(b) thus ensures that a non-
resident taxpayer cannot claim that a taxable Canadian property
consisting of a FIE interest is not capital property on the basis of
subparagraph 39(1)(a)(ii.3). (Note: non-resident taxpayers are generaly
subject to tax on taxable capital gains from their dispositions of taxable
Canadian properties.)

Paragraph 94.2(5)(c) appliesin the unusual case where an individual
changes his or her Canadian residence status more than once in the same
calendar year. For example, an individual might leave Canada near the
beginning of acalendar year but return later in the same year. In the
event that such an individual is considered not to reside in Canada
during a period in the calendar year, the individual's period of non-
residence would be included within the individual's taxation year and
the rule in paragraph 94.2(5)(a) would have no effect. In order to not tax
gains accrued while an individual was non-resident and to not provide
relief for losses accrued during the same period, paragraph 94.2(5)(c)
provides that:

» for the purposes of section 114, the individual'sincome or loss
from the individual's period of non-residence is determined
without reference to section 94.2, and

* in computing the individual's taxable income under section 114,

- thereisto be deducted theincreasein the fair market value of

an interest in a FIE to which subsection 94.2(4) applies during the
non-resident period (this fair market value appreciation would be
reflected in the amount determined under the mark-to-market
formula (as defined in subsection 94.1(1)) in respect of the interest
in computing the taxpayer's income), and

- thereisto be added the decline in the fair market value of an
interest in a FIE to which subsection 94.2(4) applies that accrued
during the non-resident period (this fair market value decline
would be reflected in the amount determined under the mark-to-
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market formulain respect of the interest in computing the
taxpayer'sincome).

The example below illustrates the operation of paragraph 94.2(5)(c).

Example

Bernard emigrates from Canada on February 1, 2003 in order to
start permanent employment el sewhere. Due to unexpected changes
in circumstances, he returns to Canada on December 1, 2003.
Bernard owns an interest in a FIE to which section 94.2 applies. The
fair market value of the interest in 2003 increases from $100
(January 1, 2003), to $105 (February 1, 2003), to $108 (December 1,
2003) and to $107 (December 31, 2003). It is assumed that Bernard
establishes that he did not reside in Canada from February 1, 2003
to December 1, 2003.

Results

1. Under section 94.2(4), the amount included in computing
Bernard'sincome for 2003 is equal to $7 (B = 107, F = 100).

2. Paragraph 94.2(5)(c) permits a deduction for the purposes of
paragraph 114(a) equal to $3 (i.e., $108 - $105) equal to the
appreciation in the fair market value of the interest while
Bernard was not resident in Canada. As a consequence,
Bernard's taxable income in respect of the FIE interest for
2003 is %4 (i.e., $7 minus $3).

Foreign Partner ships— Change of Residence of Member

ITA
94.2(6) to (8)

New subsections 94.2(6) to (8) of the Act provide special rulesfor
partnerships having non-resident members. These subsections are
analogousto rulesin existing subsections 96(8) and (9) and are
designed, in general terms, to prevent partnership losses that accrue
while no partnership member is resident in Canada from being used in
Canada. A further rule for partnership membersis set out in new
subsection 96(1.9).

More specifically, subsection 94.2(6) applies where a partnership begins
to have members who reside in Canada. Under subsection 94.2(7), a
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corresponding rule applies in asimilar fashion where a partnership
ceases to have members who reside in Canada. In either case, for the
purposes of determining amounts under section 94.2 portions of the
fiscal period of the partnership in which no member isresident in
Canadawill generally be disregarded.

Where subsection 94.2(6) appliesto a partnership at any time, the
deferral amount for a FIE interest held by the partnership immediately
before that time is computed with reference to the fair market value and
the cost amount of the interest. However, if a negative deferral amount
is otherwise determined with respect to the interest, the deferral amount
is deemed to be nil.

As a consequence of subsections 94.2(6) and (7), amounts added or
deductible under subsection 94.2(4) for a partnership in respect of aFIE
interest will generally reflect increases or decreases in fair market value
while the partnership has members resident in Canada. However, once
the interest is disposed of, an amount reflecting gains accruing before
any member became resident in Canada will be recognized because of
the application of subsection 94.2(4).

Subsection 94.2(8) contains an anti-avoidance rule, which is aimed at
preventing the insertion of nominal Canadian resident partners for tax
planning purposes. Thisruleis parallel to the rulein existing subsection
96(9).

Subsection 94.2(8) also contains a “look-through” rule. It allows for the
“look-through” of one or more tiers of partnerships for the purposes of
determining whether a person is a member of a partnership.

Participating Interestsin a Tracking Entity

ITA
94.2(9)

New subsection 94.2(9) of the Act is an anti-avoidance rule intended to
prevent the circumvention of subsection 94.1(3) through the use of a
participating interest, in a“tracking entity” (as defined in subsection
94.1(1)). Where subsection 94.2(9) applies with regard to an interest in
atracking entity for ataxation year, subsection 94.1(4) will apply to the
taxpayer for that year unless subsection 94.2(3) applies for that year in
respect of theinterest.
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Subsection 94.2(9) appliesto ataxpayer (other than an exempt taxpayer,
as defined in subsection 94.1(1)) for a particular taxation year of the
taxpayer in respect of a particular participating interest of the taxpayer
in a non-resident entity (and any participating interests of the taxpayer
in the non-resident entity that are identical to the particular participating
interest) if

subsection 94.1(3) does not apply to the taxpayer for the particular
taxation year in respect of the particular participating interest,

the particular participating interest is, at the end of ataxation year
of the non-resident entity that ends in the particular taxation year,
held by the taxpayer, and generally not an *“ exempt interest” (as
defined in subsection 94.1(1)); however, note that an interest of a
taxpayer in a controlled foreign affiliate of the taxpayer or a
“qualifying entity” (as defined in subsection 94.1(1)) will not
qualify as an exempt interest for this purpose, with the result that
subsection 94.2(9) may apply to such interests,

the non-resident entity is, at the end of that taxation year of the
non-resident entity, a “tracking entity” (as defined in subsection
94.2(1)) in respect of the particular participating interest,

at any time in the particular taxation year, the amount of any
payment (under aright to receive, in any manner whatever and
from any entity, amountsin respect of the particular participating
interest or any identical interests), or the value of such aright, is,
directly or indirectly, determined primarily by one or more of the
following criteriain respect of one or more properties (such
property or properties together referred to in subsection 94.2(9)
and the definition “tracking entity” in subsection 94.2(1) as
“tracked property” or “tracked properties’):

- production from the property, use of the property, gains from
the disposition of the property, profits from the disposition of
the property, fair market value of the property,

- income from the property, profits from the property, revenue
from the property, cash flow from the property, or

- any other criterion similar to any of the above criteriaand
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» throughout each taxation year of the non-resident entity that ends
in the particular taxation year, dl or substantialy all of the fair
market value of the tracked property cannot be attributed, either
directly or indirectly, to the fair market value of property:

- that isashare or shares of the capitd stock of acorporation
that is at that time a particular foreign affiliate of the taxpayer
that if held at that time by the taxpayer would be aqualifying
interest (within the meaning assigned by paragraph 95(2)(m)) of
the taxpayer in the particular foreign affiliate of the taxpayer,
and a participating interest of the taxpayer in aqualifying entity,
and

- thatisnot at that time tracked property in respect of a
participating interest in a non-resident entity of an entity that is
not related to the taxpayer.

It should be noted that tracked properties can include any property,
whether owned by the non-resident entity or not. For example, if the fair
market value of sharesissued by a non-resident entity were tracked to
the worldwide price of gold bullion, the tracked propertiesin question
would be the worldwide supply of gold bullion. Whether subsection
94.2(9) appliesin this case or not would typically depend on whether
the non-resident entity is atracking entity, as defined in subsection
94.2(1).

Treatment of Foreign Insurance Palicies

ITA
94.2(10) and (11)

New subsection 94.2(10) of the Act appliesif ataxpayer (other than an
exempt taxpayer, as defined in subsection 94.1(1)) holds, at any timein
aparticular taxation year of the taxpayer, an interest in aforeign
insurance policy. For this purpose, aforeign insurance policy is one that
isnot issued by an insurer in the course of carrying on businessin
Canada the income from which is subject to tax under Part I.

Subsection 94.2(11) sets out the treatment under section 94.2 of an
interest in the foreign insurance policy. Where subsection 94.2(10)
applies, paragraph 94.2(11)(a) provides, subject to paragraph
94.2(11)(c), that
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* it appliesto the interest, with the result that, in conjunction with
paragraph 94.2(3)(a), the mark-to-market rulesin subsection 94.2(4)
apply to theinterest, and

» no amount shall beincluded or deducted, as the case may be, under
section 12.2, paragraphs 56(1)(d) and (j) and 60(a) and (s) and sections
138.1 and 148 in respect of the interest for the purpose of computing
the taxpayer'sincome for the particul ar taxation year.

Paragraph 94.2(11) (b) generally provides that, where a taxpayer (other
than an exempt taxpayer) holds an interest in aforeign insurance policy,
for the purposes of subsections 94.2(1) to (4) (and a corresponding
foreign property reporting rule in subsection 233.3(1)) the particul ar
interest is deemed to be a participating interest in a non-resident entity.
However, the mark-to-market regime under subsection 94.2(4) applies
differently to insurance policiesin three respects:

first, no deferral amount is cal culated with regard to insurance
policies,

second, losses are not deductible, but instead can be used to offset
future income amounts otherwise arising under subsection
94.2(4). (Asto the treatment of losses, see the commentary on the
definition “mark-to-market formula” in subsection 94.2(1)), and

third, the interest will not be a participating interest for the
purposes of subsection 94.2(20), so that paragraph 94.4(2)(b) will
not apply to amounts determined under the mark-to-market
formulain respect of the interest.

Paragraph 94.2(11)(c) provides that paragraphs 94.2(11)(a) and (b) do
not apply to ataxpayer in respect of an insurance policy in the following
situations:

The taxpayer is an individual and the interest in the policy was
acquired more than five years before the taxpayer became resident
in Canada. However, this exception does not apply if premiumsin
excess of the level originally contemplated under the policy have
been paid within 5 years of the policyholder becoming resident in
Canada or while the policyholder was resident in Canada.

Under the terms and conditions of the policy, the policyholder is
entitled to receive only benefits payable as a consequence of the
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occurrence of the risks insured under the policy, an experience
rated refund of premiums for ayear and areturn of premiums
previoudy paid upon the surrender, cancellation or termination of
the policy.

» Thetaxpayer can establish to the satisfaction of the Minister of
National Revenue that

- theinterest in the policy was, on the anniversary day (as
defined in subsection 12.2(11)) of the policy that occursin the
taxation year, an exempt policy, or

- an appropriate amount of income has been included in the
taxpayer's income under section 12.2 in respect of the policy or
that the interest in the policy is an interest in an exempt policy
for the purpose of that section.

In the event that new paragraphs 94.2(11)(a) and (b) do not apply to a
taxpayer in respect of an interest in an insurance policy in a particular
year but apply to that taxpayer in respect of that interest in the following
year, paragraph 94.2(11)(d) provides that the taxpayer is deemed to
have acquired the interest in the insurance policy, at its fair market
value at the end of the particular year (determined with reference to
paragraph 94.2(11)(f)), immediately after the beginning of the following
taxation year.

In the event that paragraphs 94.2(11)(a) and (b) do not apply to a
taxpayer in respect of an interest in an insurance policy for ataxation
year but did apply in the preceding taxation year, paragraph 94.2(11)(e)
provides that the taxpayer is deemed to have disposed of the interest in
the insurance policy immediately before the end of the preceding
taxation year for proceeds equal to its fair market value at that time.

Paragraph 94.2(11)(f) provides that the fair market value of an interest
in an insurance policy and amounts of proceeds of disposition of an
interest in an insurance policy and paymentsin respect of interestsin
insurance policy are determined without reference to benefits paid,
payable or anticipated to be payable under the policy only asa
consequence of the occurrence of the risks insured under the policy.

Paragraph 94.2(11)(g) provides that, where a taxpayer makes a premium
or apolicy loan payment in respect of an insurance policy in ataxation

year, an interest in the insurance policy is deemed to have been acquired
in the year. The cost of theinterest isthe total of the premiums paid, the
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payments of the principal amount of policy loans to the extent the loans
were included in proceeds of disposition of the interest in prior years,
and any amount paid by the taxpayer to acquire the interest from an entity
other than the insurer that issued the policy.

Paragraph 94.2(11)(h) provides rules permitting additions to the deemed
cost of an interest in a policy otherwise determined for a year where the
actual costs exceed the fair market value of interest at the beginning of
the first taxation year in which subsection 94.2(4) appliesto the
taxpayer in respect of these interests. The amount that may be added is
the amount, if any, by which the qualifying premiums paid at or before
that time in respect of the interest in the policy exceeds the fair market
value of the interest at that time.

Paragraph 94.2(11)(i) provides rules adding to ataxpayer's proceeds of
disposition otherwise determined of an interest in an insurance policy
for the year in which it is disposed of, the amount by which the fair
market value of the interest at the beginning of the first taxation year in
which subsection 94.2(4) applies to the taxpayer in respect of the
interest exceeds the cost of the interest at that time.

In the event that paragraphs 94.2(11)(a) and (b) do not apply to a
taxpayer in respect of an interest in an insurance policy for one taxation
year and did apply in the preceding year, paragraph 94.2(11)(j) deems
the taxpayer to have acquired the interest at the beginning of the
taxation year and provides that the cost of the interest is equal to the
amount if any by which the total of the fair market value and the amount
that would be determined under subparagraph 94.2(4)(a)(ii) (read
without reference to its clause (A)) in respect of the interest at the end of
the preceding taxation year exceeds the amount determined under
paragraph 94.2(11)(i) in respect of the interest in respect of the
taxpayer.

Subsections 94.2(10) and (11) apply for taxation years that begin after
2002.

Example

Assume that David, a long-term resident of Canada, pays premiums of
$10,000 to an offshore insurer for a life insurance policy in 2000. The
policy's fair market value is $9,000 and $10,700 at the end of 2003 and
2004 (respectively).
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Results

1. For 2003, no income amount is determined under paragraph
94.2(4)(a) because the cost of the policy exceeds the fair
market value at the end of 2003. The cost to David of the
policy is deemed to be $10,000 ($9000 + $1000).

2. Thelossfor the year 2003 is $1000. ($9000 — $10,000). No
claimin respect of the lossis permitted under paragraph
94.2(4)(b) of the Act. The amount of the denied lossis equal to
$1,000 and isincluded under G in the formulain paragraph
94.2(4)(a) in year 2004.

3. For 2004, the amount included in income under paragraph
942(4)(8.) |S$7OO (= $10,7OO (“ B“ ), m|nus $9’000 (u Fn ),
minus $1,000 (“ G”)).

It is possible that the cash surrender value of a policy may be less than
itsfair market value.

Change of Status

ITA
94.2(12)

New subsection 94.2(12) of the Act sets out rules that apply where a
taxpayer holds a participating interest in a non-resident entity at atime
that isthe beginning of a particular taxation year and subsection 94.2(4)
applied for the purpose of computing the taxpayer'sincome for the
preceding taxation year in respect of the participating interest, but does
not apply for the particular taxation year (otherwise than because the
taxpayer ceased to reside in Canada or became an exempt taxpayer as
defined in subsection 94.1(1)).

Where subsection 94.2(12) applies, the taxpayer is deemed to have
acquired the particular interest at the beginning of the following taxation
year at acost equal to the fair market value of the particular interest at
that time.

This subsection could apply, for example, where a taxpayer’ s interest
in aforeign investment entity ceases to have areadily obtainable fair
market value (as defined in subsection 94.2(1)) or where the entity
ceases to be aforeign investment entity (as defined in subsection
94.1(2).
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Since the taxpayer is deemed to have acquired the property at its fair
market value at the beginning of the following year, all increases and
decreases in the value of the interest from the time of its acquisition are
reflected in the taxpayer's cost of the interest for tax purposes. However,
only the gain or loss accruing while it was subject to subsection 94.2(4)
has been brought into income. Because of the rulesin respect of deferral
amounts, the gain or lossin value for the period from the time of
acquisition to the time it became subject to subsection 94.2(4) would not
generally have been taken into consideration for tax purposes.

Accordingly, paragraph 94.2(12)(b) provides for a negative or positive
adjustment to the adjusted cost base (ACB) of a participating interest
held as capital property. Any positive “deferral amount” (as defined in
subsection 94.2(1)) in respect of the interest is deducted in computing
the ACB of the interest, but the deduction is grossed-up by afactor of
two in the event that the deferral amount was cal culated with reference
to one-half of the accrued gains. The ACB deduction does not, however,
apply in the event that a positive deferral amount has aready been taken
into account because of an election under the description of D in the
mark-to-market formula (as defined in subsection 94.2(1)) for the
taxation year in respect of the participating interest. The ACB isaso
reduced by the amount of any negative “reconciliation amount” (as
defined in subsection 94.2(1)) in respect of the participating interest.

The absolute value of any negative deferral amount (or twice the
amount if the 1/2 factor was used in computing the negative deferral
amount) is added in computing the ACB of theinterest. Thereis also
added any positive reconciliation amount in respect of the participating
interest.

Where capital property is not involved, a corresponding decrease or
increase in cost (rather than adjusted cost basis) is provided under
paragraph 94.2(12)(c). To the extent that the decrease in respect of the
positive or negative deferral amount would otherwise result in a
negative cogt, the decrease is brought into the taxpayer's income under
subparagraph 94.2(12)(c)(ii).

For more detail, see the commentary on paragraphs 53(1)(m.1) and
53(2)(w), the definitions “deferral amount”, “ mark-to-market formula”
and “reconciliation amount” in subsection 94.2(1), and subsection
94.2(4).
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Cost of Participating I nterest

ITA
94.2(13)

New subsection 94.2(13) of the Act provides arule for determining the
cost at a particular time of a participating interest in an entity for a
taxation year in the event that the interest is disposed of by the taxpayer
in the year.

The cost to the taxpayer immediately before the disposition of the
property is deemed to be its fair market value at the beginning of the
taxpayer's taxation year. In the event that the property was not held by
the taxpayer at that time, its cost immediately before the dispositionis
its cost determined without reference to section 94.2 (other than
subsection 94.2(2)). In identifying property for these purposes, identical
properties of ataxpayer are considered to be disposed of on a“firstin,
first out” basis, as a consequence of the application of paragraph
94.2(2)(a).

Under new paragraph (c.2) of the definition “ cost amount” in subsection
248(1), the cost determined at a particular time for a property under
subsection 94.2 (13) is aso the “cost amount” of the property at the
particular time.

Deferral Amount where Same Interest Reacquired

ITA
94.2(14)

New subsection 94.2(14) of the Act generally providesthat a“ deferral
amount” in respect of a property of ataxpayer is deemed to be nil, after
the property has been disposed of by the taxpayer at atime when the
mark-to-market rules in subsection 94.2(4) applied to the property. This
is of relevance to property that is reacquired by ataxpayer. However,
subsection 94.2(14) is subject to the rules in subsections 94.2(15) to
(18).

It should be noted that identical properties of ataxpayer are considered
to be disposed of on a“firstin, first out” basis as a consegquence of the
application of paragraph 94.2(2)(a).
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Fresh-start re Change of Status of Entity

ITA
94.2(15)

New subsection 94.2(15) of the Act applies where ataxpayer's
participating interest in an entity was initialy subject to therulesin
subsection 94.2(4) and ceases to be subject to those rules (otherwise
than because of the taxpayer having become an “exempt taxpayer”). For
example, subsection 94.2(15) could apply where an entity ceasesto be a
FIE.

In these circumstances, the deferral amount in respect of the
participating interest is determined without reference to previous
applications of subsections 94.2(4) and (14). Thisruleis relevant only
in the event that the same participating interest of the taxpayer again
becomes subject to the rules in subsection 94.2(4).

Parallel “fresh-start” rules are contained in subsection 94.2(16) and
(17). All of these “fresh-start” rules are expected to be only rarely
involved, given that more than one change in status of an investment or
ataxpayer is required for the rulesto become relevant. For more
information on the “deferral amount” defined in subsection 94.2(1), see
the commentary on that definition.

Fresh-start after Emigration of Taxpayer

ITA
94.2(16)

New subsection 94.2(16) of the Act affects the calculation of the
“deferral amount” in respect of a participating interest in an entity for a
taxpayer who has ceased to reside in Canada. It isrelevant in the event
that, at a subsequent time, the taxpayer becomes resident in Canada

again.

In these circumstances, the deferral amounts in respect of the taxpayer's
FIE interests are determined without reference to the previous
application of subsections 94.2(4) and (14).

For further detail, see the commentary on the related fresh-start rule in
subsection 94.2(15).
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Fresh-start re Change of Status of Tax-exempt Entity

ITA
94.2(17)

New subsection 94.2(17) of the Act affects the calculation of the
“deferral amount” in respect of an interest in an entity for ataxpayer
that initially was not an “exempt taxpayer” under paragraph (a) or (b) of
that definition in subsection 94.1(1) and then subsequently obtains that
status.

In these circumstances, the deferral amounts in respect of the FIE
interests of the taxpayer are determined without reference to previous
applications of subsections 94.2(4) and (14).

For further context, see the commentary on the related fresh-start rulein
subsection 94.2(15). In addition, it should be noted that amended
subsection 149(10) appliesto changes of tax-exempt status for
taxpayers that are corporations. Where subsection 149(10) applies, the
rules in subsection 94.2(17) do not apply.

Superficial Dispositions

ITA
94.2(18)

New subsection 94.2(18) of the Act applies where a taxpayer disposes
of a participating interest in an entity in respect of which a negative
amount is determined under the description of D in the formulain
subsection 94.2(4). Thiswould be the case where there is a negative
deferral amount associated with the interest. In these circumstances, the
deferral amount isinstead generally deemed to be nil if, during the
period beginning 30 days before the disposition and ending 30 days
after the disposition, identical property isacquired by the taxpayer or
certain related persons.

Subsection 94.2(18) operatesin a manner similar to the “ superficial
loss’ rulesfor capital properties and is intended to prevent the
premature realization of lossesin respect of a property in which a
taxpayer effectively retains an economic interest. “ Superficial loss’ has
the same meaning as assigned in section 54, except that the definition
for the purposes of subsection 94.2(18) does not contain the exception
for transactions covered by subsection 40(3.4).
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Property substituted for the particular property is, in these
circumstances, considered to have the deferra amount associated with
the property disposed of .

Determination of Capital Dividend Account

ITA
94.2(19)

New subsection 94.2(19) provides rules that deem a positive or negative
deferral amount in respect of a disposition of what would, but for
section 94.2, be a capital property of ataxpayer that is a corporation
resident in Canada, to be a taxable capital gain or an allowable capital
loss, as the case may be, and twice such an amount to be a capital gain
or capital loss of the corporation, as the case may be, for the purposes of
computing the capital dividend account of the corporation. Thisrule
ensures that 1/2 of a capital gain or acapital lossthat is attributable to a
deferral amount is reflected in the capital dividend account of a
corporation.

Application of Paragraph 94.3(4)(b)

ITA
94.2(20)

New subsection 94.2(20) of the Act provides a special rule that requires
ataxpayer to report, as capital gains or losses under paragraph
94.2(4)(b) rather than asincome or losses from property under
paragraph 94.2(4)(a), amounts determined under the “ mark-to-market
formula’ for aparticular year in respect of a participating interest of the
taxpayer in a non-resident entity.

Thisrule applies where two conditions are met. The first condition is
that the participating interest of the taxpayer would, if the Act were read
without reference to section 94.2, be a capital property of the taxpayer at
the last timein the particular taxation year at which the taxpayer held
the participating interest.

The second condition is that all or substantialy all of the amount
required to be added or deducted under the mark-to-market formulafor
the taxation year in respect of the participating interest, in a particular
non-resident entity, can be attributed to
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» capital gains or capital losses from the disposition of capital
property (other than a participating interest in aforeign investment
entity) by the particular non-resident entity or by any foreign
investment entity in which the particular non-resident entity has a
direct or indirect interest, and

» increases or decreasesin the fair market value of capital property
(other than a participating interest in a foreign investment entity)
of the particular non-resident entity or of any foreign investment
entity in which the particular non-resident entity has adirect or
indirect interest.

In the event that any entity in achain or tier of entities holds capital
properties that are particular participating interests in foreign investment
entities, changes in value of the particular participating interests and
gains or losses from the disposition of those interests are ignored in
applying the “all or substantialy al” requirement. Instead, the
regquirement would be computed with regard to gains or losses from the
disposition of, or changesin value in, capital properties of the foreign
investment entities. Thisisintended to prevent the use of intermediary
entities, contrary to the intent of subsection 94.2(20), as a means of
triggering the application of paragraph 94.2(4)(b).

Reconciliation

ITA
94.2(21)

New subsection 94.2(21) applies where a taxpayer disposes of an
interest in anon-resident entity at a particular time in a particular taxation
year. If subsection 94.2(4) applies for the purpose of computing the
taxpayer'sincome for the particular taxation year in respect of the
participating interest, in computing that income the taxpayer may be
required to include an amount of income (or to have capital gains) or may
be permitted to deduct as aloss (or to have capita |osses) determined
with regard to the reconciliation amount (as defined in subsection 94.1(1))
at that time in respect of the participating interest.

More specifically, under paragraph 94.2(21)(a), where paragraph
94.2(4)(a) appliesfor the particular taxation year, and subsection
94.2(20) has never applied for a preceding taxation year, in respect of
the participating interest,
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there may be deducted, as aloss from property from a property that is
the participating interest, the positive reconciliation amount, if any, at
that time in respect of the participating interest, and

there shall be included, asincome from property from a property that
isthe participating interest, the absol ute value of the negative
reconciliation amount, if any, at that time in respect of the
participating interest.

In any other case where subsection 94.2(4) applies for the purpose of
computing the taxpayer's income for the particular taxation year in respect
of the participating interest, paragraph 94.2(21)(b) provides that

the taxpayer is deemed to have a capital lossfor the taxation year
from the disposition in the taxation year of capital property that isthe
participating interest equal to the positive reconciliation amount, if
any, in respect of the participating interest, and

the taxpayer is deemed to have a capital gain for the taxation year
from the disposition in the taxation year of capital property that isthe
participating interest equal to the absolute value of the negative
reconciliation amount, if any, in respect of the participating interest.

Where ataxpayer disposes of a participating interest in a taxation year
of the taxpayer and subsection 94.2(21) does not apply (i.e., because
subsection 94.2(4) does not apply for the purpose of computing the
taxpayer's income for the particular taxation year in respect of the
participating interest), subsection 94.2(12) may apply to adjust, with
reference to the reconciliation amount in respect of the interest, the
taxpayer’ s adjusted cost base (or cost) of the interest.

For more detail, see the commentary on subsection 94.2(12) and the
definition “reconciliation amount” in subsection 94.2(1).

Foreign I nvestment Entities— Accrual

ITA
94.3

New section 94.3 of the Act sets out new rules for the taxation of
interestsin FIEs where subsections 94.1(4) and 94.2(3) do not apply.

Section 94.3 applies to taxation years that begin after 2002.
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Definitions

ITA
94.3(1)

New subsection 94.3(1) of the Act sets out a number of definitions and
provides that those definitions and the definitions in subsections 94.1(1)
and 94.2(1) apply for the purposes of section 94.2.

“fresh-start year”

The definition “fresh-start year” is relevant to calculating a taxpayer's
“income allocation” (as defined in subsection 94.3(1)) in respect of a
FIE. In general terms, afresh-start year of an entity in respect of a
taxpayer that holds a participating interest in the entity means ataxation
year of the entity at the end of which it becomes an entity in respect of
which subsection 94.1(3) may apply to the taxpayer in respect of the
participating interest.

For more detail, see the commentary on subsection 94.3(4) and on the
definition “income allocation” in subsection 94.3(1).

“income allocation”

The definition “income alocation” applies in determining the amount to
be included, under “A” of the formulain subsection 94.3(4), in
computing ataxpayer’sincome or loss for the taxpayer’ s taxation year
in respect of a property that is a participating interest of the taxpayer in
aFIE.

A taxpayer's income allocation (in respect of a participating interest in a
FIE held by the taxpayer at the end of a particular taxation year of the
FIE that endsin ataxation year of the taxpayer) is determined by the
formula set out in that definition. In general terms, the taxpayer’sincome
allocation is the proportion of the FIE's income for the particular
taxation year (“A” in the formula) that the fair market value of the
interest (“B” intheformuld) is of the fair market value of all
participating interestsin the FIE (“C” in the formula). (Note that
subsection 94.3(4) is unavailable in respect of a particular interest that
would not be a participating interest if the definition “ participating
interest” in subsection 94.1(1) were read without referenceto its
paragraph (d).)
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The calculation of ataxpayer'sincome allocation in respect of aFIE
depends on a calculation of income for the FIE in accordance with rules
set out in paragraphs (a) to (1) of “A” in the formula. This permits
taxpayers to make independent calculations of a FIE's income for the
purpose of determining income allocations under section 94.3 for the
FIE' sfresh-start year (as defined in subsection 94.3(1)) in respect of the
taxpayer and subsequent years.

The special rulesthat apply in calculating a FIE's income in respect of a
taxpayer that is a participating interest holder for the FIE's fresh-start
year and subsequent years are asfollows:

(a) Subject to three exceptions, the FIE is generally treated as
having been ataxpayer resident of Canada throughout its
existence. First, this rule does not apply for the purposes of
subsection 107.4(1) or paragraph (f) of the definition “ disposition”
in subsection 248(1), with the result that property that is
transferred to the FIE without there being any change in the
beneficial ownership of the property is considered to have been
transferred to the FIE under subsection 69(1) at itsfair market
value. Second, this rule does not apply for the purpose of section
91 with the result that the FIE will not itself be required to include
an amount in respect of foreign accrual property incomein
computing the FIE'sincome. Third, this rule does not apply for the
purpose of subparagraph 94.3(2)(b)(ii) with the result that section
94.1 or 94.2 (rather that section 94.3) potentially appliesin the
event that the FIE owns a participating interest in another FIE.

(b) Each property held by the FIE at the beginning of the fresh-
start year is deemed to have been disposed of for its fair market
value immediately before that time and reacquired for the same
amount at that time.

(c) Each discretionary deduction permitted in computing the FIE's
income for the FIE's fresh-start year and subsequent taxation years
is deemed to have been claimed to the extent designated by the
investor taxpayer. Thus, in calculating an income allocation in
respect of the FIE, the investor taxpayer will be permitted to claim
deductions such as capital cost allowance.

(d) The FIE is assumed to have deducted the greatest amounts
permissible, for its taxation year preceding the fresh-start year,
under sections 20, 138 and 140. These amounts are added in
computing the FIE's income for the fresh-start year, but
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appropriate deductions under these sections can be claimed for the
fresh-start year and subsequent taxation years. In the context of
thereserve for life insurers under subsection 138(3), it isintended
that paragraph (c) of the definition “reported reserve” in
subsection 1408(1) of the Regulations be amended so that the FIE
can have a*“reported reserve’.

(e) The FIE is deemed not to have been in existence before the
fresh-start year for the purposes of sections 37, 65 to 66.4 and
66.7. As a conseguence, the scientific research and resource
expenditure pools to which these sections refer are ignored, to the
extent that these pools were generated before the fresh-start year.

(f) The FIE is not permitted to deduct any amount under
subsection 20(11) or (12) in respect of its foreign tax. However,
foreign tax will be taken into account because the FIE's specified
tax alocation (as defined under subsection 94.3(1)) can offset
amounts otherwise included in income under subsection 94.3(4).
Further, if the FIE is atrust, no amount is considered deductible
under subsection 104(6) in determining its income for the year.
Double taxation for the investor taxpayer is avoided through the
application of new section 94.4. In addition, no deemed
disposition day under subsection 104(4) is determined in respect
of the trust, whether the FIE falls outside the restricted meaning of
“trust” for this purpose under subsection 108(1) or not.

(g) If the investor taxpayer is a corporation resident in Canada and
the FIE is aforeign affiliate of the taxpayer, any dividends
received by the FIE from aforeign affiliate of the taxpayer in
respect of which the taxpayer has a qualifying interest (as
determined under paragraph 95(2)(m)) are not included in the
FIE'sincome. Note, that this rule does not apply in the event that
the FIE's interest in the foreign affiliate is subject to the mark-to-
market regime in section 94.2. However, an income inclusion
resulting from the application of subsection 94.2(4) for the FIE
can, in some cases, be offset by the deduction provided under new
subsection 94.4(2).

(h) Where the FIE has an interest in another FIE, thereisno
“deferral amount” taken into account in computing the FIE's
income pursuant to new subsection 94.2(4). (The fresh-start rule
described above eliminates the need for a* deferral amount”.)
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(i) Participating interests in controlled foreign affiliates of the
investor taxpayer (rather than controlled foreign affiliates of the
FIE) are treated as “ exempt interests’ of the FIE.

(1) Where the FIE has net capital gains for the particular taxation
year, the amount to be included in computing the FIE income in
respect of the capital gainsisthe amount, if any, by which the
amount determined under subparagraph 3(b)(i) exceeds the
amount determined under subparagraph 3(b)(ii) in respect of the
FIE for the year.

(k) Where the FIE has net capital losses for the particular taxation
year the amount deductible in computing the FIE incomein
respect of capital losses (other business investment losses) is the
amount, if any, by which the amount determined under
subparagraph 3(b)(ii) exceeds the amount determined under
subparagraph 3(b)(i) in respect of the FIE for the year.

() Where the FIE has business investment |osses for the year the
amount deducted in computing the entity's income for the year in
respect of business investment lossesis the amount of its
allowable business investment losses for the year.

For further details, see the related commentary on the definitions
“foreign investment entity” and “exempt interest” in subsection 94.1(1)
and “loss allocation” and “specified tax allocation” in subsection
94.3(2).

“|oss allocation”

The definition “loss alocation” applies in determining the amount to be
included, under “B” of the formulain subsection 94.3(4), in computing
ataxpayer’sincome or loss for the taxpayer’ s taxation year in respect of
aproperty that is a participating interest of the taxpayer inaFIE. A
taxpayer is entitled, under the formulain subsection 94.3(4), to deduct
the taxpayer’ s loss alocation in respect the participating interest.

In general, ataxpayer'sloss allocation in respect of a participating
interest, in a non-resident entity, held by the taxpayer at the end of a
particular taxation year of the non-resident entity that ends in ataxation
year of the taxpayer, is the proportion of the FIE's net loss for the
particul ar taxation year that the fair market value of the taxpayer's
participating interest in the FIE is of the fair market value of all
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participating interestsin the FIE. More specifically, ataxpayer'sloss
alocation is determined as follows:

» ADD the amount of the entity's total losses for the particular taxation
year from businesses and properties, the amount, if any, by which the
amount determined under subparagraph 3(b)(ii) exceeds the amount
determined under subparagraph 3(b)(i) in respect of the entity for the
particular taxation year, and the amount of the entity’s allowable
business investment losses for the particular taxation year,

» SUBTRACT the amount determined under paragraph 3(c) for the
entity for the particular taxation year (i.e., the total amount of its
income from businesses and properties and taxable capital gainsin
excess of alowable capita losses, for the particular taxation year),
and

* MULTIPLY any positive remainder by the percentage that the fair
market value of the interest represents of the fair market value of all
participating interestsin the entity. (Note that subsection 94.3(4) is
unavailable in respect of a particular interest that would not be a
participating interest if the definition “ participating interest” in
subsection 94.1(1) were read without reference to its paragraph (d).)

The determination of ataxpayer's loss allocation is subject to the same
specia rulesthat apply for the purposes of computing a taxpayer's
“income allocation” (as defined in subsection 94.3(1)). For more detail,
see the commentary on the definition “income allocation”.

“gpecified tax allocation”

The definition “ specified tax alocation” appliesin determining the
amount to be included, under “C” of the formulain subsection 94.3(4),
in computing ataxpayer’sincome or loss for the taxpayer’ s taxation
year in respect of a property that is a participating interest of the
taxpayer in aFIE. A taxpayer is entitled to deduct, under C of the
formulain subsection 94.3(4), the taxpayer's specified tax allocation in
respect of the participating interest

A taxpayer's specified tax allocation in respect of a participating interest,
inaFIE, held by the taxpayer at the end of a particular taxation year of
the FIE that endsin ataxation year of the taxpayer, means the total of all
amounts each of which isthe amount determined, in respect of the
particular taxation year, by the formula set out in the definition.
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More specifically, the taxpayer's specified tax alocation is the product
obtained by the following:

 MULTIPLY, if the taxation year of the taxpayer begins after 2002,
the income or profits tax paid by the FIE in respect of the particular
taxation year, to the extent that that tax can reasonably be considered
to bein respect of the income or profits of the FIE included in
computing the amount determined in respect of the FIE and the
participating interest under the description of “A” in the definition
“income alocation” for the particular taxation year or any of the 5
taxation years of the FIE that precede the particular taxation year and
that end after 2002, BY

* the percentage that the fair market value of the interest represents of
the fair market value of al participating interestsin the entity. (Note
that subsection 94.3(4) is unavailable in respect of a particular
interest that would not be a participating interest if the definition
“participating interest” in subsection 94.1(1) were read without
referenceto its paragraph (d), AND

* MULTIPLY any positive remainder by the taxpayer's relevant tax
factor (as defined by subsection 95(1)) for that taxation year of the
taxpayer.

Income or profitstax is normally expected to be tax that is paid by an
entity to aforeign government. However, it could aso include income
tax paid to the government of Canada or a province with respect to
income earned by the entity from Canadian sources. In each case, only
income or profits tax payable for taxation years of entitiesthat end in a
taxation year of ataxpayer that begins after 2002 is taken into account.

Rules of Application

ITA
94.3(2)

New subsection 94.3(2) of the Act sets out rules that apply in applying
section 94.3 of the Act.

Paragraph 94.3(2)(a) provides that the rules of application in subsection
94.1(2) apply in section 94.3

Paragraph 94.3(2)(b) identifies a number of circumstancesin which
subsection 94.3(3) (and hence subsection 94.3(4)) is not available, even
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though the conditionsin paragraphs 94.3(3)(a) to (€) may be met, for a
particular taxation year of ataxpayer in respect of a particular
participating interest, in anon-resident entity, held in the particular
taxation year by the taxpayer. More specifically those circumstances are:

» where, either of subsection 94.2(3) or subsection 94.2(9) (tracked
interests) applies to the taxpayer in respect of the particular
participating interest for the particular taxation year,

» wherethetaxpayer isitself aFIE,

» where the Minister of National Revenue sends a written demand to
the taxpayer requesting additiona information for the purpose of
enabling the Minister to determine if an amount with respect to the
particular participating interest would be required under subsection
94.3(4) to be added (or permitted under that subsection to be deducted)
in computing the income of the taxpayer for the taxation year, and
information satisfactory to the Minister to make the determination is
not received by the Minister within 60 days (or within such longer
period as is acceptable to the Minister) after the Minister sends the
demand,

* where the particular participating interest is an interest that would not,
at each timein the particular taxation year at which the taxpayer held
the particular participating interest and at which ataxation year of the
non-resident entity ends, be a participating interest, in the non-resident
entity, if the definition “participating interest” were read without
reference to paragraph (d) of that definition —that is, without reference
to the rule which deems a property that is convertible into,
exchangeable for, or confers aright to acquire a participating interest
inaFIE or aproperty the fair market value of which is determined
primarily by reference to the fair market value of participating
interestsin the FIE, to be a participating interest.

» where subsection 94.3(3) applied for ataxation year (the “preceding
taxation year”) that ended before the particular taxation year of the
taxpayer in respect of the particular participating interest, and did not
apply for ataxation year of the taxpayer that was after the preceding
taxation year and before the particular taxation year in respect of the
particular participating interest. For example, where ataxpayer has
sufficient information to apply the accrua regimein one year and in
the subsequent year does not. The accrua regime would be unavailable
to the taxpayer in respect of the interest and any identical interestsin
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the subsequent year (because of paragraph 94.3(3)(€)) and any of the
following years (because of subparagraph 94.3(2)(b)(v)), or

» wherethe participating interest is a specified interest (as defined in
subsection 94.1(1)) in atrust that is an exempt foreign trust because
of paragraph (g) of the definition “exempt foreign trust” in subsection
94(1) and the trust holds, at any timein the particular taxation year,
property in respect of which it has waived aright to receive an
amount.

Accrual

ITA
94.3(3) and (4)

Subsection 94.3(3) provides that the accrual regimeis available, subject
to the limitations set out in paragraph 94.3(2)(b), to ataxpayer for a
particular taxation year of the taxpayer in respect of a particular
participating interest, in anon-resident entity, held in the particular
taxation year by the taxpayer (and in respect of any other participating
interests, in the non-resident entity, that are held in the particul ar taxation
year by the taxpayer and that are identical to the particular participating
interest) if

* subsection 94.1(3) applies to the taxpayer for the particular taxation
year in respect of the particular participating interest;

* thetaxpayer has elected that subsection 94.3(3) apply in respect of
the particular participating interest, by notifying the Minister in
writing in the taxpayer’ s return of income filed on or before the
taxpayer’ s filing-due date for the first taxation year of the taxpayer
for which

- ubsection 94.1(3) applies to the taxpayer in respect of the
particular participating interest, or

- subsection 94.2(9) does not apply to the taxpayer in respect of
the particular participating interest and that immediately follows a
taxation year for which subsection 94.2(9) applied to the taxpayer
in respect of the particular participating interest;

 neither subsection 94.1(4) (i.e., the imputed income regime) nor
94.2(3) (i.e., the mark-to-market regime) applied to the taxpayer for a
taxation year (referred to in this commentary as the “preceding
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taxation year”) that ended before the particular taxation year in
respect of the particular participating interest, unless subsection
94.2(9) applied for that preceding taxation year to the taxpayer in
respect of the particular participating interest (or any of the other
participating interests);

* the particular participating interest is, at each time in the particular
taxation year at which the taxpayer held the particular participating
interest (or any of the other participating interests) and at which a
taxation year of the non-resident entity ends, capital property of the
taxpayer; and

* thetaxpayer files, with the taxpayer’s return of income filed on or
before the taxpayer’ s filing-due date for the particul ar taxation year,
prescribed information in prescribed form. It is contemplated that the
prescribed information required would include: the entity’ s financial
statements (as defined in subsection 94.1(1)); capital cost alowance
schedules; capital gains and capital loss calculations; a detailed
calculation of the taxpayer’s specified tax allocation and any income
alocation or loss alocation; areconciliation of the entity’ sincome
reported initsfinancial statement income with its income computed
under “A” of the formulain the “income allocation” provisions; and a
description of reserves claimed.

If subsection (3) applies to ataxpayer resident in Canada for a particular
taxation year of the taxpayer in respect of aparticipating interestin a
non-resident entity, in computing the taxpayer’ sincome for the
particul ar taxation year, subsection 94.3(4) will apply in computing the
taxpayer’ sincome or loss for the particul ar taxation year from property
from a property that is the participating interest. More specifically,
under paragraph 94.3(4)(a), the taxpayer’ sincome from property from a
property that is the participating interest, is the positive amount, if any,
determined asfollows:

» ADD thetaxpayer's “income allocation” in respect of the
participating interest for each taxation year of the non-resident entity
that ends in the particular taxation year;

* SUBTRACT thetaxpayer's “loss alocation” in respect of the
participating interest for each taxation year of the non-resident entity
that ends in the particular taxation year;
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» SUBTRACT thetaxpayer's specified tax allocation in respect of the
participating interest for each taxation year of the non-resident entity
that endsin the particular taxation year; and

» SUBTRACT the net cumulative positive balance determined under
paragraph 94.3(4)(b) in respect of the taxpayer for such property in
respect of preceding taxation years of the non-resident entity.

Where a negative amount resultsin applying the formula under
paragraph 94.3(4)(a), paragraph 94.3(4)(b) may permit a deduction of
the negative amount, as aloss from property from a property that is the
participating interest, in computing the taxpayer's income for the
particular taxation year. However, the deduction is limited by net
cumul ative positive balance determined under subparagraph
94.3(4)(b)(ii) in respect of the taxpayer for such property in respect of
preceding taxation years of the non-resident entity.

An unused loss allocation is treated as aloss from property and is
carried forward to offset the total amount otherwise required to be
included in computing the taxpayer's income from property under
subsection 94.3(4) for a subsequent taxation year of the non-resident
entity. For more detail, see the commentary on the definition “loss
alocation” in subsection 94.3(1).

The following examplesillustrate the operation of subsection 94.3(4).
Example 1

Canco owns sharesin the capital stock of FIE-1, which like Canco has
a calendar taxation year. Canco's income (loss) allocations for, 2003,
2004, 2005, 2006 and 2007 are ($100), $25, $90, ($20) and $50,
respectively. FIE-1 pays no income or profits taxes.

Results

1. Theamount included under paragraph 94.3(4)(a) in Canco's
income for 2003 is nil (B = $100). The amount determined
under paragraph 94.3(4)(b) for 2002 is $100, which can be
carried forward to 2004.

2. Theamount included under paragraph 94.3(4)(a) in Canco's
income for 2004 is nil (A = $25, D = $100). The amount
determined under paragraph 94.3(4)(b) for 2004 is $75,
which can be carried forward to 2005.
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3.

The amount included under paragraph 94.3(4)(a) in Canco's
income for 2005 is $15 (A = $90, D = $75). The amount
determined under paragraph 94.3(4)(b) for 2005 is nil.

The amount included under paragraph 94.3(4)(a) in Canco's
income for 2006 is nil (B = $20, D = $0). The amount
deductible under paragraph 94.3(4)(b) is $15 (= the lesser of
$20 and $15). The remaining $5 unused |oss allocation can be
carried forward to 2007.

The amount included under paragraph 94.3(4)(a) in Canco's
income for 2007 is $45 (A = $50, D = $5).

Example 2

Canco owns sharesin the capital stock of FIE-1, which like Canco has
a calendar taxation year. Canco's income (loss) allocations for, 2003,
2004, 2005, 2006 and 2007 are: ($100), ($125), ($175), $300 and $150.
FIE-1 pays no income or profits taxes.

Results

1.

The amount included under paragraph 94.3(4)(a) in Canco's
income for 2003 is nil (B = $100). The amount determined
under subparagraph 94.3(4)(b)(i) for 2002 is $100 (= B),
which can be carried forward to 2004.

The amount included under paragraph 94.3(4)(a) in Canco's
income for 2004 is nil (B = $125, D = $100). The amount
determined under subparagraph 94.3(4)(b)(i) for 2004 is
$225 (= B+D), which can be carried forward to 2005.

The amount included under paragraph 94.3(4)(a) in Canco's
income for 2005 isnil (B = $175, D = $225). The amount
determined under subparagraph 94.3(4)(b)(i) for 2005 is
$400 (= B+D).

The amount included under paragraph 94.3(4)(a) in Canco's
income for 2006 is nil (A = $300, D = $400). The amount
deductible under paragraph 94.3(4)(b) isnil (= the lesser of
$100 and nil). The remaining $100 unused |oss allocation

(= D - A) can be carried forward to 2007.
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The amount included under paragraph 94.3(4)(a) in Canco's
income for 2007 is $50 (A = $150, D = $100).

Example 3

1

Results

Canco, FIE-1 and ABC Inc. each have taxation years that
coincide with calendar years and each issue only one class of
shares.

Canco is a corporation resident in Canada that holds 20% of
the shares of the capital stock of FIE-1.

FIE-1 owns 75% of the shares of the capital stock of ABC Inc.

ABC Inc. isnot a FIE, but would be a controlled foreign
affiliate of FIE-1 if FIE-1 were resident in Canada. Although
ABC Inc. isaforeign affiliate of Canco, it is not a controlled
foreign affiliate of Canco.

FIE-1 earns $5,000 in interest income in 2003. It also
receives a dividend of $1,000 from ABC Inc. FIE-1 pays no
income or profits taxes.

Thefair market value of FIE-1's sharesin ABC Inc. increases
by $6,500 in 2003.

Under the definition “ income allocation” in subsection
94.3(1), Canco isrequired to compute its share of FIE-1's
income. For this purpose, FIE-1'sincomeis generally
computed asif FIE-1 wereresident in Canada. Canco is
required, under “ A” of the formula in paragraph 94.3(4)(a),
to include in computing income its income allocation in
respect of its sharesin the capital stock of FIE-1.

FIE-1'sincome, in computing Canco’ s income allocation,
includes the $5,000 of interest income (as per paragraph
12(1)(c)). However, the $1,000 dividend from ABC Inc. is
disregarded because of paragraph (g) of “ A" in the definition
“income allocation” .
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3. Section 91 of the Act is not applicable in computing Canco’'s

income allocation in respect of its sharesin FIE-1 because of
paragraph (a) of “ A” in the definition “ income allocation” .

4. Snce ABC Inc. isnot a FIE, sections 94.1 to 94.4 are not

applicableto FIE-1'sinterest in ABC Inc. in computing
Canco’sincome allocation in respect of is sharesin FIE-1.

Canco’ sincome allocation, therefore, is $1,000 (i.e., 20% x
$5,000). This amount isincluded under “ A" of the formulain
paragraph 94.3(4)(a).

Example 4

Same facts asin example 3, except that ABC Inc. isitself a FIE.

Results

1. Because of subparagraph 94.3(2)(b)(ii), the accrual regime

will not apply in the calculation of FIE-1'sincome in respect
of itsinterest in ABC Inc. Instead, FIE-1 may rely upon
subsections 94.2(3) and (4), and if not applicable, subsection
94.1(4). Assume that FIE-1 qualifies, and so elects, to have
subsection 94.2(3) apply to it in respect of itsinterest in ABC
Inc. Thus, the mark-to-market regime under subsection
94.2(4) will apply to determine its FIE income from the
interest.

For the purpose of computing Canco's income allocation in
respect of its sharesin FIE-1, FIE-1'sincome would include
the $5,000 of interest (as per example 3), but not include any
share of foreign accrual property income (as per example 3).
However, FIE-1's income would include the $1,000 dividend
paid in addition to its gain determined under subsection
94.2(4) in respect of its participating interest in ABC Inc. This
gain so determined is $7,500, which is equal to the $6,500
increase in the value of shares plus the $1,000 dividend paid.
However, for the purposes of computing Canco'sincome
allocation, a deduction for the $1,000 dividend is permitted
for FIE-1 because section 94.4 would have permitted the
deduction if FIE-1 had been resident in Canada.
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3. Consequently, Canco'sincome allocation in respect of its
shares of the capital stock of FIE-1 isequal to $2,500 [i.e.,
($5,000 + $7,500 + $1,000 - $1,000) x 20%)]. Thisamount is
required to be included in computing Canco's income under
subsection 94.3(4).

Example 5

In 1999, Mireille (a resident of Canada) purchased a 30% participating
interest in an entity (FIE-1) that isa FIE. The rate of foreign tax
applicable to FIE-1'sincomeis 20%. FIE-1's taxation years coincide
with calendar years. For the purposes of computing Mireille'sincome
or lossin respect of theinterest under subsection 94.3(4), the income
(loss) and the foreign tax of FIE-1 for taxation years 2003 to 2006 are
as follows:

Year 2003 2004 2005 2006 Total
Income $100,000 | ($120,000)** | $95,000 | $130,000 [ $205,000
(loss)

Foreign $20,000 Nil Nil $21,000 $41,000
tax paid*

* Assume foreign tax paid in the same taxation year as liability arose.

**  Assume that an equivalent amount is carried forward under the laws of the
relevant foreign jurisdiction to reduce FIE-1's tax liabilities after 2004.

Results

Mireille'sincome allocations, loss all ocations and specified tax
allocations are shown in the table bel ow, as are the resulting income
inclusions and deductions under subsection 94.3(4). The specified tax
allocations in the table below are obtained by multiplying the related
figuresin the above table by 30% (Mireille's percentage interest) and
2.2 (specified tax factor for Mireille). For example, for 2003 Mireille's
specified tax allocation is $13,200 ($20,000 x 30% x 2.2).
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Year 2003 2004 2005 2006
A. Income/Loss $30,000 | ($36,000) $28,500 $39,000
allocation |
B. Specified tax ($13,200) nil nil | ($13,800)
allocation
C. Lossallocation nil | ($16,800) nil nil
(used)
D. Carry-forward nil nil | ($19,200) nil
offset used
E. Loss allocation/ nil | ($19,200) nil nil

tax allocation to
carry-forward

Amount included in $16,800 nil $9,300 $25,200
income under
subsection 94.3(4)

(A-B-C-D)

Amount deducted in nil | ($16,800) nil nil
computing income
under subsection
94.3(4)

(D+C+B-A)

Adjusted Cost Base

ITA
94.3(5)

New subsection 94.3(5) of the Act provides for adjustmentsto the
adjusted cost base (ACB) of a participating interest in an entity held by
ataxpayer.

Paragraph 94.3(5)(a) provides for an addition to the ACB of ataxpayer
of aparticipating interest, in a non-resident entity, at any time of the
amount that isthe total of the amount included in computing the
taxpayer's income under paragraph 94.3(4)(a) for ataxation year of the
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taxpayer that ended before that time and the product obtained when the
amount determined under paragraph (j) of the description of “A” in the
definition “income allocation” in subsection 94.3(1) (taxable capital
gains of the non-resident entity) in respect of the taxpayer and the
participating interest for a particular taxation year of the non-resident
entity that ended in ataxation year of the taxpayer that ended before that
time and at the end of which particular taxation year the taxpayer held the
participating interest is multiplied by the percentage that the fair market
value of the interest represents of the fair market value of al
participating interests in the entity.

Conversely, paragraph 94.3(5)(b) provides for areduction to the ACB
of ataxpayer of a participating interest, in anon-resident entity, at any
time, of the total of three amounts. The first isthe amount deducted, as a
loss from a property that is the participating interest, under paragraph
(4)(b) in computing the taxpayer's income for ataxation year of the
taxpayer that ended before that time. The second and third amounts are
the product obtained when the amount determined under paragraph (k) or
(), asthe case may be, of the description of A inthe definition “income
allocation” (allowable capital losses of the non-resident entity and
allowable business investment losses of the non-resident entity) in
respect of the taxpayer and the participating interest for a particular
taxation year of the non-resident entity that ended in ataxation year of the
taxpayer that ended before that time and at the end of which particular
taxation year the taxpayer held the participating interest is multiplied by
the percentage that the fair market value of the interest represents of the
fair market value of al participating interests in the entity.

For more information, see the commentary on new paragraphs
53(1)(m.1) and 53(2)(w).

Prevention of Double Taxation

ITA
94.4

New section 94.4 provides rules to eliminate double taxation of income
where an amount of income of anon-resident entity, in respect of which
any of sections 94.1 to 94.3 has applied in calculating the income for a
year of aholder of an interest in the non-resident entity, becomes
payable (determined by reference to paragraph 94.1(2)(0)), to that
interest holder.
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Subsection 94.4(1) provides that the definitions in subsections 94.1(1),
and the rules of application in subsection 94.1(2) and paragraph
94.2(2)(a), apply in section 94.4.

Under subsection 94.4(2), where an amount becomes payable (at a
particular time in a particular taxation year of ataxpayer that begins
after 2002 or in a preceding taxation year of the taxpayer that begins
after 2002) to the taxpayer from a non-resident entity in respect of a
participating interest in the entity held by the taxpayer (otherwise than
as consideration for the disposition of the interest), and the taxpayer is
resident in Canada at the particular time, a deduction is permitted to
offset (against any income included in respect of the interest under
subsection 94.1(4) or 94.2(4)) any net income inclusion resulting from
the amount payable.

The permitted deduction for the taxpayer’ s taxation year is equal to the
lesser of:

» theamount, if any, by which thetotal of those amounts payable
that are included (otherwise than because of subsection 94.2(4)) in
computing the taxpayer's income for any of those years, exceeds
the total of all amounts deductible in respect of the participating
interest in any of those preceding years under paragraph
94.4(2)(a), and

» theamount, if any, by which thetotal of

» the amountsincluded (or that, but for subsection 94.2(20), would
have been included) in respect of the participating interest under
subsection 94.1(4) or 94.2(4) in computing the taxpayer's income
for the taxation year or a preceding taxation year, and

» the amounts required by paragraph 94.3(5)(a) to be added in
computing at the particular time the adjusted cost base to the
taxpayer of the participating interest

» exceedsthetotal of all amounts each of which isan amount, in
respect of the participating interest,

 that isrequired by paragraph 94.3(5)(b) or paragraph 94.4(4)(b) to
be deducted in computing at the particul ar time the adjusted cost
base to the taxpayer of the participating interest,
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that is deducted (or that, but for subsection 94.2(20), would have
been deducted) under subsection 94.2(4) in computing the
taxpayer's income for any of those taxation years, or

that is deducted under paragraph 94.4(2)(a) in computing the
taxpayer’ sincome for any of those preceding taxation years.

The amount deducted from income under paragraph 94.4(2)(a) in
respect of theinterest must also be deducted in computing the adjusted
cost base of the interest. For more information, see the commentary on
new paragraph 53(2)(w).

The example below illustrates the operation of subsection 94.4(2).

Example

1

A taxpayer resident in Canada, Canco, purchases a 20% interest in
Foreignco, a non-resident corporation. Foreigncoisa FIE.
Participating interests in Foreignco do not qualify as* exempt
interests’ . Both Canco and Foreignco have taxation years that
coincide with calendar years. Subsection 94.1(4) appliesto Canco
in respect of the interest.

Canco'sincome under subsection 94.1(4) in respect of its
participating interest in Foreignco for 2003 is $100,000. Foreignco
pays a dividend of $50,000 to Canco in 2003. Canco includes the
dividend in income pursuant to section 90 and claims a deduction of
$20,000 in computing its taxable income pursuant to subsection
113(1). No foreign withholding taxes were paid by Canco on the
$50,000 dividend.

Results

1

Canco's deduction from income under subsection 94.4(2) is equal to
$50,000, being the lesser of the incomeinclusion as a result of the
payment (= $50,000) and the amount of the income inclusion under
subsection 94.1(4) ($100,000).

The result would generally be the same if the $50,000 dividend were
instead paid in a subsequent year.

Under subsection 94.4(3), if aparticular amount isincluded in
computing, in respect of ataxpayer, the amount determined under
subparagraph 94.4(2)(a)(i) in respect of the taxpayer’s participating
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interest in aforeign investment entity (other than, where the taxpayer isa
corporation, aforeign investment entity that is, at the time the particul ar
amount was received by the taxpayer, aforeign affiliate of the taxpayer)
for ataxation year of the taxpayer, the taxpayer may deduct in computing
the taxpayer'sincome for the taxation year the product obtained when the
taxpayer's relevant tax factor (as defined by subsection 95(1)) for the
taxation year is multiplied by the lesser of

» the amount of non-business income tax (as defined in subsection
126(7)) paid by the taxpayer for the taxation year in respect of the
particular amount, and

* 15% of the amount determined under subparagraph 94.3(2)(a)(ii)
in respect of the participating interest of the taxpayer for the
taxation year.

Subsection 94.4(3) isrelevant where a FIE distribution ismade in
respect of ataxpayer’s participating interest and the distribution is
subject to non-business income tax imposed by the government of a
country in which the FIE is resident. Because of new subsection
126(1.2) of the Act, described in the commentary below, ataxpayer is
not entitled to atax credit under subsection 126(1) in respect of non-
business income tax paid by ataxpayer in respect of the distribution if
the taxpayer made a deduction under subsection 94.4(3) in respect of the
particular amount.

Under subsection 94.4(4), where an amount becomes payable (at a
particular time in a particular taxation year of ataxpayer that begins
after 2002 or in a preceding taxation year of the taxpayer that begins
after 2002) to the taxpayer from a non-resident entity in respect of a
participating interest in the entity held by the taxpayer (otherwise than
as consideration for the disposition of the interest), and the taxpayer is
resident in Canada at the particular time, a deduction is permitted to
offset (against any income included in respect of the interest under
subsection 94.3(4)) any net income inclusion resulting from the amount
payable.

More specifically, the permitted deduction for the taxpayer’ s taxation
year isequal to the lesser of:

» theamount, if any, by which thetotal of those amounts payable
that are included (otherwise than because of subsection 94.2(4)) in
computing the taxpayer'sincome for any of those years, exceeds
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the total of all amounts deducted in respect of the participating
interest in any of those preceding years under paragraph
94.4(2)(a) or 94.4(4)(a) or deductiblein respect of the
participating interest in any of those preceding years under
subsection 91(5) or section 113, in computing the taxpayer’s
income or taxable income, as the case may be, and

» theamount, if any, by which the total additions required by
paragraph 94.3(5)(a) in computing at the particular time the
taxpayer's ACB of the participating interest exceeds the total of
the deductions required by paragraph 94.3(5)(b) in computing that
ACB and the deductions under paragraph 94.4(4)(a) in respect of
the participating interest in computing the taxpayer'sincome for
any of those preceding taxation years.

The amount deducted from income under paragraph 94.4(4)(a) in
respect of theinterest must also be deducted in computing the adjusted
cost base of the interest. For more information, see the commentary on
new paragraph 53(2)(w).

Clause 17
Foreign Affiliates

ITA
95

Section 95 of the Act defines a number of terms and provides certain
rules relating to the taxation of resident shareholders of foreign
affiliates.

Definitions

ITA
95(1)

Subsection 95(1) of the Act sets out definitions that are relevant for the
purposes of sections 90 to 95.

Subsection 95(1) is amended so that these definitions do not apply for
the purposes of sections 94 to 94.4, except where the definition applies
for the purposes of the Act as awhole because of subsection 248(1).
This amendment applies to taxation years that begin after 2002.
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As set out below, various definitions in subsection 95(1) are also being
amended.

“controlled foreign affiliate”

Theincome for ataxation year of ataxpayer resident in Canada
includes, under subsection 91(1) of the Act, a specified percentage of
the foreign accrual property income (FAPI) of any controlled foreign
affiliate of the taxpayer. In order to eliminate overlap between the FAPI
rules and the rules for foreign investment entitiesin sections 94.1 and
94.2, the latter rules generaly do not apply in respect of ataxpayer's
interest in acontrolled foreign affiliate of ataxpayer resident in Canada.
An election is provided under new paragraph 94.1(2)(h) under which a
foreign affiliate of ataxpayer can be treated as the taxpayer’s controlled
foreign affiliate.

The definition “ controlled foreign affiliate” is amended to refer to
foreign affiliates that are deemed by paragraph 94.1(2)(h) to be
controlled foreign affiliates.

This amendment applies to taxation years that begin after 2002.
“foreign accrual property income’

The FAPI of acontrolled foreign affiliate of ataxpayer resident in
Canadais allocated to the taxpayer in accordance with subsection 91(1)
of the Act. Under its definition in subsection 95(1), FAPI includes
certain amounts that would be included in the affiliate’ s income under
existing subsection 94.1(1) if that subsection were read in the manner
specified in the description of C of the definition.

Existing section 94.1 is being repealed. Accordingly, the description of
Cinthe definition “foreign accrual property income” isalso repealed.
There are, however, special rulesin new paragraph 95(2)(g.3) with
regard to the application of sections 94.1 to 94.4. Amounts determined
under paragraph 95(2)(g.3) will be included in FAPI under the
description of “A” in the definition “foreign accrua property income”.
For detail on paragraph 95(2)(g.3), see the commentary on that

paragraph.

This amendment applies to taxation years that begin after 2002.
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“relevant tax factor”

The definition “relevant tax factor” in subsection 95(1) of the Act is
used in determining the Canadian tax relief provided in respect of
foreign taxes imposed on the earnings of aforeign affiliate of ataxpayer
or aforeign investment entity in which the taxpayer has a“ participating
interest” (as defined in subsection 94.1(1)). The existing definition
provides that the relevant tax factor for a corporation (or a partnership
all the resident members of which are corporations) is the reciprocal of
the basic corporate tax rate (i.e., 1/.38, or 2.63). The factor for
individuals and other partnershipsis 2.

As part of a series of amendments reflecting recent and planned
reductions in income tax rates, the definition “relevant tax factor” is
amended. The relevant tax factor for a corporation (or a partnership al
the resident members of which are corporations) will take account of the
“general rate reduction percentage” provided in section 123.4 of the
Act. For example, if acorporation’s taxation year is the calendar year,
itsrelevant tax factor for 2003 will be 1/(.38 —.05), or 3.03.

Similarly, to take account of decreasing personal income tax rates, the
relevant tax factor for individuals and other partnershipsisincreased to
2.2.

These amendments apply to the 2002 and subsequent taxation years.
Foreign Investment Entities

ITA
95(2)

Subsection 95(2) of the Act provides rules for determining the income
of aforeign affiliate of ataxpayer resident in Canada. These rules apply
for the purposes of sections 90 to 95.

New paragraph 95(2)(g.3) appliesto a particular foreign affiliate of a
particular Canadian taxpayer for aparticular taxation year of the
particular foreign affiliate, in respect of a property that is a participating
interest, in a particular non-resident entity held by the particular foreign
affiliate in the particular taxation year. In this case, sections 94.1t0 94.4
apply in respect of the particular participating interest as if

» Theparticular affiliate were, with some exceptions, ataxpayer
resident in Canada throughout the particular year;
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The exemption in paragraph (a) of the definition “ exempt interest”
for controlled foreign affiliates referred only to controlled foreign
affiliates of the Canadian taxpayer;

An exempt interest of particular affiliate in a non-resident entity
included a participating interest held, in the particular taxation
year, by the particular foreign affiliate, and used or held by the
particular foreign affiliate principally for the purpose of gaining or
producing income from an active business;

A “fresh-start year” (relevant in computing the foreign affiliate’ s
“income allocation” and “loss alocation” under the accrual
regime in section 94.3) of the particular non-resident entity in
respect of the particular affiliate were its taxation year (at the end
of which the particular affiliate holdsan interestinitanditisa
foreign investment entity and at any time in which the particular
affiliateis a CFA of the Canadian taxpayer) that endsin ataxation
year of the particular affiliate that begins after 2002 and that
immediately follows ataxation year of the particular non-resident
entity in respect of which subsection 94.1(3) would not have been
applicable to the foreign affiliate.

The exclusion of dividends under paragraph (g) of the description
of A inthe definition “income allocation” in subsection 94.3(1)
applies only where the Canadian taxpayer is resident in Canada, in
connection with dividends received by the particul ar affiliate from
foreign affiliates of the Canadian taxpayer (not of the particul ar
affiliate);

The Canadian taxpayer (rather than the particular affiliate) were
required to make a number of the elections, designations,
notifications and provisions of information under sections 94.1 to
94.4 in connection with the particular affiliate's participating
interestsin foreign investment entities. In addition, the Minister in
sending a demand for information to the particular affiliate under
subparagraph 94.1(2)(e)(iii) or 94.3(2)(b)(iii), or any of paragraphs
94.1(2)(p) to (r) or 94.2(2)(e), is required to send the demand also
to the Canadian taxpayer in connection with the particular
affiliate's participating interestsin foreign investment entities.

In applying subparagraph 94.3(2)(b)(ii), the particular foreign
affiliate were not aforeign investment entity, so that a controlled



165

foreign affiliate that is a foreign investment entity can use the
accrual rulesin section 94.3;

» Thedefinition “income allocation” in subsection 94.3(1) were
read without reference to paragraph (i) of the description of “A”;

» Theparticular affiliate's “ deferral amount” determined under the
definition of that expression in subsection 94.2(1) does not
include the portion of the amount that can reasonably be
considered to have accrued during the period that the particular
affiliate was not aforeign affiliate of the Canadian taxpayer and
certain other specified persons; and

» Thereference in subsection 94.2(19) to the expression “in
computing the capital dividend account of the corporation” were
read in respect of the affiliate as areference to the expression “in
computing the amount prescribed to be the particular affiliate’s
exempt surplus and taxable surplus in respect of the taxpayer”.

This amendment applies to taxation years that begin after 2002.
Clause 18
Partnerships and their Members

ITA
96

Section 96 of the Act provides general rules for determining the income
or loss of a partnership and its members.

Computing Partner ship Income

ITA
96(1)(d)

Under subsection 96(1), the income earned and losses incurred by a
partnership are generally calculated at the partnership level and
attributed to partnersin accordance with their respective interestsin the
partnership.

Paragraph 96(1)(d) is amended so that, where at any time in aparticular
taxation year of the partnership the partnership’ s property includes a
participating interest in a particular non-resident entity, sections 94.1 to
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94.4 apply to the partnership —in computing itsincome from property
from a property that is the participating interest -- for the particular
taxation year in respect of the participating interest asiif

The exemption in paragraph (a) of the definition “ exempt interest”
for controlled foreign affiliatesis treated asiif it referred only to
controlled foreign affiliates of the Canadian taxpayer;

A “fresn-start year” (relevant in computing the partnership’s
“income allocation” and “loss allocation” under the accrual
regime in section 94.3) of the particular non-resident entity in
respect of the partnership were its taxation year (at the end of
which the partnership holds an interest in it and it isaforeign
investment entity) that endsin ataxation year of the particular
affiliate that begins after 2002 and that immediately follows a
taxation year of the particular non-resident entity in respect of
which subsection 94.1(3) would not have been applicable to the
particular;

An election under paragraph 94.1(2)(h) —to teat aforeign affiliate
of the partnership asits controlled foreign affiliate -- isto be made
by a member of the partnership and not by the partnership and can
be made only if all of the members of the partnership that were
resident in Canada would have qualifying interests (as defined in
paragraph 95(2)(m)) in the foreign affiliate based on certain
assumptions;

A member of the partnership (rather than the partnership) is
required to make a number of the elections, designations,
notifications and provisions of information under sections 94.1to
94.4 in connection with the partnership’s participating interestsin
foreign investment entities. In addition, the Minister in sending a
demand for information to the particular affiliate under
subparagraph 94.1(2)(e)(iii) or 94.3(2)(b)(iii), or any of paragraphs
94.1(2)(p) to (r) or 94.2(2)(e), is required to send the demand aso
to the member in connection with the partnership's participating
interestsin foreign investment entities.

The definition “income allocation” in subsection 94.3(1) were
read without reference to paragraph (i) of the description of “A”;
and
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» Inapplying subparagraph 94.3(2)(b)(ii), the partnership were not a
foreign investment entity, so that a controlled foreign affiliate that
isaforeign investment entity can use the accrual rulesin section
94.3.

This amendment applies to fiscal periods that begin after 2002.
Application of sections94.1 and 94.2

ITA
96(1.9)

New subsection 96(1.9) of the Act isrelevant where an “exempt
taxpayer” (in general, an individual who has been resident in Canadafor
fewer than 60 months) is a member of a partnership and the partnership
investsin aforeign investment entity. In these circumstances, the
exempt taxpayer's share of the partnership'sincome or loss is computed
without regard to sections 94.1 to 94.4. For further details on the
application of section 94.2 to partnerships, see the commentary on new
subsections 94.2(6) to (8).

This amendment applies to fiscal periods of partnerships that begin after
2002.

Agreement or Election of Partnership Members

ITA
96(3)

Subsection 96(3) of the Act provides rules that apply if amember of a
partnership makes an election under certain provisions of the Act for a
purpose that is relevant to the computation of the member's income
from the partnership. In such a case, the election will be valid only if it
is made on behalf of all the members of the partnership and the member
had authority to act for the partnership.

Subsection 96(3) is amended so that it applies for the purposes of
elections under

e new sections 94.1 and 94.2; and

» paragraph 95(2)(g.2).
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This amendment applies to fiscal periods of partnerships that begin after
2002.

Application of Foreign Partnership Rule

ITA
96(9)

Subsection 96(8) of the Act provides rules that apply where, at a
particular time, a Canadian resident becomes a member of a partnership,
or aperson who is a member of such a partnership becomes a resident
of Canada. Where, immediately before the particular time no member of
the partnership was resident in Canada, these rules apply in computing
the income of the partnership for fiscal periods ending after the
particular time. In general terms, the rules in subsection 96(8) are
designed to prevent losses accrued while a partnership had no Canadian
resident partners from being used to reduce Canadian income tax
liabilities.

Subsection 96(9) provides that, where one of the main reasons that there
isamember of the partnership who isresident in Canadaisto avoid the
application of subsection 96(8), that member will, for the purpose of
applying subsection 96(8), be considered not to be resident in Canada.

Subsection 96(9) is amended to provide an explicit look-through rule for
the purposes of subsection 96(8) so that members of partnerships may
be identified through one or more tiers of partnerships that are members
of other partnerships. Amended subsection 96(9) is consistent with new
subsection 94.2(8).

This amendment applies to partnership fiscal periods that begin after
June 22, 2000.

Clause 19
Contributions of Property to a Partnership

ITA
97(2)

Subsection 97(2) of the Act provides rulesthat alow a person to
transfer certain types of property on atax-deferred “rollover” basisto a
partnership.
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Subsection 97(2) is amended so that it does not apply to atransfer of
property that is a specified participating interest. The concept of a
specified participating interest is generally relevant in the context of the
foreign investment entity rulesin sections 94.1 to 94.4. For more
information on the definition “ specified participating interest” in
subsection 248(1), see the commentary on that definition.

This amendment applies to dispositions that occur in taxation years that
begin after 2002.

Clause 20
Disposition of Partnership Property

ITA
98

Section 98 provides rules relating to the taxation of partnership
properties and partnership interests where the partnership has ceased to
exist.

ITA
98(7)

New subsection 98(7) of the Act appliesif at aparticular time a
partnership ceasesto exist. In this case, the partnership is, at atime (the
“disposition time”) that is three instants before the particular time,
deemed

» to have disposed of each of its propertiesthat is at the disposition
time a specified participating interest for proceeds of disposition
equal to the property’ s fair market value at the disposition time;
and

» to have acquired the property immediately after the disposition
time at acost equal to that fair market value.

This amendment applies to fiscal periods that begin after 2002.
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Clause 21
Trustsand their Beneficiaries

ITA
104

Section 104 of the Act provides rules governing the tax treatment of
trusts and their beneficiaries.

ITA
104(4)(a), (a.5) and (c)

Subsection 104(4) of the Act sets out what is generally referred to as the
“21-year deemed realization rule” for trusts. The purpose of subsection
104(4) isto prevent the use of truststo defer indefinitely the recognition
for tax purposes of gains accruing on capital property. Subsection
104(4) generally treats capital property of atrust (other than certain
trusts for the benefit of a spouse or common-law partner) as having been
disposed of and reacquired by the trust every 21 years at the property's
fair market value.

Subparagraph 104(4)(a)(i.1) is amended to apply to atrust to which
property istransferred in circumstances to which paragraph 70(5.2)(c)
applied. It is also amended to ensure that it continues to apply to a trust
to which property was transferred in circumstances to which paragraph
70(5.2)(b) or (d) applied as those paragraphs read in their application to
taxation years that began before 2003.

Paragraph 104(4)(a.5) isintroduced to provide for a deemed disposition
day for atrust that is deemed by subsection 94(3) to beresident in
Canadafor ataxation year for the purpose of computing the trust's
income for the year. The deemed disposition day isthe day (in that
taxation year) on which, because a“contributor” (as defined in
subsection 94(1) of the Act) to the trust either ceases to be resident in
Canada or ceases to be a contributor to the trust because of the
application at any time of paragraph 94(2)(t), there is no resident
contributor to the trust (or the only resident contributors to the trust are
entities each of which is an entity the maximum amount recoverable
from which under the provisions referred to in paragraph 94(3)(d) is
limited to the entities' recovery limits determined under subsection
94(8)). However, no deemed disposition will occur under paragraph
104(4)(a.5) if subsection 94(5) appliesin respect of the contributor
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ceasing on that day to be aresident contributor of the trust. For more
information on section 94, see the commentary on that section.

Paragraph 104(4)(c) is amended so that there is not a deemed
disposition day for atrust 21 years after any day determined under new
paragraph 104(4)(a.5).

These amendments apply to trust taxation years that begin after 2002.
They dso apply to trust taxation years that begin after 2000, or after
2001, if the trust makes the appropriate election under the coming-into-
force provision for new section 94 of the Act.

ITA
104(4.1)

New subsection 104(4.1) of the Act provides that, for the purposes of
the deemed disposition rule in subsection 104(4), a property's status as
capital property is determined without reference to new subparagraph
39(D)(a)(ii.3). Asaresult, if subsection 94.2(3) appliesfor ataxation
year to ataxpayer that isatrust in respect of a participating interest of
thetrust and the trust is deemed to have disposed of the interest because
of the application of subsection 104(4), thereis arecognition of the
“deferral amount” in applying subsection 94.2(4).

This amendment applies to trust taxation years that begin after 2002.

ITA
104(6)

Subsection 104(6) of the Act generally permits atrust to deduct, in
computing income for ataxation year, any income payableto a
beneficiary under the trust.

Subsection 104(6) is amended so that it is expressly subject to
subsections 104(7) and 104(7.01).

This amendment applies to trust taxation years that begin after 2002. It
also appliesto trust taxation years that begin after 2000, or after 2001, if
the trust makes the appropriate election under the coming-into-force
provision for new section 94 of the Act.
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ITA
104(7.01)

Subsection 104(6) generally permits a trust to deduct, in computing
income for ataxation year, an amount not exceeding the portion of its
income for the year that becomes payable in the year to a beneficiary.
Because of subsection 104(24), trust income is deemed not to have
become payable in the year to abeneficiary unlessit is paid in the year
to the beneficiary or the beneficiary was entitled in the year to enforce
payment of the amount.

New subsection 104(7.01) of the Act restricts the amount that atrust,
that is deemed by subsection 94(3) to be resident in Canada (referred to
in this commentary as a “ subsection 94(3) trust”), can deduct under
subsection 104(6) in computing itsincome in the event that the trust has
Canadian-source income and makes distributions to beneficiaries not
resident in Canada.

In effect, subsection 104(7.01) acts as a proxy for taxes under Parts
XI11.2 and X111 of the Act in connection with Canadian-source income
that has become payable by a subsection 94(3) trust to its non-resident
beneficiaries.

New subsection 94(3) deems atrust to which it appliesto beresident in
Canadafor certain purposes, not including Part X11.2. Accordingly, a
trust that is resident in Canada solely because of the deeming provision
in subsection 94(3) would generally be non-resident for purposes of Part
X11.2. Because of an existing exemption for non-resident trustsin Part
X11.2, atax under that Part does not apply to such atrust.

A subsection 94(3) trust is aso exempt from Part X111 withholding
obligations on Canadian-source income that becomes payable in the
year by aresident of Canada to non-resident persons because these
subsection 94(3) trusts are not treated by new subsection 94(3) as
resident in Canada for the purpose of Part X111 tax.

However, to ensure that subsection 94(3) trusts are not inappropriately
used to distribute Canadian-source income free of tax to non-resident
beneficiaries, subsection 104(7.01) limits the amount of any trust
deduction under subsection 104(6) for such distributions, thereby
ensuring the income is subject to Part | tax in the trust.

(It should &l so be noted that Canadian residents that pay an amount to a
subsection 94(3) trust are still liable for awithholding obligation under
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section 215 of the Act notwithstanding that the trust itself is exempt
from Part X111 tax. Thisis because new paragraph 94(4)(b) provides that
the deemed Canadian residence under subsection 94(3) does not apply
for the purposes of determining withholding tax under section 215. The
Canada Customs and Revenue Agency will hold the withhol ding taxes
paid and apply them on account of the trust's Part | tax liability. The
exigting provisions of the Act do not expresdy give a Part XI1I
exemption in thisregard to trusts that are subject to existing subsection
94(1). Instead, existing subparagraph 94(1)(c)(ii) allows atax credit to
be claimed by those trusts under section 126 in connection with Part
X111 tax on payments made to those trusts.)

As mentioned above, subsection 104(7.01) reduces the maximum
deduction under subsection 104(6). More specifically, the amount by
which the maximum deduction under subsection 104(6) for ataxation
year isreduced under subsection 104(7.01) is equal to the totd of:

» thetrust's “designated income” for the year (as defined in Part
X11.2) payable in the year to a non-resident beneficiary under the
trust in respect of an interest of the non-resident as a beneficiary
under the trust, and

+ all amounts each of which is the product obtained by multiplying
a specified factor by each particular amount that is paid or
credited in the year to the trust that would, disregarding express
provisionsto the contrary in the Act, be subject to Part X111 tax
and that is payable in the year to a non-resident beneficiary under
thetrust in respect of an interest of the non-resident asa
beneficiary under the trust.

The specified factor in respect of each particular amount described in
the second paragraph aboveis 0.35, if the trust can establish to the
satisfaction of the Minister of National Revenue that the non-resident
beneficiary to whom the particular amount is payableisresident in a
country with which Canada has atax treaty under which the income tax
that Canada may impose on the beneficiary in respect of the amount is
limited. In any other case, the specified factor is 0.6.

This amendment applies to trust taxation years that begin after 2002. It
also appliesto trust taxation years that begin after 2000, or after 2001, if
the trust makes the appropriate election under the coming-into-force
provision for new section 94 of the Act.
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The example below illustrates the operation of new subsection
104(7.01).

Example

1. Trust Xisan offshoretrust established by Sefan, along-term
resident of Canada. The primary beneficiaries under the trust are
Linda (a resident of Canada), Tim (a resident of non-Treatyland)
and Bart (a resident of the United Sates).

2. Trust X receives $1,600 of income in its 2003 taxation year. This
income consists of $400 of taxable dividends received from a
taxable Canadian corporation. The remaining $1,200 of incomeis
from other sources, none of which is*“ designated income” (as
defined in Part XI1.2) of the trust.

3. $1,050 of Trust X'sincome for 2003 is made payable in the year to
Bart. Of this amount, $100 represents the taxabl e dividends. Trust X
makes payable $200 of its income to Tim. Of this amount, $200
represents the taxabl e dividends. The remaining $350 of the trust's
income is made payable in the year to Linda. Of this amount, $100
represents the taxabl e dividends.

4. Trust Xisassumed to have designated the $400 of taxable dividends
under subsection 104(19). (Where a designation under subsection
104(19) is available and the designation is made, the designated
portion of the dividend income of the trust will, for the purposes of
the Act (other than Part XIl1), maintain its character, as dividend
income, in the hands of the beneficiary.)

Results

1. Because Trust X has a resident contributor at the end of its 2003
taxation year, the trust is deemed by new subsection 94(3) to be
resident in Canada for the purposes of computing itsincome.

2. Before taking into account any deduction under subsection 104(6),
Trust X'sincomeis $1,600. Note that the $400 in dividends is
included in computing the trust's income.

3. Before taking into account new subsection 104(7.01), the maximum
deduction under subsection 104(6) is also $1,600.
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4. Because of subsection 104(7.01), the maximum deduction under
subsection 104(6) is reduced to $1,445 (i.e., $1,600 minus the total
of: nil + ((.60 x $200) and (0.35 x $100))).

5. Assuming that the trust claims a deduction of $1,445 under
subsection 104(6), the trust would consequently have income of
$155. If atax rate of 42.92% were assumed (i.e., combined federal
rates of 29% (because of subsections 122(1) and 117(2) and
13.92% (because of subsection 120(1)), the trust would be liable for
Canadian income tax of approximately $67. Note that the trust is
exempt from having to collect a Part Xl11 tax in respect of the
amounts made payable to Bart and Tim, because the trust is not
treated by new subsection 94(3) asresident in Canada for this
purpose. Disregarding this exemption, the Part XII1 tax that would
have had to have been collected by the trust in respect of the
amounts made payable to Bart and Tim would have been $65 (i.e.,
25% of $200 and 15% of $100).

ITA
104(21.3)

Subsection 104(21.3) of the Act defines the expression “ net taxable
capital gains’. The expression isused in subsections 104(21) and (21.2),
which permit atrust to flow through its taxable capital gains realized in
ayear to abeneficiary to whom an amount of the trust's income for the
year has been made payable. The trust can flow through its taxable
capital gainsto beneficiaries only to the extent of its net taxable capital
gains for the year.

Under subsection 104(21.3), the amount of atrust’s net taxable capital
gains for ataxation year equals the amount, if any, by which its total
taxable capital gains for the year exceeds the tota of two amounts:

» itstotal allowable capital lossesfor the year, and

 the amount deducted by it under paragraph 111(1)(b) in
computing its taxable income for the year (i.e., deduction of
carried-over net capital losses for preceding years and for the
three following years).

Subsection 104(21.3) is amended so that allowable business investment
losses (ABILS) are disregarded for the purpose of the first of the two
amounts. Accordingly, ABILswill not result in areduction of taxable
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capital gainsthat may be flowed through to beneficiaries under trusts
and against which alowable capital losses can be claimed.

This amendment applies to trust taxation years that begin after 2000.
ITA
104(24)

The determination of when an amount becomes payable in ataxation
year isrelevant for a number of purposes, including the determination of
the amount deductible under subsection 104(6) of the Act. Under
subsection 104(24), an amount (e.g., income allocated to a beneficiary)
is deemed not to have become payable in the year to abeneficiary
unlessit was paid in the year to the beneficiary or the beneficiary was
entitled in the year to enforce payment of the amount.

Subsection 104(24) is amended so that it also applies for the purposes of
paragraph (c) of the definition “ specified charity” in subsection 94(1),
subsection 94(8) and subsection 104(7.01). For more information, see
the commentary on those provisions.

This amendment applies to trust taxation years that begin after 2002. It
also appliesto trust taxation years that begin after 2000, or after 2001, if
the trust makes the appropriate election under the coming-into-force
provision for new section 94 of the Act.

Clause 22
Cost of Capital Interest

ITA
107(1.1)

Subsection 107(1.1) of the Act provides rules for computing the cost to
ataxpayer of acapita interest in apersona trust or a prescribed trust.
Paragraph 107(1.1)(b) provides that the cost is nil, except where certain
conditions apply.

Paragraph 107(1.1)(b) is amended so that if a capitd interest in a
personal trust or prescribed trust is a participating interest in a foreign
investment entity, the cost of the capital interest will not be deemed by
that paragraph to be nil. For more details, see the commentary on new
sections 94.1 to 94.4.
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This amendment applies to taxation years that begin after 2002.

ITA
107(4.01)

New subsection 107(4.01) of the Act provides that subsection 107(2.1)
applies (and subsection 107(2) does not apply) to adistribution to a
beneficiary by atrust of a property that is a specified participating
interest. The concept of a specified participating interest is generally
relevant in the context of the foreign investment entity rulesin sections
94.1 to 94.4. For more information on the definition “ specified
participating interest” in subsection 248(1), see the commentary on that
definition.

This amendment applies to distributions that occur in taxation years that
begin after 2002.

Clause 23
Qualifying Disposition

ITA
107.4(1)(K)

Subsection 107.4(1) of the Act defines a qualifying disposition of
property to atrust to be adisposition of property to the trust that does
not result in any change in the beneficial ownership of the property and
that otherwise meets the conditions set out in that subsection. Under
subsection 107.4(3), aqudifying disposition generally qualifiesfor a
tax-deferred “rollover” of the property to the trust.

New paragraph 107.4(1)(k) provides that a disposition of property to a
trust does not include a disposition of property that is, immediately
before the disposition, a specified participating interest.

This amendment applies to dispositions that occur in taxation years that
begin after 2002.
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Clause 24

ITA
108

Section 108 of the Act sets out certain definitions and rules that apply
for the purposes of subdivision k, which deals with the taxation of trusts
and their beneficiaries.

Definitions

ITA
108(1)

“incomeinterest”

Subsection 108(1) of the Act contains the definition “income interest”.
It is defined as aright of ataxpayer as a beneficiary under a personal
trust to, or to receive, al or any part of the income of the trust and after
1999 includes aright (other than aright acquired before 2000 and
disposed of before March 2000) to enforce payment by the trust that
arises as a consequence of aright that is an income interest.

Under subsection 108(3), “income” for this purpose is determined
without reference to the provisions of the Act.

The definition “income interest” is amended to provide that it does not
include a participating interest in aforeign investment entity. For more
details on foreign investment entities, see the commentary on sections
94.1t094.4.

This amendment applies to trust taxation years that begin after 2002.
“trust”

Subsection 108(1) of the Act defines “trust”, for the purposes of the 21-
year deemed disposition rule and other specified measures, to exclude

certain listed trusts.

Paragraph (a.1) of that definition is amended to clarify that its intended
application should be limited to health and welfare trusts.

This amendment applies to trust taxation years that begin after 2002. It
also appliesto trust taxation years that begin after 2000, or after 2001, if
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the trust makes the appropriate election under the coming-into-force
provision for new section 94 of the Act.

Incomeof aTrust in Certain Provisions

ITA
108(3)

Subsection 108(3) of the Act provides that, for the purposes of the
definition “income interest” in subsection 108(1), the income of atrust
isitsincome computed without reference to the provisions of the Act.

Subsection 108(3) is amended so that the rule described above also
appliesfor the purposes of the definition “exempt foreign trust” in new
subsection 94(1).

This amendment applies to trust taxation years that begin after 2002. It
also applies to trust taxation years that begin after 2000, or after 2001, if
the trust makes the appropriate election under the coming-into-force
provision for new section 94 of the Act.

Clause 25
Deduction in Respect of Dividend Received from Foreign Affiliate

ITA
113

Subsection 113(1) of the Act permits aresident corporation to deduct
specified amounts in respect of dividends received from aforeign
affiliate out of the exempt, taxable and pre-acquisition surplus of the
foreign affiliate. The amounts so deductible are determined largely with
referenceto Part LIX of the Income Tax Regulations. The deductions
under paragraphs 113(1)(b) and (c) with regard to dividends out of
taxable surplus are al so determined with reference to the resident
corporation's “relevant tax factor”.

Subsection 113(1) is amended to explicitly link the “relevant tax factor”
to the resident corporation receiving the dividends and the taxation year
in which the dividends are received.

This amendment applies after 2000.
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Clause 26
Part-year Residents

ITA
114

Section 114 of the Act provides rules for computing the taxable income
of anindividua who isresident in Canadafor aperiod or periodsin a
taxation year, and is non-resident for the rest of the year.

Section 114 is amended so that it is subject to paragraph 94.2(5)(c), a
rule that appliesin connection with a participating interest, in aforeign
investment entity, in respect of which the mark-to-market regime under
section 94.2 applies to ataxpayer. Paragraph 94.2(5)(c) is, however,
only relevant to an individual who ceasesto be, and later becomes,
resident in Canada in the same taxation year. For further information,
see the commentary on new subsection 94.2(5).

This amendment applies to taxation years that begin after 2002.
Clause 27
Tax Payable by Inter Vivos Trust

ITA
122(2)(d.1)

Subsection 122(1) of the Act provides that, instead of graduated income
tax rates, inter vivos trusts are generally subject to top marginal rates of
income tax on their undistributed income. Subsection 122(2) permits
graduated income tax rates for certain inter vivos trusts established
before June 18, 1971. One of the conditions for an inter vivos trust
continuing to qualify for graduated income tax ratesisthat it not receive
any gifts after June 18, 1971.

Paragraph 122(2)(d.1) is introduced so that the graduated income tax
rates cease to apply to atrust in the event that, after June 22, 2000, a
“contribution” is made to the trust. For this purpose, the expression
“contribution” is defined in new section 94.

This amendment applies to trust taxation years that begin after 2002. It
also appliesto trust taxation years that begin after 2000, or after 2001, if
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the trust makes the appropriate election under the coming-into-force
provision for new section 94 of the Act.

Clause 28
Foreign Tax Credit

ITA
126

Section 126 of the Act provides rules under which taxpayers may
deduct, from tax otherwise payable, amounts they have paid in respect
of foreign taxes.

ITA
126(1)(a) and (1.2)

Subsection 126(1) of the Act provides atax credit to ataxpayer in
respect of foreign non-business income tax — that is, foreign taxes levied
on investment and other non-business income of the taxpayer. However,
paragraph 126(1)(a) provides an exception to the effect that no tax
credit isavailable if the taxpayer is a corporation and the foreign taxes
paid by the taxpayer are in respect of income from a share of the capital
stock of aforeign affiliate of the taxpayer.

Paragraph 126(1)(a) is amended to remove the reference to the
exception for taxes paid in respect of income from a share of aforeign
affiliate. Thisexception is now found in subsection 126(1.2).

New subsection 126(1.2) describes circumstances in which subsection
126(1) does not apply. More specifically, it provides that subsection
126(1):

» does not apply to non-business income tax paid by ataxpayer in
respect of a particular amount that isincluded in computing, in
respect of the taxpayer, the amount determined under
subparagraph 94.4(2)(a)(i) in respect of a participating interest of
the taxpayer, if the taxpayer made a deduction under subsection
94.4(3) in respect of the particular amount —in this regard, see the
commentary on the related rule found in new subsection 94.3(3),
and
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» does not apply to non-business income tax paid by a corporation
in respect of income from a share of the capital stock of aforeign
affiliate of the corporation.

These amendments apply to taxation years that begin after 2002.
Clause 29
Changesin Residence

ITA
128.1

Section 128.1 sets out the income tax effects of becoming or ceasing to
be resident in Canada.

ITA
128.1(1.1)

Subsection 128.1(1) sets out rulesthat apply where ataxpayer becomes
resident in Canada. Paragraph 128.1(1)(b) treats a taxpayer who
becomes resident in Canada as having disposed of the taxpayer’s
property, with certain exceptions, for proceeds equal to the property’s
fair market value.

New subsection 128.1(1.1) identifies two sets of circumstancesin which
paragraph 128.1(1)(b) does not apply to ataxpayer that isatrust.

Under paragraph 128.1(1.1)(a), paragraph 128.1(1)(b) will not apply at a
timein aparticular taxation year of atrugt, to thetrust if thetrust is
deemed, under paragraph 94(3)(a), to be resident in Canada for the
particul ar taxation year for the purpose of computing itsincome and the
trust isresident in Canada (determined, because of paragraph 94(4)(b),
without reference to the deeming residency rule in paragraph 94(3)(a))
immediately after the end of the particular taxation year for the purpose
of computing itsincome.

Under paragraph 128.1(1.1)(b), paragraph 128.1(1)(b) will not apply at a
time in a particular taxation year of a trust, to the trust if the trust is
deemed by paragraph 94(3)(c) to have disposed of property in the
particular taxation year.

For more detail on subsections 94(3) and (4), see the commentary on
those provisions.
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This amendment applies to trust taxation years that begin after 2002. It
also appliesto trust taxation years that begin after 2000, or after 2001, if
the trust makes the appropriate election under the coming-into-force
provision for new section 94 of the Act.

Clause 30
Exempt Cor porations

ITA
149(10)(c)

Subsection 149(10) of the Act applies where, at a particular time, a
corporation becomes or ceasesto be exempt from tax under Part | on its
taxable income (otherwise than by reason of the exemption for certain
insurers in paragraph 149(1)(t)). A new taxation year is considered to
start at the particular time and the corporation's properties are deemed to
have been disposed of at fair market value and reacquired at the
particular time for the same amount.

Paragraph 149(10)(c) provides that the corporation is, for specified
purposesin the Act, treated as a new corporation. One of the specified
purposes is with regard to the investment tax credit regime set out in
subsections 127(5) to (26).

Paragraph 149(10)(c) is amended so that it is also relevant in applying

» additional rulesfor the investment tax credit that are set out in
subsections 127(27) to (35) (this amendment is consequential on
the earlier enactment of those subsections), and

» sections 94.1 to 94.4. (For example, a corporation's “ deferral
amount” (as defined in subsection 94.2(1)) in respect of any
interest it holds in aforeign investment entity is determined
without reference to taxation years that occurred before the
corporation's change of status. Thiswill typically result in anil
deferral amount for the corporation.)

These amendments apply to corporations that, after 2002, become or
cease to be exempt from tax on their taxable income under Part | of the
Act.



184
Clause 31
Assessment and Reassessment

ITA
152(4)(b)(vi)

In general terms, subsection 152(4) of the Act provides that the Minister
of National Revenue may not reassess tax payable by ataxpayer for a
taxation year after the normal reassessment period for the taxpayer in
respect of the year unless certain conditions described in paragraph
152(4)(a) or (b) have been met. Subparagraph 152(4)(b)(vi) alowsthe
Minister to reassess ataxpayer within 3 years after the end of the

normal reassessment period for the taxpayer in respect of the year where
the reassessment is made in order to give effect to the application of
subsection 118.1(15) or (16) of the Act.

Subparagraph 152(4)(b)(vi) is amended to also allow the Minister to
reassess ataxpayer within three years after the end of the normal
reassessment period where the reassessment is made in order to give
effect to the application of subsection 94(9) or (10). For more
information on subsections 94(9) and (10), see the commentary on those
subsections.

This amendment applies after 2002.
Clause 32
Tax Liability — Non-arm's Length Transfers of Property

ITA
160

Section 160 contains rules regarding the joint and several liability of a
taxpayer for the income tax liability of another person who, when not
dealing at arm’ s length with the taxpayer, transferred property to the
taxpayer for consideration less than its fair market value.
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Assessment

ITA
160(2.1)

New subsection 160(2.1) of the Act allows the Minister of National
Revenue to assess ataxpayer at any time in respect of any amount
payable because of paragraph 94(3)(d) or (e). Such an assessment has
the same effect asif it had been made under section 152 of the Act and
is subject to interest. For more information on paragraphs 94(3)(d) and
(e), see the commentary on those provisions.

This amendment applies to assessments made after 2002.
Discharge of liability

ITA
160(3)

Subsection 160(3) of the Act provides that, where a taxpayer becomes
jointly and severaly liable with another taxpayer under subsection
160(1) or (1.1) with respect to atax liability of the other person, a
payment by the particul ar taxpayer on account of the particul ar
taxpayer’ stax liability will discharge thejoint liability to the extent of
the payment.

Subsection 160(3) isamended so that it aso applies where the particular
taxpayer has become jointly and severally, or solidarily, liable with
another taxpayer under because of paragraph 94(3)(d) or (€) in respect
of part or all of aliability under this Act of the other taxpayer. (The
expression “solidarily " is added to ensure that the Act appropriately
reflects both the civil law of the province of Quebec and the law of
other provinces.) For more information on paragraphs 94(3)(d) and (e),
see the commentary on those provisions.

This amendment applies to assessments made after 2002.
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Clauses 33 and 34
Penalties

ITA
162 and 163

Subsections 162 and 163 of the Act impose penalties for infractions
such asfailing to provide certain information on areturn, failing to filea
return for ataxation year, and making false statements on a return.

ITA
162(10.1) and (10.11)

Subsection 162(10.1) of the Act imposes a penalty on any person or
partnership that is more than 24 months late in filing an information
return that the person or partnership was required to file under any of
sections 233.1to 233.4. (This penalty appliesin addition to the penalties
imposed under subsections 162(7) and (10).)

The penalty imposed under subsection 162(10.1) with respect to a
particular information return is equal to a specified amount lessthe
amount of the penaltiesimposed under subsections 162(7) and (10) with
respect to the return. The specified amount with respect to an
information return for atrust required to be filed by a person or
partnership under section 233.2 is equal to 5% of the total fair market
value of any property transferred or loaned to the trust that, if no other
loan or transfer were taken into account, would have imposed an
obligation on the person or partnership to file the return.

Subsection 162(10.1) is amended, as a consequence of amendments
made to section 233.2, by changing the manner in which the specified
amount is determined. The specified amount is now to be determined
with reference to the fair market value of “contributions’ made by the
person or partnership to the trust.

New subsection 162(10.11) provides that, for the purpose of the
calculation in subsection 162(10.1), the definitions and rulesin
subsections 94(1), (2) and (9) generally apply. Subsection 162(10.11) is
similar to amended subsection 233.2(2), described in greater detail in
the commentary below.

These amendments apply to returnsin respect of taxation years that
begin after 2002. They also apply to returnsin respect of taxation years
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that begin after 2000, or after 2001, if the trust makes the appropriate
election under the coming-into-force provision for new section 94 of the
Act.

ITA
162(10.3), 162(10.4), 163(2.6) and 163(2.91)

Existing paragraph 94(1)(d) of the Act provides for non-resident trusts
to be treated as foreign affiliates. It is being repealed as a consequence
of the introduction of new rules for non-resident trustsin section 94.
Subsections 162(10.3) and (10.4) are rules that affect the cal culation of
penalty tax in respect of a person's or partnership's failure to file areturn
in respect of aforeign affiliate.

Subsections 163(2.6) and (2.91) are similar provisions that affect the
calculation of penalty tax in respect of false statements and omissionsin
such areturn.

Subsections 162(10.3) and 163(2.6) are amended to reflect the changes
to section 94 under which non-resident trusts are no longer treated as
foreign affiliates. Subsections 162(10.4) and 163(2.91) are repealed for
the same reason.

These amendments apply to returns in respect of taxation years that
begin after 2002. They also apply to returnsin respect of taxation years
that begin after 2000, or after 2001, if the trust makes the appropriate
election under the coming-into-force provision for new section 94 of the
Act.

ITA
163(2.4)(b) and (2.41)

Subsection 163(2.4) of the Act imposes a penalty on any person or
partnership that, knowingly or under circumstances amounting to gross
negligence, has made or has participated in, assented to, or acquiesced
in, the making of afalse statement or omission in areturn required to be
filed under any of sections 233.1 to 233.6. The penalty under paragraph
163(2.4)(b) relatesto areturn required to be filed under section 233.2.
The existing pendty is the greater of $24,000 and 5% of the total fair
market value of the property that the person or partnership loaned or
transferred to the trust that gave rise to the obligation to file.
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Paragraph 163(2.4)(b) is amended as a consequence of changes made to
the non-resident trust rules in section 94 and the annua reporting
requirement in respect of non-resident trusts under section 233.2. Under
amended section 233.2, a person is subject to the annual reporting
reguirement where the person makes a“ contribution” to the trust.

Accordingly, amended paragraph 163(2.4)(b) provides for a penalty for
aperson equal the greater of $24,000 and a specified amount in respect
of the return. The specified amount for a person is essentially equal to
5% of the fair market value of “contributions’ made by the person. The
specified amount is calculated in the same way as the specified amount
under amended subsection 162(10.1) in respect of late-filed returns.
Under new subsection 163(2.41), the definitions and rulesin
subsections 94(1), (2) and (9) generally apply. Subsection 163(2.41) is
similar to amended subsection 233.2(2), described in greater detail in
the commentary below.

These amendments apply to returns in respect of taxation years that
begin after 2002. They also apply to returnsin respect of taxation years
that begin after 2000, or after 2001, if the trust makes the appropriate
election under the coming-into-force provision for new section 94 of the
Act.

Clause 35
Withholding and Remittance of Tax

ITA
215

Section 215 sets out rules governing when a person paying or crediting
an amount to a non-resident must withhold a portion of the amount paid
or credited.

ITA
215(1)

Subsection 215(1) providesthat, where aresident of Canada paysor is
deemed to pay an amount to a non-resident person in respect of which
the non-resident person is liable for withholding tax under Part X111, the
payer isrequired to withhold the tax from the amount and remit it to the
Receiver General on behalf of the non-resident.
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Subsection 215(1) is amended to ensure that, where an amount is paid
or credited (or deemed to be paid or credited) to atrust that is deemed,
by paragraph 94(3)(a), to be resident in Canada for the purpose of
determining the trust’ sliability for tax under Part X111, the payer is
required to withhold the tax that would otherwise be payable by the trust
and to remit it to the Receiver General.

For more detail on the application of Part XI11 to trusts deemed, under
paragraph 94(3)(a), to be resident in Canada, and to payers of amounts
to such trusts, see the commentary on subsection 94(3) and (4) and
subsections 216(4.1).

This amendment applies to trust taxation years that begin after 2002. It
also applies to trust taxation years that begin

» after 2000 if the trust makes a valid election under the coming-
into-force provision of new section 94, and

» after 2001 if the trust makes avalid election under the coming-
into-force provision of new section 94.

Clause 36
Deduction and Payment of Tax

ITA
216

Section 216

Section 216 of the Act provides certain rules relating to non-residents
who elect to be taxed under Part | in respect of certain rental and timber
royalty income rather than under Part X111, which would normally apply
in such circumstances.

Rents and timber royalties—optional method

of payment

ITA
216(4.1)

In general, Part X111 of the Act imposes awithholding tax of 25% on
rental payments made by Canadians to non-resident owners of Canadian



190

rea property. An exception to this genera rule exists where anon-
resident chooses, under subsection 216(4) of the Act, to file a Canadian
income tax return in respect of the rental income and timber royalty
income and pay tax on the net amount of such income. Where the
conditions of subsection 216(4) are satisfied, the rule requiring a
Canadian payer (or agent of the payee pursuant to s. 215(3)) to remit
25% of the gross payment to the CCRA does not apply; instead, only
25% of the net amount of income received by the non-resident’ s agent
need be remitted.

However, an otherwise non-resident trust to which paragraph 94(3)(a)
of the Act would apply is deemed resident in Canada for the purposes of
determining the liability under Part X111 on amounts paid to the trust.
Therefore, the trust would not be able to rely on subsection 216(4),
despite the liability, because of paragraph 94(4)(b) and section 215, of a
Canadian payer for amounts paid or credited to the trust that would, but
for proposed paragraph 94(3)(a), generally have been subject to atax
under Part X1I1.

Subsection 216(4.1) isintroduced to provide a measure of relief in these
circumstances. Under that subsection, if atrust is deemed by

subsection 94(3) to be resident in Canadafor a taxation year for the
purpose of computing the trust's income for the year, aperson who is
otherwise required by subsection 215(3) to remit in the year, in respect
of the trust, an amount to the Receiver General in payment of tax on
rent on rea property or on atimber royalty may elect in prescribed form
filed with the Minister under this subsection not to remit under
subsection 215(3) in respect of amounts received after the electionis
made. Under paragraphs 216(4.1)(a) and (b), if that election is made,
the elector shall,

» when any amount is available out of the rent or royalty received
for remittance to the trust, deduct 25% of the amount available
and remit the amount deducted to the Receiver General on behalf
of the trust on account of the trust’stax under Part |; and

» if thetrust does not file areturn for the year as required by section
150, or does not pay the tax that the trust is liable to pay under
Part | for the year within the time required by that Part, on the
expiration of the later of the time for filing or payment, asthe case
may be, pay to the Receiver General, on account of the trust’ s tax
under Part |, the amount by which the full amount that the elector
would otherwise have been required to remit in the year in respect
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of the rent or royalty exceeds the amounts that the elector has
remitted in the year under paragraph 216(4.1)(a) in respect of the
rent or royalty.

This amendment applies to trust taxation years that begin after 2002.
Clause 37
Foreign Reporting Requirements

ITA
233.2

Existing section 233.2 of the Act requires certain persons who have
made transfers or loansto a“specified foreign trust”, or to a
non-resident corporation that is acontrolled foreign affiliate of such a
trugt, to file annual information returns with respect to the trust. A
“specified foreign trust”, as defined in subsection 233.2, includes atrust
with a“specified beneficiary” resident in Canada. Asdefined in
subsection 233.2(1), a“ specified beneficiary” is generally any
beneficiary under the trust with the exception of persons listed in
subparagraphs (a)(i) to (x) of the definition. For a return to be required
to befiled as a consequence of atransfer or loan, it is necessary to have
a‘“non-arm's length indicator”, as set out in subsection 233.2(2), apply
in respect of the transfer or loan. One of the cases where a“non-arm's
length indicator” appliesin respect of atransfer to atrust is where the
transferor is a* specified beneficiary” under the trust. Subsection
233.2(3) provides alook-through rule so that, where a partnership
transfers property, it is considered to have been transferred by members
of the partnership.

New section 94 sets out new rules governing the taxation of non-
resident trusts. In order to be consistent with the new rules:

 the definitions “ specified beneficiary” and “specified foreign
trust” in section 233.2 are repeded,

» thereisno longer arequirement for a“non-arm's length
indicator”, so the existing rule in subsection 233.2(2) is repealed,

» except as described below, the definitions and rules of application
in subsections 94(1) and (2) apply because of amended subsection
233.2(2), and
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» thereisno longer arequirement for an explicit look-through rule
for partnershipsin section 233.2, given that the rule in paragraph
94(2)(0) applies because of amended subsection 233.2(2).
Consequently, subsection 233.2(3) is repeal ed.

Under amended subsection 233.2(4), reporting will generaly be
required for ataxation year whenever a“contribution” has been made
by a person resident in Canada to a non-resident trust at or before the
end of the year. Because of amended subsection 233.2(2), the
expression “contribution” generally carries the same meaning asin new
section 94 with most of the same exceptions for “arm's length transfers”
contained in the definition of that expression in subsection 94(1).
However, the exception in that definition against transfer of “restricted
property” (as defined in subsection 94(1)) is extended to apply to most
transfers described in paragraph 94(2)(g) (unless the transfer involves,
generally, an issuance of aunit or share from a mutual fund trust, a
mutual fund corporation or a corporation other than a closely-held
corporation, as the case may be), with the result that such transfers do
not give rise to an exception to the obligations for reporting under
subsection 233.2(4). It should be noted that amended subsection
233.2(2) aso applies for the purpose of new paragraph 233.5(c.1).

New subparagraph 233.2(4)(c)(ii) sets out alist of persons for whom
reporting obligations are not imposed. Thislist is consistent with the list
of beneficiaries who are not treated as “ specified beneficiaries” under
the existing rules in section 233.2.

Amended subsection 233.2(4) of the Act also exempts contributors from
filing information returns with regard to trusts described in paragraphs
(c) to (i) of the new definition “exempt foreign trust” in subsection
94(1). For more information in this regard, see the commentary on that
definition.

These amendments apply to returnsin respect of trust taxation years that
begin after 2002. They also apply to returns in respect of trust taxation
years that begin after 2000, or after 2001, if the trust makes the
appropriate election under the coming-into-force provision for new
section 94 of the Act.
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ITA
233.2(4.1)

New subsection 94(3) of the Act providesthat, where a non-resident
trust has aresident contributor or resident beneficiary at the end of the
trust's taxation year, the trust is generally taxed on itsincome in Canada
for the year asif the trust were resident in Canada. However, the
deeming provisionsin subsection 94(3) apply only to arrangements that
are considered to be trusts for Canadian income tax purposes. |n some
cases, there may be doubt as to whether a given arrangement is atrust
for Canadian income tax purposes.

New subsection 233.2(4.1), in combination with subsection 233.2(4),
imposes a filing obligation on contributors to certain entities or
arrangements in respect of which reporting is not otherwise required.
One of the key objectives of subsection 233.2(4.1) isto ensure that
claims that section 94 does not apply can be reviewed by the CCRA.

More specifically, new subsection 233.2(4.1) applies where property
has, directly or indirectly, been transferred or loaned by a person to be
held

» under an arrangement governed by laws that are not laws of
Canada or aprovince, or

* by anon-resident entity (as defined in subsection 94.1(1)).

The person must, where certain additional conditions are satisfied, file
the information return referred to in amended subsection 233.2(4).

New subsection 233.2(4.1) provides that, except as the Minister of
National Revenue otherwise permitsin writing, the person has
obligations under amended subsection 233.2(4) if al of the following
conditions are satisfied:

» thetransfer or loan is not an arm's length transfer (within the
meaning that would be assigned by the definition “arm's length
transfer” in subsection 94(1) as amended by subsection 233.2(2));

» thetransfer or loan is not solely in exchange for property that
would be described in paragraphs (a) to (i) of the definition
“specified foreign property” in subsection 233.3(1) if that
definition were read without reference to paragraphs (j) to (qg) of
that definition;
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» theentity or arrangement is not atrust in respect of which the
person would, without reference to subsection 233.2(4.1) and the
explicit exemptions for filing returns contained in subsection
233.2(4), berequired to file an information return for a taxation
year that includes that time; and

» theentity or arrangement is, for ataxation year or fiscal period
that includes that time, not

(i) an exempt foreign trust (as defined in subsection 94(1)),

(ii) foreign affiliate in respect of which the person is areporting
entity (as defined in subsection 233.4(1)), or

(iii) an exempt trust (as defined in subsection 233.2(1)).

Where the above conditions are satisfied, the person's obligations under
subsection 233.2(4) and related provisions are determined asiif:

 thetransfer were a contribution to which paragraph 233.2(4)(a)
applied;

» theentity or arrangement were atrust not resident in Canada
throughout the calendar year that includes the time of the transfer
or loan; and

» thetaxation year of the entity or arrangement were that calendar
year.

These amendments apply to returnsin respect of trust taxation years that
begin after 2002. They also apply to returnsin respect of trust taxation
years that begin after 2000, or after 2001, if the trust makes the
appropriate el ection under the coming-into-force provision for new
section 94 of the Act.

Clause 38
Returnsin Respect of Foreign property

ITA
233.3

Section 233.3 of the Act provides reporting requirements in respect of
foreign property. In general terms, it provides that certain taxpayers
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resident in Canada and certain partnerships must file an information
return with respect to their “ specified foreign property” if thetotal cost
amount of such property exceeds $100,000. For this purpose, “ specified
foreign property” (as defined in subsection 233.3(1)) includes an
interest in a non-resident trust or atrust that would be non-resident were
it not for section 94. It does not include an interest in a non-resident
trust that was not acquired for consideration by the person or
partnership.

Paragraph (d) of the definition “specified foreign property” is amended
by changing a cross-reference to section 94 to a cross-reference to new
subparagraph 94(3)(a)(v). This amendment is consequential on
amendments to section 94. As aresult, interests in trusts deemed to be
resident of Canada because of section 94 are “ specified foreign
property” unless otherwise expressy excluded.

Paragraph (d.1) of the definition isintroduced so that specified foreign
property includes an interest in an insurance policy issued by anon-
resident insurer, if the mark-to-market regime in section 94.2 appliesin
respect of theinterest. New paragraph (d.1) of the definition appliesto
returns for taxation years that begin after 2002. For further information
in thisregard, see the commentary on new subsection 94.2(11).

Paragraph (1) of the definition is repealed to eliminate a reference to
truststhat are treated as foreign affiliates. This reference is no longer
necessary in light of new subsection 94(1), under which non-resident
trusts are no longer treated as foreign affiliates.

Paragraph (m) of the definition is amended so that the exclusion for
non-resident trusts that applies with regard to interests not acquired for
consideration also applies to trusts that are deemed by subsection 94(3)
to be resident in Canada. This amendment is made for consistency.

Except as indicated above, these amendments generally apply to returns
in respect of trust taxation years that begin after 2002. In addition,
amended paragraphs (d) and (m) of the definition “ specified foreign
property” and the repea of paragraph (1) of that definition apply to
returns in respect of trust taxation years that begin after 2000, or after
2001, if the trust makes the appropriate € ection under the coming-into-
force provision for new section 94 of the Act.



196
Clause 39
Retur ns Respecting Foreign Affiliates

ITA
233.4(1) and (2)

Section 233.4 of the Act provides reporting requirements in respect of
foreign affiliates. In general terms, it provides that taxpayers resident in
Canada (or certain partnerships) of which a non-resident corporation or
non-resident trust is aforeign affiliate must file an information return in
respect of the affiliate.

Subsections 233.4(1) and (2) are amended to eliminate references to
foreign affiliates that are non-resident trusts. These references are no
longer necessary in light of new subsection 94(1), under which
non-resident trusts are no longer treated as foreign affiliates.

These amendments apply to taxation years and fiscal periods that begin
after 2002. They apply to taxation years and fiscal periods that begin
after 2000, or after 2001, if the trust makes the appropriate election
under the coming-into-force provision for new section 94 of the Act.

Clause 40
Due Diligence Exception

ITA
2335

Section 233.5 of the Act provides that, where specified conditions set
out in paragraphs 233.5(a) to (d) are met, information required in a
return filed under section 233.2 or 233.4 does not include information
that is not available to the person or partnership required to file the
return. In the case of areturn required to be filed by a person or
partnership under section 233.2, paragraph 233.5(c) provides that it
must be reasonable for the person or partnership to expect, at the time of
each transaction entered into by the person or partnership after March 5,
1996 that either givesriseto the requirement to file the return or that
affects the information to be reported in the return, that sufficient
information would be available to the person or partnership to comply
with section 233.2.
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Paragraph 233.5(c) is amended so that it applies only in connection with
transactions entered into before June 23, 2000 that gave rise to the
requirement to file areturn for ataxation year of the trust that began
before 2003. In connection with trust returns required to be filed for
trust taxation years that began before 2003, it must be reasonable for the
person or partnership to expect that sufficient information would have
been avail able to the person or partnership to comply with section 233.2
if the proposed amendments to section 94 were not taken into account.

Paragraph 223.5(c) is also amended so that it does not apply to returns
required to be filed under section 233.4. It is replaced in this respect by
new paragraph 233.5(c.2), without any change in the specified
conditions for such returns.

Paragraph 233.5(c.1) isintroduced in connection with returns required
to befiled under section 233.2 by a person or partnership for ataxation
year of the trust that begins after 2002. Where “contributions’
(determined with reference to subsection 233.2(2), referred to in the
commentary above) are made after June 22, 2000, relief under section
233.5isavailable only if it was reasonable for the person or partnership
to expect, at the time of each such contribution that either givesrise to
the requirement to file the return or that affects the information to be
reported in the return, that sufficient information would be available to
the person or partnership to comply with section 233.2.

This amendment applies to returns in respect of taxation years that
begin after 2002. It also appliesto returnsin respect of taxation years
that begin

e in 2001 or 2002, if the trust makes avalid € ection under the
coming-into-force provision for new section 94 of the Act, in
which case section 233.5 of the Act shall be read, in respect of the
trust, without reference to paragraph 233.5(c), and

* in 2002, if the trust makes avalid el ection under the coming-into-
force provision of new section 94 Act, in which case section 233.5
of the Act shall be read, in respect of the trust, without reference
to paragraph 233.5(c).
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Clause 41
Definitions

ITA
248(1)

Section 248 of the Act defines a number of terms that apply for the
purposes of the Act, and sets out various rules relating to the
interpretation and application of various provisions of the Act.

“controlled foreign affiliate”

The expression “controlled foreign affiliate” is defined to have the
meaning assigned by subsection 95(1).

This definition is amended so that it applies except as expressly
otherwise provided in the Act. See, for example, the definition
“controlled foreign affiliate” in subsection 17(15).

This amendment applies to taxation years that begin after 2002.
“cost amount”

This definition is used throughout the Act, particularly in provisions
relating to the transfer of properties to and from corporations, trusts and
partnerships.

New paragraph (c.2) of the definition provides that, where a cost of
property to ataxpayer is determined as of any time under new
subsection 94.2(13), that cost is aso the “ cost amount”, under
subsection 248(1), of the property to the taxpayer at that time.

This amendment applies to taxation years that begin after 2002.
“inventory”

A taxpayer's “inventory” is generally described in subsection 248(1) of
the Act as a description of property the cost or value of whichis
relevant in computing a taxpayer's income from a business for a taxation
year. Rules for “inventory” in section 10 and elsewherein the Act affect
the calculation of ataxpayer'sincome from business.
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The definition “inventory” is amended to exclude property that is
subject to the application of subsection 94.1(4) or 94.2(3) of the Act.

This amendment applies to fiscal periods that begin after 2002.
“share”

The definition “share” is amended so that it applies except asthe
context otherwise requires. For example, if the context requires that the
expression “share” refer to a portion of an amount or thing, then it
would not carry the meaning otherwise assigned by subsection 248(1).
This amendment applies to taxation years that begin after 2002.
“foreign accrual property income’

The definition “foreign accrual property income” isincluded in
subsection 248(1) so that the definition of this expression in section 95
of the Act applies for the purposes of the Act.

This amendment applies to taxation years that begin after 2002.
“foreign investment entity”

The definition “foreign investment entity” isincluded in subsection
248(1) so that the definition of this expression in subsection 94.1(1) of
the Act applies for the purposes of the Act.

This amendment applies to taxation years that begin after 2002.
“non-discretionary trust”

The definition “ non-discretionary trust” isincluded in subsection 248(1)
so that the existing definition of the expression in subsection 17(15)
appliesfor the purposes of the Act. The expression isused in the
definition “foreign investment entity” in new subsection 94.1(1).

This amendment applies to taxation years that begin after 2002.
“participating interest”

The definition “participating interest” is included in subsection 248(1)

so that the definition of this expression in subsection 94.1(1) of the Act
appliesfor the purposes of the Act.
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This amendment applies to taxation years that begin after 2002.
“gspecified participating interest”

This definition is used throughout the Act, particularly in provisions
relating to the transfer of properties to and from corporations, trusts,
partnerships, spouses or common-law partners. In general, atransfer of
property that is a specified participating interest will not qualify for
specia rulesin the Act that would otherwise allow the transferor of the
property to defer recognition, for income tax purposes, of any accrued
gains or losses in respect of the property.

A specified participating interest at any time means a property of a
taxpayer that at that timeisa* participating interest” (e.g., ashare of a
non-resident corporation, or abeneficial interest in a non-resident trust) of
the taxpayer in a“foreign investment entity” (asthose expressions are
defined in subsection 94.1(1)). However, if the interest is at that time an
“exempt interest” (as defined in subsection 94.1(1)) of the taxpayer in the
foreign investment entity, it will not be at that time a specified
participating interest.

A specified participating interest at any time also means a property of a
taxpayer that at that time is a participating interest of the taxpayer in a
“tracking entity” (as defined in subsection 94.2(1)). However, if the
interest is at that time an exempt interest of the taxpayer in the tracking
entity, it will not be at that time a specified participating interest, unless
the tracking entity is a controlled foreign affiliate of the taxpayer or isa
qualifying entity that is aforeign affiliate of the taxpayer in respect of
which the taxpayer has a qualifying interest (within the meaning
assigned by paragraph 95(2)(m) of the Act).

For more detail on the definitions “participating interest”, “tracking
entity”, “exempt interest”, and “foreign investment entity”, see the
commentary on those definitions.

This amendment applies to taxation years that begin after 2002.
Civil Law

ITA
248(3)

Subsection 248(3) of the Act provides a number of rules that apply for
the purposes of applying the Act in relation to the Province of Quebec.
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Paragraphs 248(3)(a) to (d) deem certain relationships or arrangements
created under the laws of the Province of Quebec to be trusts for those
purposes. Paragraph 248(3)(e) clarifies that a person is deemed to be
beneficialy interested in atrust if the person has any right to receive the
income or the capital in respect of property that is deemed, under any of
paragraphs 248(3)(a) to (d), to be held in trust. Paragraph 248(3)(f)
providesthat a person beneficialy owns property, even if thereisa
servitude in respect in the property, in relation to which the person has the
rights described in any of subparagraphs 238(3)(f)(i) to (iii).

Subsection 248(3) is amended so that it applies generally for the purposes
of the Act.

Therulesfound in paragraphs 248(3)(a) to (c) of the Act are now found
in new paragraph 248(3)(a), which sets out the treatment as atrust of
certain relationships or arrangements under civil law.

New paragraph 248(3)(b) ensures that the rules in the Act that apply to
trusts (including the rulesin new sections 94 to 94.4) also apply to
foundations. Where property is at any time property of afoundation
(and the foundation is not otherwise treated as a trust or corporation for
purposes of the Act), the foundation is deemed under paragraph
248(3)(b) to be at that time atrust, and where the foundation is created
by will, to be atrust created by will. Such property is deemed to have
been transferred (at the time it first became property of the foundation)
to the trust by the person that transferred the property to the foundation,
and_the property is deemed to be, throughout the period in which itis
property of the foundation, held by the trust, and not otherwise.

The provisions of paragraph 248(3)(d) are now found in paragraph
248(3)(c). However, note that new paragraph 248(3)(c) clarifiesthat itis
intended to apply only in respect of arrangements that are neither
partnerships nor trusts determined without reference to the paragraph
248(3)(c). In addition, new paragraph 248(3)(c) appliesonly to an
arrangement established on or before Announcement Date. This
recognizes that amendments to the Quebec Civil Code have rendered the
provision’s original purpose —to allow for the characterization, in the
Province of Quebec, of certain entities as trusts under the Act even
though they may not technically constitute trusts under the civil law of
Quebec — unnecessary.

The provisions of paragraphs 248(3)(e) and (f) are found in new
paragraphs 248(3)(d) and (€), respectively.

These amendments apply to taxation years that begin after Announcement
Date.



202

Part 2
Technical Amendmentsto the | ncome Tax Amendments Act, 2000
Clause 42

SC. 2001, C.17
53(2)(a)

Income Tax Act
73(1)

Subsection 73(1) of the Income Tax Act generally provides for atax-free
disposition of capital property if it istransferred by an individual to the
individual's spouse, common-law partner or atrust for the exclusive
benefit of the spouse or common-law partner during the lifetime of the
spouse or common-law partner. For subsection 73(1) to apply, the
transferor and transferee must both be resident in Canada at the time of
the transfer. Where the transferee isa trugt, in respect of transfers that
occur in 2000 or 2001, the residency requirement is determined without
reference to subsection 94(1) asit read before 2002.

This amendment to the Income Tax Amendments Act, 2000, ensures
that, in applying subsection 73(1) in respect of transfersthat occur in
2000, 2001 or 2002, the residence of atransferee will be determined
without reference to section 94 of the Act, asit reads in its application
to taxation years that began before 2003.

This amendment is deemed to come into force on June 14, 2001.
Clause 43

SC. 2001, C.17
80(19)

Income Tax Act
107(1)

Paragraph 107(1)(a) of the Income Tax Act applies for the purpose of
computing a taxpayer's taxable capital gain from the disposition of a
capital interest in apersonal trust (or a prescribed trust described in
section 4800.1 of the Income Tax Regulations), except where the
interest was an interest in a non-resident inter vivos trust purchased by
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the taxpayer and the disposition was not by way of a distribution to
which subsection 107(2) applies. For this purpose the residency of the
trust isto be determined without reference to section 94 as it read before
2002.

This amendment to the Income Tax Amendments Act, 2000, ensures
that, in applying subsection 107(1) in respect of transfers that occur in
2000, 2001 or 2002, the residence of atransferee trust will be
determined without reference to section 94 of the Act, asit readsin its
application to taxation years that began before 2003.

This amendment is deemed to come into force on June 14, 2001.



