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Foreign Affiliate Update

 Dale S. Meister* PricewaterhouseCoopers LLP 

Nearly four years have passed since the Department of Finance issued
detailed proposals to amend the existing foreign aff iliate provisions in the
Canadian Income Tax Act1 on December 20, 2002.2 This proposed legislation
contained the most sweeping changes to the foreign aff iliate rules since the
foreign aff iliate amendments of 1994. The December 20, 2002 draft legisla-
tion was fraught with many anomalies and issues, forcing Finance to issue a
second set of draft proposals on February 27, 2004.3 Unfortunately for
taxpayers, the 2004 Proposals created even more anomalies and issues. It has
been over 21/2 years since the second set of draft proposals were issued, and
we have yet to see a third draft . Finance has issued a number of comfort
letters and other announcements to address some of the anomalies and
issues raised by taxpayers and members of the tax community.

The purpose of this paper is to provide an update on three key portions of
the draft foreign aff iliate legislation:

1. Subsection 88(3), dealing with top-tier foreign aff iliate distributions;

2. Internal transfers and suspension rules, in particular proposed
paragraphs 95(2)(c.1) through (c.6), (f.3) through (f.9), and (h) through
(h.5); and

3. Foreign aff iliate mergers, liquidations and distributions, namely pro-
posed paragraphs 95(2)(d ), (d.1), (e), (e.1), and (e.3) through (e.5).

For each of these three sections of legislation, both the currently enacted
legislation and the proposed legislation are discussed. As well, comfort
letters and announcements issued by the Department of Finance on these
sections of the proposed legislation, up to October 31, 2006, are discussed in
detail.

SUBSECTION 88(3) — TOP-TIER FOREIGN
AFFILIATE DISTRIBUTIONS

Currently Enacted Subsection 88(3)

Subsection 88(3) is often referred to as a top-tier foreign aff iliate liquidation
provision. Currently enacted subsection 88(3) applies where, on the dissolu-
tion of a controlled foreign aff iliate (‘‘FA1’’) of a taxpayer (‘‘Canco’’), shares

* The author wishes to recognize the considerable assistance provided by Johnson Tai, together
with Deirdre Choate and Jason Durkin, all from the International Tax Services group of
PricewaterhouseCoopers LLP in Calgary.
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of another foreign aff iliate (‘‘FA2’’) of Canco have been disposed of to
Canco.4

Currently enacted paragraph 88(3)(a) deems FA1 to have disposed of its
FA2 shares for proceeds of disposition equal to FA1’s adjusted cost base
(‘‘ACB’’) in those shares. Canco can elect a greater amount of proceeds of
disposition for FA1, up to the fair market value of the FA2 shares immedi-
ately before the dissolution. The cost of the FA2 shares to Canco would
equal FA1’s proceeds of disposition for those shares.

Under currently enacted provisions, if the FA2 shares are excluded prop-
erty5 of FA1 and Canco elects an amount greater than the ACB of the FA2
shares, any gain recognized by FA1 would be allocated one half to exempt
surplus and one half to taxable surplus.6 None of the gain would be foreign
accrual property income7 (‘‘FAPI’’). However, any gain recognized by FA1
would be FAPI if the FA2 shares are not excluded property of FA1.

Under currently enacted paragraph 88(3)(b), Canco’s proceeds of disposi-
tion for its FA1 shares would be equal to the following:

1. Canco’s cost in the FA2 shares received from FA1, as determined under
paragraph 88(3)(a) (i.e., FA1’s proceeds of disposition for those shares);
plus

2. The fair market value of any other property distributed to Canco upon
FA1’s dissolution; less

3. The total of all debts owing by FA1 that were assumed or cancelled by
Canco upon the dissolution.

As a result, Canco could recognize a gain or loss upon the dissolution of
FA1. Such gain or loss would be a capital gain or loss provided Canco held
the FA1 shares as capital property.

Currently enacted subsection 88(3) only addresses the distribution of FA2
shares by FA1 upon FA1’s dissolution. The distribution of any property
other than shares of a foreign aff iliate is not addressed by existing subsec-
tion 88(3). As well, any distribution of property other than in the course of a
dissolution of FA1 is not addressed by existing subsection 88(3).

Under currently enacted legislation, subsection 69(5) should provide the
Canadian income tax consequences of FA1’s distribution of any property
other than shares of a foreign aff iliate (‘‘non-share property’’) upon its
winding-up. Under paragraph 69(5)(a), FA1 would be deemed to have dis-
posed of its non-share property immediately before the winding-up for
proceeds of disposition equal to the fair market value of the property at that
time. Where FA1 recognizes a gain on non-share property that is excluded
property, the entire gain would be added to FA1’s exempt surplus, provided
the excluded property was used by FA1 to earn income from an active
business carried on in a designated treaty countr y.8 Where FA1 recognizes a
gain on non-share property that is not excluded property, the gain would be
FAPI. Under paragraph 69(5)(b), Canco’s cost of the non-share property
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received upon FA1’s winding-up would be equal to the property’s fair
market value immediately before the winding-up.

Refer to Figure 1 for a summary of the mechanics of currently enacted
subsection 88(3).
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Proposed Subsection 88(3) — February 27, 2004

The 2004 Proposals included signif icant amendments to subsection 88(3).
The amendments to subsection 88(3) set out in the 2004 Proposals (herein-
after referred to as ‘‘2004 subsection 88(3)’’) broadened the application of
this provision. 2004 subsection 88(3) applies where a Canadian resident
taxpayer (‘‘Canco’’) receives property from a foreign aff iliate (‘‘FA1’’),
whether or not FA1 is a controlled foreign aff iliate of Canco, as a result of:

1. A dissolution and liquidation of FA1;

2. A redemption of shares of FA1;

3. A payment of a dividend by FA1; or

4. A distribution of property by FA1.
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2004 Paragraph 88(3)(a)

2004 paragraph 88(3)(a) applies where FA1 transfers property to Canco that
is shares of another foreign aff iliate (‘‘FA2’’) and those shares are excluded
property of FA1. FA1 is deemed to have disposed of the FA2 shares for
proceeds of disposition equal to FA1’s ACB in the FA2 shares. Canco can
elect to have FA1 have a greater amount of proceeds of disposition. The
amount elected by Canco cannot be less than the ACB nor greater than the
fair market value of the FA2 shares. Canco is deemed to have acquired the
FA2 shares at a cost equal to FA1’s proceeds of disposition for the FA2
shares (as determined under 2004 subparagraph 88(3)(a)(i)).

If Canco makes the election, such that FA1 recognizes a gain on the
transfer, the gain is FAPI under the amended def inition of FAPI9 in the 2004
Proposals. As a result, there is no potential for FA1 to trigger any exempt
surplus by making the election, notwithstanding that the FA2 shares are
excluded property of FA1. Proposed subsection 93(1.4) would deny the
abilit y to make a subsection 93(1) election to reduce the FAPI, since 2004
paragraph 88(3)(a) applies.

2004 Paragraph 88(3)(b)

2004 paragraph 88(3)(b) applies where 2004 paragraph 88(3)(a) does not
apply. That is, where the property received by Canco (the ‘‘distributed prop-
erty’’) is not shares of a foreign aff iliate, or if the distributed property is
shares of a foreign aff iliate, the shares are not excluded property to FA1. In
this case, under 2004 subparagraph 88(3)(b)(i), FA1 is deemed to have dis-
posed of the distributed property for proceeds of disposition equal to the
fair market value of the distributed property. Pursuant to 2004 subpara-
graph 88(3)(b)(ii), Canco is deemed to have acquired the distributed prop-
erty at a cost equal to FA1’s proceeds of disposition, that is, at the fair
market value of the distributed property.

If the distributed property is excluded property that is an active business
asset, then any income or capital gain recognized by FA1 would generate
exempt and/or taxable surplus.10 Note that the suspended gain rules in
proposed paragraphs 95(2)(f.3) and (f.4) should not apply because proposed
paragraph 95(2)(f.6) precludes their application where 2004 subsection 88(3)
otherwise applies. If the distributed property is not excluded property, any
gain would be FAPI.

The signif icant difference between 2004 subsection 88(3) and currently
enacted subsection 88(3) is that the proposed legislation no longer allows a
rollover of FA2 shares unless they are excluded property. As a result, the
proposed legislation makes the determination of excluded property status
for FA2 shares even more critical than under existing legislation.

Refer to Figure 2 for a summary of 2004 paragraphs 88(3)(a) and (b).
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2004 Paragraph 88(3)(c)

2004 paragraph 88(3)(c) applies where Canco disposes of the shares of FA1
on the dissolution and liquidation of FA1 or on the redemption, acquisition
or cancellation of the shares of FA1. This paragraph determines the pro-
ceeds of disposition for the shares of FA1 disposed of by Canco. Canco is
deemed to have disposed of the FA1 shares for proceeds of disposition equal
to:

1. Canco’s cost amount of the property received from FA1 as considera-
tion for the disposition of the FA1 shares; less

2. The amount of debts and obligations of FA1 that Canco either assumes
or cancels because of FA1’s dissolution and liquidation (or because of
the redemption, acquisition or cancellation of the FA1 shares, as the
case may be).

2004 Paragraph 88(3)(d)

2004 paragraph 88(3)(d ) applies where Canco receives property as a divi-
dend or a distribution of property from FA1. This paragraph is similar to
2004 paragraph 88(3)(c) in that the amount of the dividend or distribution
of property is equal to:
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1. Canco’s cost of the property received from FA1 as a dividend or
distribution of property, less

2. The amount of debts and obligations of FA1 that Canco either assumes
or cancels because of the dividend or distribution of property.

2004 Paragraph 88(3)(e)

2004 paragraph 88(3)(e) applies where Canco receives a distribution of
property from FA1 and it is reasonable to consider the distribution to be
either :

1. A return of an amount that was received by FA1 as consideration for
the issuance of its shares to Canco, that is, a return of share capital; or

2. A return of contributed surplus that was received by FA1 as a contribu-
tion to its capital by Canco.

In either case, Canco would reduce its ACB in the FA1 shares by the
amount of the distribution of property.

2004 Paragraph 88(3)(f)

2004 paragraph 88(3)(f ) applies where Canco receives a distribution of
property from FA1 and does not deduct the amount from the ACB in the
FA1 shares under 2004 paragraph 88(3)(e). In this case, Canco must include
the amount of the distribution in its income as income from property
(where the property is the FA1 shares).

This paragraph appears to link with 2004 paragraph 88(3)(d ) with respect
to distributions of property that are not dividends. 2004 paragraph 88(3)(d )
determines the amount of the distribution and 2004 paragraph 88(3)(f )
requires that Canco treat the distribution as income from property.11

2004 paragraph 88(3)(f ) appears to address FA1 distributions of property
that are neither returns of capital, returns of contributed surplus, nor divi-
dends, and that are not in connection with a redemption of FA1 shares or a
dissolution and liquidation of FA1. One possible example of where this
paragraph could apply is to an appropriation of FA1 property by Canco
that, under the corporate laws of FA1’s countr y of incorporation, is not
considered a dividend, a return of capital, a return of contributed surplus, a
redemption of FA1 shares, or a liquidation and dissolution of FA1.

Subsection 88(3) Comfort Letters

The amendments to subsection 88(3) under the 2004 Proposals created
many unanswered questions and unresolved issues. Since the 2004 Proposals
were released, the Department of Finance (‘‘Finance’’) has issued a number
of comfort letters and other announcements that attempt to clarif y portions
of 2004 subsection 88(3), and in some cases, modif y the proposals. Set out
below is a chronological discussion of the comfort letters and announce-
ments that attempt to clarif y and modif y 2004 subsection 88(3).

Vol. 19, No. 1
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August 19, 2004 Comfort Letter

In a comfort letter issued on August 19, 2004, Finance confirmed its posi-
tion that 2004 subsection 88(3) was not intended to change the tax outcome
of a return of capital payment made by FA1 to Canco. In particular, Finance
indicated that the payment would reduce Canco’s ACB in its FA1 shares
under paragraph 53(2)(b) and Canco would not have an income inclusion
from the return of capital payment, other than any capital gain triggered
under subsection 40(3) by any negative ACB. Finance also stated that it was
considering further revisions to 2004 subsection 88(3) but these revisions
would not change the tax outcome described above.12

January 19, 2005 Comfort Letter

In a comfort letter issued on January 19, 2005, Finance stated that, in
response to a submission, it intends to recommend a revision to 2004
subsection 88(3). Where Canco receives a return of capital payment from
FA1, and the amount of the payment exceeds the aggregate amount of
reductions to Canco’s ACB in the FA1 shares, that excess portion of the
payment would be treated as a payment of a dividend on the FA1 shares.

The apparent purpose of this revision is to allow Canco to access subsec-
tion 113(1) deductions, in particular a deduction under paragraph 113(1)(d )
for dividends paid out of pre-acquisition surplus. If Canco receives a return
of capital payment from FA1 that exceeds both the paid-up capital and
Canco’s ACB of the shares,13 it appears that, through the application of 2004
paragraphs 88(3)(e) and (f ), the excess amount would be income from prop-
erty to Canco.

Consequently, the proposed revision to 2004 subsection 88(3) is required
so that the excess amount would be treated as a dividend out of
pre-acquisition surplus. As a result, the excess amount would reduce Canco’s
ACB to a negative amount,14 thereby triggering the application of subsec-
tion 40(3), and consequently, a capital gain only one half of which would be
taxable to Canco (instead of income from property that would be fully
taxable).

August 16, 2005 Comfort Letter

In a comfort letter issued on August 16, 2005, Finance stated its support for
signif icant, generally taxpayer-favourable amendments to 2004 subsec-
tion 88(3). Finance did not provide detailed draft legislation, however it did
provide a general outline of the proposed amendments.

Qualifying Liquidations and Dissolutions

Finance proposed an additional and distinct rule for ‘‘qualif ying liquida-
tions and dissolutions’’ (‘‘QLDs’’) of FA1 into Canco. In order to qualif y as a
QLD, Canco must:

1. Own at least 90% of the voting rights (at a general meeting) of FA1 in
all circumstances; and
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2. Receive at least 90% of the fair market value of all properties distrib-
uted by FA1 to all of its shareholders in the course of its liquidation
and dissolution.

It is not clear from the comfort letter whether these 90% ownership
thresholds include only FA1 shares owned directly by Canco, or whether
FA1 shares owned by persons related to Canco could also be included in the
90% determination.

For a QLD (and only for a QLD), Canco can elect to have the following
rules apply (query whether Canco can elect for only certain of the rules to
apply):

1. FA1 would be deemed to have disposed of each property distributed to
Canco for proceeds of disposition equal to the greater of:

a. The ‘‘relevant cost amount’’ of the distributed property; and

b. The amount elected by the taxpayer, which cannot exceed the fair
market value of the distributed property.15

Finance def ined ‘‘relevant cost amount’’ to be the amount that would
generally result in no gain or loss to FA1 in respect of the disposition of the
distributed property.

Consider the situation where Canco acquired FA1 from an unrelated
party and at the time of the acquisition FA1 held a property with an
accrued gain. In computing its gain or loss from a subsequent disposition of
the property, FA1 would not include the portion of the gain or loss that
accrued in the pre-acquisition period.16 In this situation, presumably the
‘‘relevant cost amount’’ of FA1’s capital property would be the ACB of the
property, plus any accrued gain or less any accrued loss attributed to the
pre-acquisition period. Using this approach, FA1 should not recognize any
gain or loss on the distribution of the property to Canco because of para-
graph 95(2)(f ).

This new provision would signif icantly broaden the abilit y to transfer
FA1’s property to Canco on a rollover basis. Under 2004 subsection 88(3),
only FA2 shares owned by FA1 that are excluded property could be trans-
ferred to Canco on a rollover basis. Under the proposed QLD rules, all FA1
property, whether shares, active business assets or passive investment assets,
and whether excluded property or not excluded property, could be trans-
ferred to Canco on a rollover basis, but only if there is a QLD of FA1.

Refer to Figure 3 for a summary of this proposed provision.

Vol. 19, No. 1
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2. Any income or taxable capital gains recognized by FA1 from the dispo-
sition of the distributed property would be FAPI, whether the distrib-
uted property is excluded property or not excluded property. Income or
taxable capital gains would be recognized only if the taxpayer elects to
recognize income or gains.

This rule would be consistent with the suspension rules in 2004
paragraphs 95(2)(c.2) and (f.4), where income and gains should be recog-
nized only on an elective basis, and such elected income and gains would be
FAPI, notwithstanding the fact that the transferred property is excluded
property.

3. Canco’s cost of the distributed property would equal FA1’s proceeds of
disposition for the property.

4. The amount of the distribution made by FA1 to Canco would be
deemed to equal Canco’s cost of the distributed property, less debts
and obligations of FA1 that are assumed or cancelled by Canco, less
any amounts paid by Canco to FA1 as consideration for the distributed
property.

5. The amount of the distribution made by FA1 to Canco would be
treated:
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a. Firstly, as a return of FA1’s ‘‘foreign paid-up capital’’ (‘‘FPUC’’),
which Finance def ined, on a share by share basis, as the particular
share’s portion of the total amounts contributed by FA1’s share-
holders to FA1 in respect of the FA1 shares issued to or held by
those shareholders; and

b. Secondly, as a dividend paid by FA1 to Canco to the extent the
distribution is not treated as a return of FPUC.

It should be noted that this ordering is not elective.

These revisions to subsection 88(3) would apply to liquidations and disso-
lutions of FA1 that begin after February 27, 2004.

January 20, 2006 Joint Committee Submission

On January 20, 2006, the foreign aff iliate subcommittee of the Joint Com-
mittee on Taxation17 (the ‘‘Joint Committee’’) set out its comments on
FPUC. Among the Joint Committee’s recommendations to Finance were the
following:

1. The characterization of a foreign aff iliate distribution should not be
determined as a function of the foreign aff iliate’s FPUC. The Joint
Committee explained that where Canco acquires FA1 shares from an
unrelated party for an amount in excess of the FPUC of those shares,
such that ACB exceeds FPUC, then double taxation could occur under
the comfort letter proposals with respect to distributions made by FA1
to Canco. Canco could receive a distribution of ‘‘tax-paid’’ ACB that
would be taxable to Canco where it exceeds FPUC.

2. Where a foreign aff iliate makes a dividend payment or other distribu-
tion of property, the distribution should, by default, be treated as a
dividend. Taxpayers should then be able to elect to treat the distribu-
tion as a reduction of ACB instead.

3. If the concept of FPUC is to be introduced into the foreign aff iliate
rules, it should be maintained in the relevant shareholder’s calculating
currency, that is, Canadian dollars for Canco.

Subsequent Finance comfort letters and announcements have thus far
adopted only the second and third recommendations above.

April 12, 2006 Comfort Letter

In a comfort letter issued on April 12, 2006, Finance made supplementary
comments with respect to its proposed QLD rules. Finance clarif ied the
following:

1. Canco could elect for FA1 to recognize gain from the distribution of
property in the QLD, but only if FA1 is a controlled foreign aff iliate of
Canco.

Vol. 19, No. 1
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2. Any loss of Canco from the redemption, acquisition or cancellation by
FA1 of its shares in the course of the QLD would be deemed to be nil.
This would apparently override paragraph 69(5)(d ), which would have
‘‘turned off’’ the loss suspension rules in subsections 40(3.4) and (3.6).

3. In computing the FPUC of a particular class of FA1 shares, where
non-cash property was contributed to FA1 in respect of shares of that
class, the amount added to FPUC in respect of that contribution would
be determined by reference to the cost to FA1 of that contributed
property. An exception would apply where the contributed property is
shares of another foreign aff iliate of Canco, in which case the amount
added to FPUC would be limited to the FPUC in respect of the shares
of the other foreign aff iliate.

4. The amounts required to be determined under subsection 88(3) and
related provisions would be determined in Canadian dollars.

The changes proposed in this April 12, 2006 comfort letter would be
effective for liquidations and dissolutions of foreign aff iliates beginning
after February 27, 2004.

May 8, 2006 IFA International Tax Seminar

During the International Fiscal Association (‘‘IFA’’) International Tax Sem-
inar on May 8, 2006, Finance off icials made the following announcements:

1. Revised rules would apply to non-QLD transactions. Now, any
non-excluded property with an accrued gain would be disposed of for
fair market value proceeds, thereby triggering FAPI, while any
non-excluded property with an accrued loss would be disposed of for
the relevant cost amount of that property, thereby preventing the rec-
ognition of a foreign accrual property loss (a ‘‘FAPL’’) and preserving
the accrued loss in Canco’s hands. It is not clear from a Finance policy
perspective why this inequitable result for taxpayers should arise.

2. Any subsection 40(3) gain created by a return of FPUC that drives ACB
negative could be reduced by making a subsection 93(1) election.

3. For any non-redemption, non-liquidation distribution, such as a divi-
dend, Canco may elect that any portion be a deemed return of FPUC,
regardless of the legal form of the distribution. This appears to follow
the Joint Committee’s recommendation discussed above.

4. A new subsection 88(3) shareholder benef it rule will apply to a distri-
bution that is not in respect of shares. The benef it would be ordinary
income, rather than a dividend, to the shareholder, and the subsec-
tion 88(3) rule will specif y that subsection 15(1) does not apply. It is
possible that this new shareholder benef it rule may be drafted as an
extension of 2004 paragraph 88(3)(f ).
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June 9, 2006 Comfort Letter

Finance issued a comfort letter on June 9, 2006 that addressed the determi-
nation of FPUC. In the situation described in the comfort letter, Canco
contributed cash, for no consideration, to its wholly-owned foreign aff iliate
(‘‘CFA’’) as a contribution of capital in respect of the ordinary common
shares of CFA (owned by Canco). Under the relevant foreign corporate law,
the capital contribution resulted in contributed surplus of the CFA.

CFA wanted to return the entire contributed surplus to Canco. In order to
do so under foreign corporate law, CFA must make a bonus issuance of
ordinary common shares in order to (1) increase the legal share capital (i.e.,
the par value) of all ordinary common shares by the amount of contributed
surplus, and (2) make a corresponding reduction in the contributed surplus.
CFA must then pass a resolution to make a pro rata reduction of the par
value of all its ordinary shares (including the bonus shares), the total of such
reduction equaling the contributed surplus amount.

It appears that this particular foreign corporate law does not allow con-
tributed surplus to be returned to a shareholder. Instead, the contributed
surplus must be ‘‘converted’’ into legal share capital, or par value, and then
the par value can be reduced.

2004 paragraph 88(3)(e) would reduce Canco’s ACB in its CFA shares by
the amount of the distribution, but only if CFA’s distribution was either (i) a
return of an amount that CFA received as consideration for the issuance of
its shares, or (ii) a return of an amount of contributed surplus that CFA
received as a contribution of capital.

In the facts set out in the comfort letter, 2004 subparagraph 88(3)(e)(ii)
would not apply because the return of par value would not be a return of
contributed surplus. The issue raised was whether the return of par value
would meet 2004 subparagraph 88(3)(e)(i), even though the par value being
returned was originally received by CFA as a contribution to capital rather
than on the issuance of CFA shares.

Finance responded by stating the following:

1. A foreign aff iliate, i.e., CFA, can treat a distribution of property to its
shareholders as a reduction of FPUC, rather than as payment of a
dividend, but only to the extent that there is suff icient FPUC. This
apparent election is consistent with comments made by Finance off i-
cials at the May 8, 2006 IFA International Tax Seminar.

2. CFA’s FPUC would include all amounts received by CFA on either the
issuance of ordinary common shares, or as a contribution of capital.18

Therefore, it appears that whether CFA’s return of par value f its into
2004 subparagraph 88(3)(e) is no longer relevant, since all legal share
capital and contributed surplus would be pooled together in a single
FPUC account. 

3. Rules will be provided to determine FPUC on a class-by-class basis.
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4. Finance will introduce an election that a taxpayer can make that would
apply to each of its foreign aff iliates. If a taxpayer makes this election, a
‘‘transitional’’ version of new subsection 88(3) would apply. This transi-
tional version would include a provision to determine FPUC on a
class-by-class basis, as well as on an individual share basis. Presumably,
this transitional subsection 88(3) is intended to address taxpayers who
have implemented transactions using 2004 subsection 88(3), but who
may not have taken into account revisions to subsection 88(3) set out in
subsequent comfort letters.

Conclusions on Subsection 88(3)

The proposals relating to the revision of subsection 88(3) have evolved
substantially since the release of the 2004 Proposals. Since the 2004 Pro-
posals, Finance has issued six comfort letters in an attempt to clarif y and/or
revise portions of the provision. We will have to wait for the next release of
draft legislation by the Department of Finance to see whether any or all of
the proposed revisions to subsection 88(3), since the 2004 Proposals, will be
incorporated in a new set of proposals.

Clearly, the introduction of the concept of FPUC has created many
unanswered questions and unresolved issues regarding the role of FPUC in
the foreign aff iliate rules, and the mechanics of its calculation. Finance
appears to have loosened the FPUC rules somewhat, allowing taxpayers to
effectively elect what portion of non-redemption, non-liquidation distribu-
tions (such as dividends) will be treated as FPUC reductions, and what
portion will be treated as dividends.

It is not clear that there is any valid tax policy reason for Finance to
continue with the FPUC concept. It is possible that Finance may abandon
the FPUC rules and adopt the Joint Committee’s recommendation to con-
tinue to use ACB to characterize foreign aff iliate distributions. Again, we
will have to wait for the next release of draft legislation to see the direction
that Finance will take on this matter.

The introduction of a separate set of rules for QLDs is welcome, especially
since the new rules treat subsection 88(3) cross-border liquidations in a
manner similar to domestic subsection 88(1) liquidations. However,
unresolved issues remain for non-QLD transactions, including the asymmet-
rical treatment of non-excluded property with accrued gains and
non-excluded property with accrued losses.

INTERNAL TRANSFERS AND SUSPENSION RULES

A signif icant subset of the proposed foreign aff iliate provisions in both the
2002 Proposals and 2004 Proposals addresses the transfer of property within
a foreign aff iliate group.
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Current Rules

The current provisions in the Act relating to the transfer of property within
a foreign aff iliate group may allow for the accelerated recognition of exempt
surplus in certain circumstances. For example, exempt surplus may arise
where a foreign aff iliate (‘‘FA1’’) transfers the shares of another foreign
aff iliate (‘‘FA2’’) to a third foreign aff iliate (‘‘FA3’’), if the FA2 shares are
excluded property of FA1 and paragraph 95(2)(c) does not apply. Under
existing provisions, if FA1 recognized a gain on the transfer, one half of the
gain may result in exempt surplus and the other half may result in taxable
surplus.19 In addition, no portion of the gain would be FAPI.20 Where FA1
transfers non-share excluded property to FA3, 100% of any income or cap-
ital gain, less any applicable foreign tax, would be added to FA1’s exempt
surplus, subject to Regulation 5907(5.1), discussed below.

Existing Regulation 5907(5.1) may apply where FA1 transfers property to a
non-arm’s length foreign aff iliate (‘‘FA3’’) and the property is used or held
principally for the purpose of gaining or producing income from an active
business. If no gain or loss is recognized on the disposition under applicable
foreign tax law, then FA1’s proceeds of disposition would equal the ACB of
the property immediately before the disposition. FA3’s ACB of the property
would equal FA1’s proceeds of disposition, and FA3 would be deemed to
have acquired the property on the date that it was originally acquired by
FA1.21

Finance is concerned with inappropriate accelerated recognition of
exempt surplus, and has three key reasons for this concern:22

1. Exempt surplus is f irst in the ordering of surplus pools such that
exempt surplus can be paid out before any taxable surplus that has
little if any underlying foreign tax;23

2. Exempt surplus can be used to shelter a Canadian corporation’s gain
from the disposition of foreign aff iliate shares;24 and

3. Exempt surplus can effectively shelter gains recognized by a Canadian
corporation from the disposition of shares of another Canadian corpo-
ration, since exempt surplus of a foreign aff iliate is included in the safe
income of the disposed Canadian corporation.25

Proposed Subsection 93(1.4) — December 20, 2002

The 2002 Proposals introduced a new subsection 93(1.4), which would have
resulted in FAPI to the extent that, in the above example, FA1 recognized a
capital gain from the disposition of FA2 shares. This is notwithstanding that
the FA2 shares were excluded property of FA1. Taxpayers strongly objected
to proposed subsection 93(1.4) in the 2002 Proposals.

The scope of Regulation 5907(5.1) was expanded in the December 20,
2002 proposals to include income arising from the disposition of
non-capital property. No surplus adjustments would be permitted if the
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disposition was subject to non-recognition treatment in the foreign jurisdic-
tion.

In a comfort letter issued on October 20, 2003, Finance announced that
proposed subsection 93(1.4) would be amended to provide that FAPI would
arise on FA1’s disposition of FA2 shares that were excluded property, only if
the taxpayer elected to recognize gain.26

February 27, 2004 Proposals

The 2004 Proposals also attempt to address Finance’s concern regarding
accelerated surplus recognition on internal transfers. The proposals
repealed Regulation 5907(5.1), due to the introduction of the new internal
disposition rules discussed below. Consistent with Finance’s comments in
the October 20, 2003 comfort letter, the 2004 Proposals limit FAPI recogni-
tion to situations in which the taxpayer elects to recognize gain. However,
the 2004 Proposals introduced a new regime that would restrict the creation
of surplus by suspending the recognition of gains on internal dispositions
until there is an appropriate triggering event that releases the gain and the
surplus.

The 2004 Proposals regarding internal transfers within foreign aff iliate
groups can be grouped into the following three categories:

1. Proposed paragraphs 95(2)(c.1) through (c.6) — Internal transfers of
foreign aff iliate shares that are capital property and excluded property;

2. Proposed paragraphs 95(2)(f.3) through (f.9) — Internal transfers of
excluded property other than shares that are capital property; and

3. Proposed paragraphs 95(2)(h) through (h.5) — Internal transfers of
non-excluded property at a loss.

Proposed Paragraphs 95(2)(c.1) through (c.6)

Proposed paragraph 95(2)(c.1) sets out the circumstances under which pro-
posed paragraph 95(2)(c.2) would apply. Generally, proposed para-
graph 95(2)(c.2) would apply where a ‘‘specif ied vendor’’ (‘‘FA1’’) disposes of
a foreign aff iliate share (a ‘‘specif ied share’’, e.g. an ‘‘FA2’’ share) to a
‘‘specif ied purchaser’’ (‘‘FA3’’), and:

1. Immediately before the ‘‘original disposition time’’ the FA2 share (i.e
the ‘‘specif ied share’’) is excluded property of FA1 (i.e. the ‘‘specif ied
vendor’’);27

2. FA1 (i.e. the ‘‘specif ied vendor’’) has a taxable capital gain from the
disposition;28 and 

3. The disposition is not governed by another internal disposition provi-
sion.29
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Proposed paragraphs 95(2)(c.1) through (c.6) would generally apply to
dispositions that occur after December 20, 2002. Refer to Figure 4 for a
diagrammatic description of proposed paragraph 95(2)(c.1).

95(2)(c.1)

Canco

FA1

FA2

Active
Business
Assets

FA3

FA2

Active
Business
Assets

Suspended
gain $350

100% 100%

Specified 
Vendor

Disposed
Foreign Affiliate

100%
Specified
Shares

Specified 
Purchaser

ACB $500
FMV $500

ACB $100
FMV $500

ES $50
100%

Particular
Corporation

Sale for Cash

The def initions applicable to proposed paragraphs 95(2)(c.1) through (c.6)
are contained in proposed subsections 95(3.2) and (3.3). One criticism that
has been levied against these proposed rules is that the new def ined terms in
proposed subsections 95(3.2) and (3.3) are worded too broadly. For example,
the def inition of ‘‘specif ied purchaser’’, as it relates to partnerships and
trusts, has a very low ownership threshold. The following example illustrates
the issue.

Assume that FA1 transfers its FA2 shares to a partnership (‘‘LP’’) that
meets the def inition of a ‘‘specif ied purchaser’’. That is, a partnership in
which any of the following has an interest, directly or indirectly in any
manner whatever :

1. The Canadian corporation of which FA1 is a foreign aff iliate
(‘‘Canco’’);
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2. A taxpayer resident in Canada with which Canco does not deal at arm’s
length;

3. A foreign aff iliate of a person described in (1) or (2) above;

4. A non-resident person with which a person described in any of (1), (2)
or (3) above does not deal at arm’s length; or

5. A trust (other than an exempt trust) in which a person described in any
of (1), (2), (3) or (4) above is benef icially interested.30

FA1’s gain, and therefore surplus, would remain suspended until all LP
interests owned by each of the persons described above are disposed of
outside the group. Therefore, FA1’s gain would remain suspended even if the
group’s direct or indirect ownership in LP is reduced to a mere port folio
investment. Refer to Figure 5 for a summary of this example.

It is unclear whether Finance’s concern regarding inappropriate surplus
acceleration is warranted where FA1 transfers FA2 to a partnership that is
only 0.001% owned by Canco. This concern may be alleviated if a de minimus
rule is introduced.

Canco

FA1

FA2 FA2

Partnership100% 0.001% Specified 
Purchaser

ACB $500
FMV $500

ACB $100
FMV $500

Disposition to a specified purchaser

Sale for Cash

Suspended
gain $400

If the circumstances set out in proposed paragraph 95(2)(c.1) are met, such
that proposed paragraph 95(2)(c.2) would apply, proposed subpara-
graph 95(2)(c.2)(i) would deem FA1 to have disposed of the FA2 shares for
proceeds of disposition equal to FA1’s ACB of the shares, plus any amount
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that FA1 is deemed to receive under subsection 93(1) because of subsec-
tion 93(1.1). Where FA1 is a controlled foreign aff iliate of a corporation
resident in Canada (‘‘Canco’’), FA1 may elect to have a greater amount of
deemed proceeds of disposition, up to the fair market value of the consider-
ation FA1 receives from the disposition. The taxable portion of the resulting
capital gain recognized by FA1 would be FAPI.

Proposed subparagraph 95(2)(c.2)(iii) would deem FA3’s cost of the FA2
shares to be equal to their fair market value at the original disposition time.
Proposed subparagraph 95(2)(c.2)(iv) would deem FA1’s cost of the consider-
ation it receives for the FA2 shares to be the fair market value of the
consideration at the original disposition time.

Proposed subparagraph 95(2)(c.2)(v) would deem the unrecognized por-
tion of FA1’s gain from the FA2 shares to be an ‘‘unadjusted suspended
gain’’ of FA1 in respect of the FA2 shares. Proposed paragraph 95(2)(c.3)
would essentially ‘‘unsuspend’’ this suspended gain at the earlier of the
following:

1. The f irst time, after the original disposition time, that a specif ied
purchaser of the FA2 shares makes a ‘‘triggering disposition’’ of the
FA2 shares; and

2. The f irst time, after the original disposition time, that a specif ied
purchaser ceases to be a specif ied purchaser, otherwise than because
of a specif ied discontinuance of the current holder of the FA2 shares.

Proposed Regulation 5912 determines the amount to be included as the
‘‘adjusted suspended gain’’ in respect of the specif ied shares (the FA2
shares).

A ‘‘triggering disposition’’, as def ined in proposed subsection 95(3.3), is
essentially the f irst disposition of the FA2 shares, after the original disposi-
tion time, to a person who is not a specif ied purchaser.

There is a concern that the def inition of ‘‘triggering disposition’’ may not
apply as intended in some circumstances. For example, assume that FA1
disposes of shares of FA2 to FA3. Further assume that as part of the same
series of transactions, FA3 disposes of the shares of FA2 to an arm’s length
person who is not a specif ied purchaser. A ‘‘triggering disposition’’ will not
occur where the disposition of a ‘‘specif ied share’’ is part of series of transac-
tions that includes the disposition of the ‘‘specif ied share’’ to a ‘‘specif ied
purchaser’’.31 In this example, even though at the end of the series of trans-
actions the shares of FA2 are owned by an arm’s length person, the series of
transactions included the disposition of the shares of FA2 (i.e. the ‘‘specif ied
shares’’) to FA3 (i.e. the ‘‘specif ied purchaser’’). Therefore, the sale of the
FA2 shares to an arm’s length person in this case will not be a ‘‘triggering
disposition’’ and the suspended gain will not be released.

Finance issued a comfort letter on May 11, 2005 to address this problem.
Finance agreed that, from a tax policy perspective, the disposition of the
shares of FA2 by FA3 to the arm’s length person should qualif y as a
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triggering disposition, and should result in a release of FA1’s suspended gain
from the FA2 shares.

A suspended gain generally will be released when the specif ied purchaser
ceases to be a specif ied purchaser.32 However, a suspended gain would not
be released where the specif ied purchaser ceases to be a specif ied purchaser
because of a ‘‘specif ied discontinuance’’, as def ined in proposed subsec-
tion 95(3.3). A ‘‘specif ied discontinuance’’ includes a series of transactions
where the shares of FA2 become property of a person or partnership that is
another specif ied purchaser.

The def inition of a ‘‘specif ied discontinuance’’ creates a problem similar
to the one described above with respect to the def inition of a ‘‘triggering
disposition’’. A ‘‘specif ied discontinuance’’ will include a situation where as
part of a series of transactions the ‘‘specif ied share’’ becomes property of a
‘‘specif ied purchaser’’.33 Therefore, even where the specif ied purchaser
ceases to be a specif ied purchaser at the end of the series of transactions, if
the shares of FA2 (i.e. the ‘‘specif ied shares’’) became property of a specif ied
purchaser as part of the series of transactions, then this situation would give
rise to a specif ied discontinuance and the suspended gain would not be
released.

Finance addressed this concern in a comfort letter issued on July 17,
2006. The comfort letter indicated that the def inition of a ‘‘specif ied discon-
tinuance’’ in proposed subsection 95(3.3) will be amended so that a ‘‘speci-
f ied discontinuance’’ will not include a situation where a specif ied pur-
chaser does not have an interest in the specif ied shares at the end of a series
of transactions.

Concerns have been raised regarding the potential loss of suspended
gains in corporate reorganizations. For example, where FA1 is sold outside
the group or where FA1 is wound up into Canco. Apparently, Finance is not
sympathetic to these concerns and is not planning on remedying these
situations.

Rules in proposed paragraphs 95(2)(c.4) through (c.6) provide exceptions
to triggering events. Under certain circumstances, these paragraphs deem
the specif ied shares (the shares of FA2) to continue to exist, and to continue
to be held by the specif ied purchaser.

Proposed Paragraphs 95(2)(f.3) through (f.9)

The rules in proposed paragraphs 95(2)(f.3) through (f.9) are similar to the
rules in proposed paragraphs 95(2)(c.1) through (c.6) with a few key differ-
ences. Proposed paragraphs 95(2)(f.3) through (f.9) are designed to suspend
income and capital gains that would otherwise be recognized upon internal
transfers of excluded property, other than foreign aff iliate shares that are
capital property. These new rules replace the rules found in existing Regula-
tion 5907(5.1),34 as well as proposed Regulations 5907(5.1) through (5.3) in
the 2002 Proposals. Proposed paragraphs 95(2)(f.3) through (f.9) would apply
to dispositions occurring after February 27, 2004.
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Proposed paragraph 95(2)(f.3) sets out the circumstances under which
proposed paragraph 95(2)(f.4) would apply. Generally, proposed para-
graph 95(2)(f.4) would apply where a ‘‘specif ied vendor’’ (‘‘FA1’’) disposes of
a ‘‘specif ied property’’ to a ‘‘specif ied purchaser’’ (‘‘FA3’’), and

1. immediately before the ‘‘original disposition time’’, the ‘‘specif ied
property’’ is excluded property (but does not include shares of a foreign
aff iliate that are capital property) of FA1 (‘‘specif ied vendor’’),

2. the disposition of which would give rise to income or a taxable capital
gain.

Proposed paragraph 95(2)(f.6) provides that proposed paragraph 95(2)(f.2)
would not apply if:

1. any of paragraphs 95(2)(c), (c.2), (d ), (d.1), (e), (e.1) and (e.3) to (e.5)
would apply to the disposition of the property;

2. subsection 85.1(5) or 88(3) would apply to the disposition of the prop-
erty;

3. the property was disposed of in the ordinary course of an active
business; or

4. the property was disposed of as an adventure or concern in the nature
of trade.

The def initions applicable to proposed paragraphs 95(2)(f.3) through (f.9)
are contained in proposed subsection 95(3.4). Additional def initions appli-
cable to proposed paragraphs 95(2)(f.3) to (f.7) are contained in proposed
subsection 95(3.2), and are the same def initions as for the proposed para-
graph 95(2)(c.1) through (c.6) rules.

If the conditions set out in proposed paragraph 95(2)(f.3) are met, and
none of the exclusions in proposed paragraph 95(2)(f.6) apply, then proposed
paragraph 95(2)(f.4) is applicable. In this case, proposed subpara-
graph 95(2)(f.4)(i) would deem FA1 to have disposed of the excluded prop-
erty for proceeds of disposition equal to FA1’s ACB of the property at the
original disposition time. Where FA1 is a controlled foreign aff iliate of
Canco, FA1 may elect to have a greater amount of deemed proceeds of
disposition, up to the fair market value of the consideration FA1 receives
from the disposition. The resulting income or taxable portion of the
resulting capital gain recognized by FA1 would be FAPI. Refer to Figure 6
for a diagrammatic description of proposed paragraph 95(2)(f.3).
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95(2)(f.3)
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Proposed subparagraph 95(2)(f.4)(ii) would deem FA3’s cost of the property
to be equal to its fair market value at the original disposition time. Proposed
subparagraph 95(2)(f.4)(iii) would deem FA1’s cost of the consideration it
receives for the property to be the fair market value of the consideration at
the original disposition time.

Proposed subparagraph 95(2)(f.4)(iv) would deem the unrecognized por-
tion of FA1’s gain from the disposition of the property to be ‘‘unadjusted
suspended income or gain’’ of FA1 in respect of the property. Proposed
paragraph 95(2)(f.5) would essentially ‘‘unsuspend’’ this suspended income
or gain at the earlier of the following triggering events:

1. The f irst time, after the original disposition time, that a specif ied
purchaser of the property makes a ‘‘triggering disposition’’ of the prop-
erty; and

2. The f irst time, after the original disposition time, that a specif ied
purchaser ceases to be a specif ied purchaser, otherwise than because
of a specif ied discontinuance of the current holder of the property.

New Regulation 5913 determines the amount to be included as the
‘‘adjusted suspended income or gain’’ in respect of the specif ied property.

Concerns have been raised over the use of FA1’s ACB of the property as
the deemed proceeds of disposition. The concern arises from the fact that,
in the case of depreciable property or other non-capital property such as
resource property or eligible capital property, FAPI could be recognized on
the disposition on a non-elective basis. For example, assume that the ACB of
a property exceeds another relevant cost amount in respect of the property,
such as the undepreciated capital cost or the foreign equivalent thereof. In
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these circumstances, the deemed proceeds of disposition (assuming the
election to recognize FAPI is not made) would exceed that cost amount in
respect of the property. The resulting recapture (in the case of depreciable
property) would be FAPI, notwithstanding that the recapture would be in
respect of excluded property.

In a comfort letter issued on June 6, 2006, Finance noted that this issue
had been previously identif ied, and that it intends to recommend modif ica-
tions to the draft legislation that would eliminate this issue.35 However,
Finance did not give substantial details of the modif ications, limiting its
comments to the following:

The revisions to proposed subparagraphs 95(2)(e.3)(i) and (f.4)(i) would
(except where the taxpayer elects otherwise) permit the foreign aff iliate to
treat its proceeds of disposition in respect of a disposition of an excluded
property to be equal to an amount that would result in no immediate income,
gain, loss, surplus or def icit in respect of the disposition. The income, gain,
loss, surplus or def icit amount that has not been recognized at the time of the
disposition would be recognized when the appropriate circumstances occur.

Presumably, the ‘‘appropriate circumstances’’ would be those identif ied in
proposed paragraph 95(2)(f.5). Finance anticipates that these revisions
would have the same application date as proposed paragraphs 95(2)(f.3)
through (f.9), that is, to transactions occurring after February 27, 2004.

The comfort letters issued in respect of revisions to the def initions of
‘‘triggering disposition’’ and ‘‘specif ied discontinuance’’, discussed above in
the context of proposed paragraphs 95(2)(c.1) through (c.6), would equally
apply to proposed subsection 95(3.4) which provides similar def initions for
proposed paragraphs 95(2)(f.3) through (f.9).

Rules in proposed paragraphs 95(2)(f.7) through (f.9) provide exceptions to
triggering events. Under certain circumstances, these paragraphs deem the
specif ied property to continue to exist, and to continue to be held by the
specif ied purchaser.

Proposed Paragraphs 95(2)(h) through (h.5)

In a manner similar to the suspension of income and gains discussed above,
proposed paragraphs 95(2)(h) through (h.5) would suspend losses (and allow-
able capital losses) that would otherwise be recognized on internal transfers
of property, other than excluded property, depreciable property or eligible
capital property. The suspended loss would otherwise be a FAPL to the
vendor. The suspended loss would be released upon a triggering disposition
of the property outside the related group. The triggering events for proposed
paragraph 95(2)(h.2) are similar to the events in proposed paragraphs
95(2)(c.3) and (f.5) discussed above. A triggering event would occur at the
earlier of:

1. A triggering disposition of the property; and
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2. The purchaser ceasing to be a specif ied purchaser, other than because
of a specif ied discontinuance.

New Regulation 5914 determines the amount to be included as the
‘‘adjusted suspended loss or capital loss’’ in respect of the specif ied property.

These rules would apply to dispositions occurring after February 27, 2004.

The need for proposed paragraphs 95(2)(h) through (h.5) has been ques-
tioned because of their similarit y to the stop loss rules in subsection 40(3.4).
Finance is considering making the currently enacted stop loss rules inappli-
cable to dispositions of property by foreign aff iliates, provided that the
property being disposed of is not taxable Canadian property.36

Proposed Suspended Surplus Approach

Two of the more signif icant problems with the suspended income and gains
approach are: (1) the requirement for the taxpayer to track , for each foreign
aff iliate, both surplus balances and suspended income and gain balances, as
well underlying tax accounts for both sets of balances, and (2) the
complexities that this approach creates in moving assets within a corporate
group. An alternative ‘‘suspended surplus’’ approach was suggested to
Finance by the Joint Committee in a submission dated November 3, 2004.
The suggestions were subsequently discussed by Finance with the Joint
Committee and a new approach outlined. Brief details of this new approach
were presented by members of the Joint Committee at the IFA International
Tax Seminar on May 8, 2006 and are discussed below.

Finance and the Joint Committee discussed replacing the suspended
income and gains approach with a suspended surplus approach. The sus-
pended surplus approach would treat what would otherwise be the sus-
pended portion of any income or gain realized by a foreign aff iliate on an
internal disposition in the same way as taxable surplus, until a triggering
event occurs. The suspended surplus (and related underlying foreign taxes)
would move between foreign aff iliates as do other surplus balances, and
would remain suspended within the group until a triggering event occurs.

It is expected that Finance will incorporate this suspended surplus
approach in the next version of the foreign aff iliate proposals and the new
proposals will introduce four new accounts:

1. Aggregate suspended income;

2. Aggregate suspended capital gains;

3. Aggregate suspended foreign income tax; and

4. Aggregate suspended foreign capital gains tax.37

These new suspended surplus accounts would operate in the same
manner as taxable surplus and underlying foreign tax with respect to divi-
dends paid between foreign aff iliates. We understand that it is intended that
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the new suspended surplus accounts will rank after taxable surplus and
before pre-acquisition surplus in the surplus ordering rules.

Other comments made regarding suspended surplus are as follows:

1. If a foreign aff iliate pays a dividend out of its suspended surplus to
Canco before a triggering event occurs, the dividend would reduce
Canco’s ACB in the foreign aff iliate’s shares in the same manner as the
payment of a pre-acquisition surplus dividend.

2. Triggering events occurring before the foreign aff iliate pays a dividend
out of its suspended surplus to Canco would result in a reclassif ication
of the suspended surplus into corresponding exempt surplus, taxable
surplus and/or underlying foreign tax, as the case may be.

Conclusions on Internal Transfers and Suspension Rules

The proposed internal transfer and suspension provisions set out in the
2004 Proposals are not yet well settled. Given the fact that the suspended
gain proposals are likely to be replaced with a suspended surplus regime,
substantial revisions are anticipated in the next version of the foreign aff il-
iate proposals.

It is hoped that a suspended surplus approach would incorporate the
following benef its:

1. The suspended surplus rules could be grafted onto the existing infra-
structure in the Regulations;

2. The suspended surplus rules would reduce administrative and compli-
ance costs for taxpayers;

3. Suspended surplus would be treated as taxable surplus so that the
Canadian tax base should be fully protected. There would be no need
to require the recognition of FAPI as a condition of surplus recogni-
tion; and

4. The suspended surplus rules would not inter fere with the abilit y of
Canadian multinationals to arrange and restructure their foreign aff il-
iate groups to maximize their international competitiveness.

FOREIGN AFFILIATE MERGERS, LIQUIDATIONS
AND DISTRIBUTIONS

Foreign Af filiate Mergers

Paragraphs 95(2)(d ) and (d.1) apply to certain mergers of foreign corpora-
tions that qualif y as ‘‘foreign mergers’’,38 where the shares of one or more of
the merging companies (referred to as a ‘‘predecessor foreign corpora-
tion’’)39 are owned by a foreign aff iliate, and the shares of the predecessor
foreign corporation are exchanged for or become shares of the ‘‘new foreign
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corporation’’.40 The requirements of a ‘‘foreign merger’’ are drafted in a
similar fashion to that of amalgamations in subsection 87(1).

Currently Enacted Paragraph 95(2)(d)

Currently enacted paragraph 95(2)(d ) addresses lower-tier foreign aff iliate
mergers. That is, a foreign merger in which a foreign aff iliate (‘‘FA1’’) owns
shares of a predecessor foreign corporation (‘‘PFC’’) immediately before the
merger, and those PFC shares were exchanged for or became shares of the
new foreign corporation (‘‘NFC’’) or the foreign parent corporation. Refer to
Figure 7 for a diagrammatic perspective of existing paragraph 95(2)(d ).

Canco Canco

FA1 FA1

FA 2
(“PFC”)

FA 3
(“PFC”)

New Foreign 
Corporation

(“NFC”)

Capital
Property

Non-Capital 
Property

Capital
Property

Non-Capital 
Property

Capital PropertyCapital Property

Follow treatment under 
foreign tax law

Follow treatment under 
foreign tax law

Existing 95(2)(d) with 
modified 87(4) on 
qualifying merger: 

Deemed disposition of 
FA2 & FA3 shares at 
relevant cost base.

Existing 95(2)(d)

Paragraph 95(2)(d ) would modif y subsection 87(4) such that FA1 would be
deemed to have disposed of its PFC shares (that are held by FA1 as capital
property) for proceeds of disposition equal to their ‘‘relevant cost base’’.41 As
well, the modif ied subsection 87(4) would deem FA1’s cost of the NFC
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shares that it receives as a result of the foreign merger to equal FA1’s
proceeds of disposition for the PFC shares.42

Existing paragraph 95(2)(d ) does not contain rules that address the dispo-
sition of the PFC’s property as a result of the foreign merger. This disposi-
tion appears to be resolved on a case-by-case basis in accordance with the
applicable treatment under foreign law.43

It should be noted that under paragraph 95(2)(d ), the PFC itself does not
need to be a foreign aff iliate of the Canadian taxpayer (‘‘Canco’’). However,
the shareholder of the PFC (FA1) must be a foreign aff iliate of Canco.

Generally, in order for a merger to qualif y as a ‘‘foreign merger’’, the
following conditions must be met:

1. There must be a merger or combination of two or more PFCs;

2. Each PFC must be a corporation resident in a countr y other than
Canada;

3. The NFC must be a corporation resident in a countr y other than
Canada;

4. All or substantially all of the property of each PFC44 must become
property of the NFC;

5. All or substantially all of the liabilities of each PFC45 must become
liabilities of the NFC; and

6. All or substantially all of the shares of each PFC must be exchanged for
or become shares of the NFC.46

Paragraph 95(2)(d ) incorporates the provisions of subsection 87(4). This
includes the requirement that no non-share consideration can be received
as a result of the merger, in order for the merger to qualif y as a rollover
transaction, and the requirement that the PFC shares be capital property to
FA1 immediately before the merger.

Proposed Paragraph 95(2)(d) — February 27, 2004

Paragraph 95(2)(d ), as proposed in the February 27, 2004 draft legislation,
still addresses lower-tier foreign aff iliate mergers, but now with the fol-
lowing substantial amendments:

1. Proposed paragraph 95(2)(d ) will not apply to a foreign merger to
which paragraph 95(2)(d.1) applies, eliminating any overlap between
the two paragraphs;

2. Immediately before the foreign merger, each foreign predecessor cor-
poration (‘‘FPC’’)47 must be a foreign aff iliate of Canco. As well, the
NFC formed as a result of the foreign merger must be a foreign aff iliate
of Canco. This appears to be an extension of the existing requirement
that the shareholder of a PFC (‘‘FA1’’) be a foreign aff iliate of Canco; 
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3. Each property of a FPC would be deemed to have been disposed of for
proceeds of disposition equal to the property’s relevant cost base,
where the property is excluded property, or the property’s fair market
value where the property is not excluded property;

4. The NFC’s cost of the property would be deemed to be equal to the
FPC’s proceeds of disposition for the property;

5. Each shareholder of a FPC that is a ‘‘specif ied vendor’’ in respect of
Canco would be deemed to have:

a. Disposed of its FPC shares that are excluded property for pro-
ceeds of disposition equal to the ACB of the share (unless Canco
elects under subclause 95(2)(d )(iii)(A )(II) to recognize higher pro-
ceeds of disposition not exceeding the fair market value of the
property); and

b. Acquired the NFC shares at a cost equal to the deemed proceeds
of disposition for the FPC shares;48

6. The NFC would be deemed to be the same person as, and a continua-
tion of, the particular FPC for the purposes of paragraphs 95(2)(c.1)
through (c.6), (f.3) through (f.93), and (h) through (h.5); and

7. The taxation year of each FPC would be deemed to have ended imme-
diately before the foreign merger.

Proposed paragraph 95(2)(d ) would apply to foreign mergers that occur
after February 27, 2004. Refer to Figure 8 for a diagrammatic description of
proposed paragraph 95(2)(d ).
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Proposed 95(2)(d)

Issues Arising from Proposed Paragraph 95(2)(d)

Neither existing nor proposed paragraph 95(2)(d ) provide any rules speci-
f ying how FPC shares that are not excluded property of FA1 are to be
treated. In the absence of any other applicable rollover rules, it appears that
FA1 would be deemed to have disposed of non-excluded property FPC
shares for fair market value proceeds of disposition, and that any resulting
gain would be FAPI.49 However, it is possible that subsection 87(4) could
apply to deem FA1 to have disposed of its non-excluded property FPC
shares for proceeds of disposition equal to ACB.

Suppose the FPC owns shares of another foreign aff iliate (‘‘FA4’’), and
those shares are not excluded property. Subparagraph 95(2)(d )(i) would
deem the FPC to have disposed of the FA4 shares for fair market value
proceeds of disposition. Under proposed subsection 93(1.4), a subsec-
tion 93(1) election cannot be made in respect of this particular disposition
because subparagraph 95(2)(d )(i) would apply to the disposition. A subsec-
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tion 93(1) election would be benef icial to the taxpayer because it could
reduce FAPI. This appears to be an inequitable result, especially given the
fact that, in a similar upper-tier foreign aff iliate transaction, a subsec-
tion 93(1) election can be made. For example, under proposed para-
graph 88(3)(b) where FA1 distributes FA2 shares that are not excluded
property and would otherwise recognize FAPI on the fair market value
distribution,50 a subsection 93(1) election may be made. 

There does not appear to be a def inition of the term ‘‘specif ied vendor’’
for the purposes of proposed paragraph 95(2)(d ), however this oversight can
likely be easily addressed by making reference to the ‘‘specif ied vendor’’
def inition in either subsection 95(3.2) or (3.5).

Currently Enacted Paragraph 95(2)(d.1)

Currently enacted paragraph 95(2)(d.1) addresses top-tier foreign aff iliate
mergers, that is:

1. A foreign merger of two or more PFCs in respect of which a taxpayer’s
surplus entitlement percentage (‘‘SEP’’) was at least 90% immediately
before the merger,

2. To form an NFC in respect of which the taxpayer’s SEP is at least 90%
immediately after the merger, and

3. No gain or loss was recognized under the income tax law of the
countr y in which the PFCs were resident immediately before the
merger in respect of any capital property of a PFC that became capital
property of the NFC in the course of the merger.51

Where the conditions of existing paragraph 95(2)(d.1) are met, each cap-
ital property of a PFC that becomes capital property of the NFC would be
deemed to be disposed of for proceeds of disposition equal to the cost
amount of the property. Refer to Figure 9 for a diagrammatic description of
existing paragraph 95(2)(d.1).
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Figure 9
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Proposed Paragraph 95(2)(d.1) — February 27, 2004

Amendments to paragraph 95(2)(d.1) were f irst introduced as part of the
2002 Proposals. Under the 2002 Proposals, rollover treatment under para-
graph 95(2)(d.1) was expanded to include a rollover for all property, not just
capital property. As well, the foreign tax law non-recognition condition was
expanded to include any income, gain or loss recognized in respect of any
property, not just capital property.

Paragraph 95(2)(d.1) was further amended in the 2004 Proposals to
include the following:

1. A new subparagraph deeming the NFC to be the same person as, and a
continuation of, the particular PFC for the purposes of subsec-
tion 95(2), the def inition of FAPI, and paragraphs 95(2)(c.1) through
(c.6), (f.3) through (f.93), and (h) through (h.5); and
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2. A new provision to make subsection 87(4) applicable, with modif ica-
tions, to each foreign aff iliate of the taxpayer that, immediately before
the merger, owned shares of a PFC.

As well, proposed subsection 93(1.4) would deny the abilit y to make a
subsection 93(1) election where proposed subparagraph 95(2)(d.1)(i) applies.

Both the 2002 and 2004 amendments to paragraph 95(2)(d.1) would be
applicable to foreign mergers that occur after December 20, 2002. Refer to
Figure 10 for a diagrammatic description of proposed paragraph 95(2)(d.1).

Figure 10
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Issues Arising from Proposed Paragraph 95(2)(d.1)

The Joint Committee, in a submission to Finance on the 2004 Proposals,
noted that there are a number of anomalies that can arise when using SEP,
since SEP is not always an accurate measurement of a taxpayer’s relationship
with its foreign aff iliate. In addition, the use of SEP as an ownership
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threshold is not consistent with most other sections of the Act (including
section 87 amalgamations). The Joint Committee recommended that the
SEP threshold be replaced with a different threshold, for example, a quali-
f ying interest or related party threshold, which would be similar to the
thresholds used in paragraph 95(2)(a).

Proposed paragraph 95(2)(d.1) would not apply to foreign mergers where
any income, gain or loss from the disposition of any property of a PFC (that
became property of the NFC) was recognized under the income tax law of
the countr y in which the PFCs were resident. A literal reading of this
provision indicates that the PFCs must be resident in the same countr y, thus
excluding cross-border foreign aff iliate mergers.

Unlike proposed paragraph 95(2)(d ), proposed paragraph 95(2)(d.1) does
not deem a PFC’s proceeds of disposition to be equal to the relevant cost
base of its excluded property. Consequently, an election cannot be made for
the PFC to recognize income or gain from the deemed disposition of its
excluded property upon the merger. The reason for this inconsistency is not
apparent.

An issue that was identif ied for proposed paragraph 95(2)(f.4) equally
applies to proposed 95(2)(d.1). In both proposed paragraphs, the foreign
aff iliate would be deemed to have disposed of excluded property for pro-
ceeds of disposition equal to the ACB of the property (or a greater amount if
elected). Where the excluded property is depreciable property, the ACB of
the property could exceed another relevant cost amount of the property, for
example, undepreciated capital cost . The resulting recapture would be FAPI,
notwithstanding that the recapture would be in respect of excluded prop-
erty. It is possible that the June 6, 2006 comfort letter, discussed above with
respect to proposed paragraph 95(2)(f.4), would also apply to proposed para-
graph 95(2)(d.1).

As with proposed paragraph 95(2)(d ), there does not appear to be a
def inition of the term ‘‘specif ied vendor’’ for the purposes of proposed
paragraph 95(2)(d.1), however this oversight can likely be easily addressed by
making reference to the ‘‘specif ied vendor’’ def inition in either subsec-
tion 95(3.2) or (3.5).

June 9, 2006 Comfort Letter

Finance issued a comfort letter on June 9, 2006 to announce the following
seven substantial changes to proposed paragraph 95(2)(d.1):

1. The 90% SEP requirement, as well as the foreign tax law
non-recognition requirement, would no longer be preconditions to the
application of proposed paragraph 95(2)(d.1). Finance appears to have
adopted the Joint Committee’s recommendation on this matter.

New requirements have been introduced so that proposed para-
graph 95(2)(d.1) would not apply unless:
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a. A ‘‘specif ied vendor’’ (as def ined in proposed subsection 95(3.2)) in
respect of the taxpayer resident in Canada (‘‘Canco’’) was, immedi-
ately before the foreign merger, a PFC or a shareholder of a PFC;
and

b. The NFC formed on the merger was, immediately after the merger,
a ‘‘specif ied purchaser’’ (as def ined in proposed subsec-
tion 95(3.2)) in respect of Canco.

2. Further, proposed paragraph 95(2)(d.1) would not apply unless the
shares of each PFC that, in the course of the foreign merger, are
exchanged for or become shares of the NFC (or the foreign parent
corporation) have a total fair market value equal to at least 90% of the
total fair market value of all shares of the PFC52 that are issued and
outstanding shares of the PFC immediately before the merger.

3. Where a PFC is a specif ied vendor and the NFC is a specif ied pur-
chaser, each property of the NFC that was a property of a PFC would
be deemed to have been disposed of by the PFC for proceeds of
disposition, and acquired by the NFC at a cost, equal to:

a. Where the property is excluded property, the PFC’s ‘‘relevant cost
base’’ of the property;

b. Where the property is not excluded property and there is an
accrued loss in the property, the PFC’s ‘‘relevant cost amount’’ of
the property; and

c. In any other case, the PFC’s relevant cost base of the property.

Refer back to proposed amendments to subsection 88(3), where any
non-excluded property with an accrued gain would be disposed of for fair
market value proceeds, thereby triggering FAPI, while any non-excluded
property with an accrued loss would be disposed of for the relevant cost
amount of that property, thereby preventing the recognition of a FAPL.
Fortunately for taxpayers, this inequitable result does not appear to be
repeated in proposed amendments to paragraph 95(2)(d.1), where both FAPI
and FAPLs can be avoided.

4. Where a PFC is not a specif ied vendor in respect of Canco, and the
NFC is a specif ied purchaser in respect of Canco, then each property
of the PFC would be deemed to be acquired by the NFC at a cost equal
to the fair market value of the property. Presumably, the PFC would be
deemed to have disposed of each of its properties for fair market value
proceeds of disposition, which could give rise to FAPI for non-excluded
properties. However, since the PFC is not a specif ied vendor in respect
of Canco, it would be unlikely that the PFC would be a controlled
foreign aff iliate of Canco, thereby making any resulting FAPI not
immediately taxable to Canco.
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5. Where the specif ied vendor holds shares of a PFC immediately before
the foreign merger, proposed paragraph 95(2)(d.1) would be modif ied
so that subsection 87(4) would apply (with modif ications).

6. Any income or prof its tax paid or refunded to a PFC that is a specif ied
vendor in respect of Canco in respect of income, gains or losses that
arise from dispositions of property under foreign tax laws, would not be
considered income or prof it taxes paid by or refunded to the PFC,
unless the income, gains or losses are included in the PFC’s exempt or
taxable earnings.

7. Rules in section 95 would be modif ied so that, in applying proposed
paragraph 95(2)(d.1):

a. The PFC’s ‘‘relevant cost amount’’ of a distributed property would
be essentially the amount that would not result in a gain or loss to
the PFC in respect of the distribution; and

b. The PFC’s ‘‘relevant cost base’’ of the distributed property would
be essentially the greater of:

i. The PFC’s relevant cost amount of the distributed property; and

ii. Where the PFC is a controlled foreign aff iliate of Canco, the
amount elected by Canco, up to the fair market value of the
property.

Refer to Figure 11 for a diagrammatic description of proposed para-
graph 95(2)(d.1), as modif ied by the June 9, 2006 comfort letter.
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Figure 11
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specified purchaser

Comfort Letter 95(2)(d.1 )
Diposition  at relevant cost

base

Comfort Letter 95(2)(d.1 ):
Disposition at relevant cost
amount if amount > FMV
otherwise at relevant cost

base

Finance indicated that these modif ications would be effective for foreign
mergers that occur after December 20, 2002. However, a taxpayer could opt
out of having the f irst modif ication described above apply (i.e., repeal of the
90% SEP requirement and introduction of the specif ied vendor and speci-
f ied purchaser requirements) in respect of all foreign mergers of all of its
foreign aff iliates during a transition period.

Foreign Af filiate to Foreign Af filiate Liquidations

Paragraphs 95(2)(e) and (e.1) apply where a lower-tier foreign aff iliate liqui-
dates and dissolves into an upper-tier foreign aff iliate. These paragraphs
contain rules that are conceptually similar to subsection 88(3), which
addresses liquidations and dissolutions of a top-tier foreign aff iliate into its
Canadian shareholder.
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Currently Enacted Paragraph 95(2)(e)

Currently enacted paragraph 95(2)(e) applies where, on the dissolution of a
foreign aff iliate (‘‘FA2’’) of a taxpayer (‘‘Canco’’), shares of another foreign
aff iliate (‘‘FA3’’) have been disposed of to a shareholder that is another
foreign aff iliate (‘‘FA1’’). Existing paragraph 95(2)(e) would apply only if
existing paragraph 95(2)(e.1) does not apply.

When existing paragraph 95(2)(e) applies, FA2’s proceeds of disposition
for the FA3 shares, as well as FA1’s cost of the FA3 shares, would be deemed
to equal the relevant cost base of those shares, such that a greater amount of
proceeds of disposition, up to the fair market value of the FA3 shares, could
be elected. Subsection 69(5) would apply to deem all other property distrib-
uted by FA2 to FA1 to be distributed at fair market value. FA1’s proceeds of
disposition for the FA2 shares would be deemed to equal the sum of (1)
FA1’s ACB of the FA3 shares, and (2) the fair market value of any other net
assets (i.e., assets less assumed or cancelled liabilities) of FA2. Any gain
recognized by either FA1 or FA2 under paragraph 95(2)(e) would be FAPI,53

whether or not the property they disposed of is excluded property.

Refer to Figure 12 for a diagrammatic description of existing para-
graph 95(2)(e).
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Non-share
Property
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Existing
95(2)(e):

Disposition at 
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base
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95(2)(e):

Disposition at 
relevant cost 

base

69(5):
Disposition at 

FMV
- 100% exempt 

surplus

69(5):
Disposition at 

FMV
- FAPI

FA1

Existing 95(2)(e)

Liquidation of FA2: 
Deemed disposition of 
FA2 shares at cost of 

FA3 + FA4 shares, plus 
FMV of any other property, 

less liabilities

Proposed Paragraph 95(2)(e) — February 27, 2004

Paragraph 95(2)(e), as proposed in the February 27, 2004 draft legislation,
contains the following substantial amendments:

1. Proposed paragraph 95(2)(e) would now apply when a ‘‘specif ied pur-
chaser’’54 in respect of a corporation resident in Canada (‘‘Canco’’)
receives property from a dissolving foreign aff iliate (‘‘FA2’’) in the
course of a liquidation and dissolution, other than in a liquidation and
dissolution to which paragraph 95(2)(e.1) applies. As a result, the share-
holder of FA2 need no longer be a foreign aff iliate of Canco.

2. Proposed paragraph 95(2)(e) has been broadened to provide rollover
treatment (at relevant cost base, with the accompanying election to
recognize proceeds of disposition up to fair market value) for both
share and non-share property distributed by FA2 to the specif ied pur-
chaser, but only if the property is excluded property. All other
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non-excluded property would be deemed to be disposed of at fair
market value.

3. A rule has been introduced in proposed subparagraph 95(2)(e)(v) that
would apply where the specif ied purchaser recognizes a gain from the
disposition of the FA2 shares in the course of FA2’s liquidation and
dissolution, and the FA2 shares were excluded property of the speci-
f ied purchaser. The new rule allows Canco to elect a smaller amount of
gain, or no gain at all, but does not allow Canco to recognize a loss.
Any remaining gain would be FAPI.55

Under both existing and proposed paragraph 95(2)(e), subsection 93(1.1)
would deem a subsection 93(1) election to have been made in respect of
FA1’s (or the specif ied purchaser’s) disposition of its FA2 shares. However,
proposed subsection 93(1.4) would deny a subsection 93(1) election in
respect of FA2’s disposition of any FA3 shares.

Refer to Figure 13 for a diagrammatic description of proposed para-
graph 95(2)(e). Proposed paragraph 95(2)(e) would be applicable to liquida-
tions beginning after February 27, 2004.
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FA3
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Non-share
Property
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Property)

Non-share
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Proposed
95(2)(e):

Disposition at 
relevant cost 
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Proposed
95(2)(e):

FMV disposition 
- FAPI

FA1

Liquidation of FA2: 
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FA2 shares at deemed 

proceeds to FA2 of 
underlying assets less 
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Proposed 95(2)(e)

Proposed
95(2)(e):

Disposition at 
relevant cost 

base

Proposed 
95(2)(e):

FMV disposition
- FAPI

Issues Arising from Proposed Paragraph 95(2)(e)

Subsection 93(1.4) would deny the abilit y to make a subsection 93(1) elec-
tion to reduce FA2’s FAPI where, under proposed paragraph 95(2)(e), FA2
distributes FA3 shares (that are not excluded property) to FA1. However,
subsection 93(1.4) would not deny the abilit y to make a subsection 93(1)
election to reduce FA1’s FAPI where, under proposed paragraph 88(3)(b),
FA1 distributes FA2 shares (that are not excluded property) to Canco. There
is no apparent reason for this discrepancy between two relatively similar
transactions.

The Joint Committee identif ied a situation in which FAPI could inappro-
priately arise. Assume that FA1 owns FA2, and FA2 carries on an active
business such that its shares are excluded property of FA1. FA2 makes a
liquidating distribution of all of its assets to FA1, but does not legally
dissolve. At a later time, FA1 disposes of its FA2 shares upon the formal
dissolution of FA2. Proposed subparagraph 95(2)(e)(iv) would determine
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FA1’s proceeds of disposition for the FA2 shares, which could result in a gain
for FA1 that would be FAPI. However, proposed subparagraph 95(2)(e)(v)
would not be available to reduce or eliminate this FAPI because at the time
that FA1 disposes of its FA2 shares, those shares would not be excluded
property.

Arguably, it is inequitable to require taxpayers to elect (under proposed
subparagraph 95(2)(e)(v)) to reduce FAPI that would otherwise be recog-
nized on excluded property under proposed subparagraph 95(2)(e)(iv), given
that one of the general themes present throughout the foreign aff iliate rules
is that gains on excluded property are not FAPI unless the taxpayer elects so.

Currently Enacted Paragraph 95(2)(e.1)

Currently enacted paragraph 95(2)(e.1) applies where the following condi-
tions are met:

1. There is a liquidation and dissolution of a foreign aff iliate (‘‘FA2’’) in
which the taxpayer’s (‘‘Canco’s’’) SEP is at least 90% immediately before
the liquidation; and

2. No gain or loss was recognized under the income tax law of the
countr y in which FA2 was resident immediately before the liquidation,
in respect of any capital property distributed by FA2 in the course of
the liquidation to another foreign aff iliate of Canco (‘‘FA1’’) resident in
the same countr y.

When these conditions are met, existing paragraph 95(2)(e.1) overrides
the application of existing paragraph 95(2)(e) and provides the following
consequences:

1. Each capital property of FA2 that is disposed of to FA1 would be
deemed to have been disposed of for proceeds of disposition equal to
the cost amount of the property. Subsection 69(5) would apply to deem
all non-capital property distributed by FA2 to FA1 to be distributed at
fair market value;

2. The FA2 shares held by FA1 would be deemed to be disposed of for
proceeds of disposition equal to the ACB of the FA2 shares; and

3. Under existing Regulation 5905(7), FA2’s surplus balances would be
transferred to FA1.

Refer to Figure 14 for a diagrammatic description of existing para-
graph 95(2)(e.1).
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Existing
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Proposed Paragraph 95(2)(e.1) — February 27, 2004

Rules amending paragraph 95(2)(e.1) were initially introduced in the
December 20, 2002 proposals. Under these proposals, rollover treatment was
expanded to all property of FA2, not just capital property. The foreign tax
law non-recognition requirement was also expanded so that no income, gain
or loss could be recognized in respect of any property, not just capital
property. As well, the requirement that FA1 and FA2 be resident in the same
country was eliminated.56 Refer to Figure 15 for a diagrammatic description
of proposed paragraph 95(2)(e.1).
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Non-share
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2004
95(2)(e.1):

Disposition at 
cost amount

CFA1

Qualifying liquidation of 
CFA2:
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Proposed 95(2)(e.1)
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95(2)(e.1): 

Disposition at 
cost amount

2004
95(2)(e.1): 

Disposition at 
cost amount

2004
95(2)(e.1): 

Disposition at 
cost amount

The February 27, 2004 proposals made a minor change to the 2002 version
of paragraph 95(2)(e.1). FA1 would be deemed to be the same corporation
as, and a continuation of, FA2 for purposes of paragraphs 95(2)(c.1) through
(c.6), (f.1) through (f.93), and (h) through (h.5). As well, proposed subsection
93(1.4) would deny the abilit y to make a subsection 93(1) election where
proposed subparagraph 95(2)(e.1)(i) applies.

Both the 2002 Proposals and 2004 Proposals to amend para-
graph 95(2)(e.1) would be applicable to foreign liquidations that begin after
December 20, 2002.

Issues Arising from Proposed Paragraph 95(2)(e.1)

Some of the issues identif ied and discussed above for proposed para-
graph 95(2)(d.1) apply equally to proposed paragraph 95(2)(e.1), including
the potential anomalies of using an SEP threshold, and the fact that there
would be an automatic rollover of all FA2 property, without the abilit y to
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elect to recognize a gain. In addition, proposed paragraph 95(2)(e.1) would
apply to foreign tax-free cross-border liquidations, but it would not apply to
cross-border liquidations that are taxable under FA2’s foreign tax law.

April 12, 2006 Comfort Letter

In the same April 12, 2006 comfort letter that addressed 2004 subsec-
tion 88(3), Finance announced the following modif ications to proposed
paragraph 95(2)(e.1):

1. The foreign tax law non-recognition requirement would be eliminated.

2. Proposed paragraph 95(2)(e.1) would apply where one of the following
two tests is met:

a. The taxpayer (‘‘Canco’’) has at least a 90% SEP in respect of FA2
(on the assumption that shares of non-resident corporations
owned by any Canadian resident taxpayers related to Canco (oth-
erwise than by virtue of paragraph 251(5)(b)) were attributed to
Canco); or

b. FA1 has at least a 90% fair market value participating equity
interest in FA2. This test would be met if the total fair market value
of the FA2 properties distributed in the course of its liquidation
and dissolution to FA1 was at least 90% of the total fair market
value of all properties distributed by FA2 to all of its shareholders.

3. Where proposed paragraph 95(2)(e.1) applies, it would provide that:

a. FA2 would be deemed to have disposed of each property distrib-
uted, in the course of the liquidation and dissolution, to a share-
holder of FA2 that was, immediately before the distribution, a
‘‘specif ied purchaser’’ (within the meaning assigned by subsec-
tion 95(3.3)) in respect of Canco (‘‘FA1’’) for proceeds of disposi-
tion equal to the greater of:

i. FA2’s ‘‘relevant cost amount’’ of the distributed property, being
essentially the amount that would generally result in no gain or
loss to FA2 from the disposition of the distributed property; and

ii. Where FA2 is a controlled foreign aff iliate of Canco, the
amount elected by Canco, but not exceeding the fair market
value of the particular distributed property.

b. Any gain recognized by FA1 under subsection 40(3) from the
disposition of FA2 shares that were redeemed, acquired or can-
celled by FA2 in the course of its liquidation and the dissolution
would be deemed to be nil;

c. The amounts required to be determined under proposed para-
graph 95(2)(e.1) would be determined in Canadian dollars where
those amounts are relevant for determining FAPI; and
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d. The new FPUC rules described for subsection 88(3) in the
April 12, 2006 comfort letter would apply to paragraph 95(2)(e.1),
with necessary changes to f it the context of the shareholders of
FA2 being specif ied purchasers in respect of Canco (FA1), rather
than Canco itself.

4. Proposed paragraph 95(2)(e.1) would apply (except to the extent that
subsection 88(3) applies), to FA1 and FA2 for the purpose of com-
puting FAPI, surplus, foreign tax accounts and FPUC.

These modif ications to proposed paragraph 95(2)(e.1) would apply to a
liquidation and dissolution of a foreign aff iliate that begins after
December 20, 2002, except if the taxpayer makes an election that applies in
respect of all liquidations and dissolutions of its foreign aff iliates. If the
taxpayer makes this election, generally the proposals issued on February 27,
2004 would apply instead.

Refer to Figure 16 for a diagrammatic description of proposed para-
graph 95(2)(e.1), as modif ied by the April 12, 2006 comfort letter.
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 90% (including FMV)

CFA1
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Qualifying liquidation of 

CFA2:
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CFA2 shares at ACB

Comfort Letter 95(2)(e.1)
Disposition at greater of: 
(i) relevant cost amount, 

and (ii) if disposing FA is a 
CFA, at elected amount, 

not exceeding FMV

Proposed 95(2)(e.1)
(with April 12, 2006 

comfort letter 
modifications)

Comfort Letter 95(2)(e.1)
Disposition at greater of: 
(i) relevant cost amount, 

and (ii) if disposing FA is a 
CFA, at elected amount, 

not exceeding FMV

Comfort Letter 95(2)(e.1)
Disposition at greater of: 
(i) relevant cost amount, 

and (ii) if disposing FA is a 
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not exceeding FMV

Comfort Letter 95(2)(e.1)
Disposition at greater of: 
(i) relevant cost amount, 

and (ii) if disposing FA is a 
CFA, at elected amount, 

not exceeding FMV

Foreign Af filiate to Foreign Af filiate Distributions

Under existing rules, any distribution of property by a distributing foreign
aff iliate (‘‘FA2’’) to a shareholder foreign aff iliate (‘‘FA1’’) by way of a divi-
dend, distribution or redemption would be considered to occur at fair
market value.57 Where FA2 distributes property that is not excluded property
at a gain, the gain would be FAPI.

The February 27, 2004 draft legislation proposed new paragraphs
95(2)(e.3) through (e.5)58 to introduce new rules to govern distributions made
between foreign aff iliates by way of either : (1) a dividend or distribution in
kind, (2) a dividend-like redemption, or (3) a redemption. These new rules
would not apply to lower-tier foreign aff iliate liquidations and dissolutions,
or to foreign aff iliate mergers and combinations (i.e., where proposed
paragraphs 95(2)(d ), (d.1), (e) or (e.1) would apply).
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Proposed Paragraph 95(2)(e.3)

In general, paragraph 95(2)(e.3) would apply where a ‘‘specif ied purchaser’’59

(‘‘FA1’’) of a Canadian corporation (‘‘Canco’’) receives property from a
distributing foreign aff iliate (‘‘FA2’’) as a dividend or distribution on the
FA2 shares. Where these conditions are met, the following rules would
apply:

1. FA2’s proceeds of disposition for the property would be deemed to be:

a. Where the property is excluded property, the relevant cost base of
the property to FA2; and

b. For any other property, the fair market value of the property.

2. The cost to FA1 of the property received from FA2 would be deemed
to equal FA2’s proceeds of disposition.

3. The amount of the dividend or distribution would be deemed to equal
FA2’s proceeds of disposition.

4. Where the FA2 shares are excluded property, and FA1 would other-
wise recognize a gain because of subsection 40(3) (i.e., due to the
distribution driving FA1’s ACB in FA2 negative), Canco can make an
election to reduce or eliminate the gain, which would otherwise be
FAPI.60

Refer to Figure 17 for a diagrammatic description of proposed para-
graph 95(2)(e.3).
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Proposed Paragraph 95(2)(e.4)

Proposed paragraph 95(2)(e.4) would apply where FA1 receives a property
from FA2 as consideration for a ‘‘dividend-like redemption’’ of FA2 shares.
A ‘‘dividend-like redemption’’ is def ined in proposed subsection 95(3.2) to
mean a redemption, acquisition or cancellation of FA2 shares where:

1. The FA2 shares are, or would be, excluded property of FA1; and

2. Canco’s SEP in respect of FA2 immediately before the redemption is
equal to the Canco’s SEP in respect of FA2 immediately after the
redemption.

The consequences that apply to a dividend-like redemption are substan-
tially similar to the consequences in proposed paragraph 95(2)(e.3) that
apply to a dividend. In addition, proposed paragraph 95(2)(e.4) provides that
the property received by FA1 on the redemption would be deemed to have
been received as a dividend, and the amount of the deemed dividend would
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be deemed to equal FA2’s proceeds of disposition. The surplus ordering
rules would apply to this deemed dividend.

Proposed Paragraph 95(2)(e.5)

Proposed paragraph 95(2)(e.5) would apply to a redemption of FA2 shares
that is not a ‘‘dividend-like redemption’’. The consequences that apply to
such a redemption are substantially similar to the consequences in proposed
paragraph 95(2)(e.3) that apply to a dividend. In addition, proposed para-
graph 95(2)(e.5) provides that:

1. The property received by FA1 as a result of the redemption would be
deemed to be received as proceeds of disposition (rather than as a
dividend); and

2. FA1’s deemed proceeds of disposition from the redeemed FA2 shares
would equal FA1’s cost of the property received from FA2 upon the
redemption, less any debts or other obligations assumed by FA1 as a
consequence of the redemption.

It should be noted that any gains recognized by FA2 under any of pro-
posed paragraphs 95(2)(e.3), (e.4) or (e.5) would be FAPI, and that proposed
subsection 93(1.4) would deny the abilit y to make a subsection 93(1) elec-
tion in respect of the gain.

Issues Arising from Proposed Paragraphs 95(2)(e.3) through
(e.5)

Under currently enacted rules, when FA1 has a negative ACB in its FA2
shares that was caused by a dividend out of FA2’s pre-acquisition surplus,61

subsection 40(3) would apply to include the negative amount as a capital
gain to FA1. If the FA2 shares were excluded property, one half of the gain
would be added to FA1’s exempt surplus, and one half would be added to
FA1’s taxable surplus. If the FA2 shares were not excluded property, one half
of the gain would be FAPI, however a subsection 93(1) election could be
made to reduce the gain. The amount of a subsection 40(3) gain would be
added to FA1’s ACB in the FA2 shares, thereby resetting the ACB to nil.

Under proposed rules, and as discussed above, an election can be made
under proposed subparagraph 95(2)(e.3)(iv) to reduce or eliminate the sub-
section 40(3) gain. However, the election would be made ‘‘for the purpose of
applying subsection 40(3)’’; no other provisions are mentioned. In partic-
ular, the election would not be made for the purpose of applying para-
graph 53(1)(a), which would add to FA1’s ACB in FA2 ‘‘any amount deemed
by subsection 40(3) to be a gain’’. Since making the election would result in a
lower or nil amount being deemed by subsection 40(3) to be a gain, para-
graph 53(1)(a) does not appear to reset FA1’s ACB in its FA2 shares to nil.

As a result of this anomaly, it appears that FA1’s ACB in its FA2 shares
would remain negative for all other purposes of the Act, and would prevent
future capital contributions made by FA1 to FA2 from creating a positive
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ACB amount until the ACB increases back to nil. Finance has indicated that
this result was not intended, that the ACB should be computed in the usual
way (i.e., as if there had been a subsection 40(3) gain), and that the wording
in the election will be clarif ied.

As discussed in detail above with respect to proposed paragraph 95(2)(f.4),
concerns have been raised over the use of the ACB of a property as the
deemed proceeds of disposition. These concerns would equally apply to
FA2’s distribution of property under proposed paragraph 95(2)(e.3). Where
the ACB of the property exceeds another relevant cost amount in respect of
the property, e.g., undepreciated capital cost or the foreign equivalent
thereof, the deemed proceeds of disposition (assuming the election to recog-
nize FAPI is not made) would exceed that cost amount in respect of the
property (e.g., undepreciated capital cost). The resulting recapture would be
FAPI, notwithstanding that the recapture would be in respect of excluded
property.

In a comfort letter issued on June 6, 2006, Finance noted its intention to
recommend modif ications to the draft legislation that would eliminate this
issue, but did not give substantial details of the modif ications, limiting its
comments to the following: ‘‘The revisions to proposed subpara-
graphs 95(2)(e.3)(i) and (f.4)(i) would (except where the taxpayer elects other-
wise) permit the foreign aff iliate to treat its proceeds of disposition in
respect of a disposition of an excluded property to be equal to an amount
that would result in no immediate income, gain, loss, surplus or def icit in
respect of the disposition. The income, gain, loss, surplus or def icit amount
that has not been recognized at the time of the disposition would be
recognized when the appropriate circumstances occur.’’ Finance anticipates
that these revisions would have the same application date as
paragraphs 95(2)(e.3), i.e., to transactions occurring after February 27, 2004.

Conclusions on Foreign Af filiate Merger, Liquidation and
Distribution Rules

As with many of the foreign aff iliate proposals, the proposed foreign aff iliate
merger, liquidation and distribution rules in proposed paragraphs 95(2)(d )
through (e.6) are not yet well settled. Finance has issued numerous comfort
letters in an attempt to clarif y and/or revise portions of the proposals,
including substantial overhauls of proposed paragraphs 95(2)(d.1) and (e.1).
Problems have also been identif ied in proposed paragraph 95(2)(e.3), and
Finance has promised to f ix those problems. Taxpayers and members of the
tax community are waiting to see whether any or all of the revisions made to
proposed paragraphs 95(2)(d ) through (e.6) will in fact be incorporated in a
new set of proposals. It is hoped that new draft legislation will be issued
sooner rather than later.

2006



N CCH CANADIAN LIMITED ♦ NT PAGER Username: fogal Date:  1-MAR-07 Time: 12:48
Filename: D:\books\canadian_petroleum_tax\bk692b\meister.dat Style: D:\books\canadian_petroleum_tax\bk692b\fmt\cpt.bst Format: 
Seq: 50 Free lead: 40D Next lead: 330D Comment: 

108 Canadian Petroleum Tax Journal

ENDNOTES

1 R .S.C. 1985, c. 1 (5th Supp.), as amended (the Act). Unless otherwise noted, statutory
references in this paper are to the Act or the Income Tax Regulations, C.R .C., c. 945 (1977), as
amended (the Regulations).

2 Canada, Department of Finance, Legislative Proposals and Explanatory Notes relating to
Income Tax (Ottawa: Department of Finance, December 2002), (the ‘‘2002 Proposals’’).

3 Canada, Department of Finance, Legislative Proposals and Draft Regulations relating to
Income Tax (Ottawa: Department of Finance, February 2004), (the ‘‘2004 Proposals’’).

4 Throughout this paper, references to a taxpayer resident in Canada are to a Canadian
resident corporation, Canco, and not to a Canadian resident individual.

5 Excluded property is def ined in subsection 95(1).

6 Regulation 5907(1) ‘‘net earnings’’ (d ) and ‘‘exempt earnings’’ (a).

7 Foreign accrual property income is def ined in subsection 95(1).

8 Regulation 5907(1) ‘‘exempt earnings’’ (a).

9 Proposed subsection 95(1) ‘‘foreign accrual property income’’ paragraph (b) under the
def inition of ‘‘B’’ in the formula set out therein.

10 A capital gain would generate 100% exempt surplus provided that the excluded property
was used by FA1 to earn income from an active business carried on in a designated treaty
countr y (or in Canada). A gain on account of income would generate 100% exempt surplus
provided FA1 is resident in a designated treaty countr y and the excluded property was used by
FA1 to earn income from an active business carried on in a designated treaty countr y (or in
Canada).

11 With respect to dividends, 2004 paragraph 88(3)(d ) determines the amount of the
dividend, while section 90 requires that Canco include the dividend in its income.

12 Finance also confirmed in the August 19, 2004 comfort letter that the source of the
funds used by FA1 to make a return of capital payment to Canco should not affect the
application of 2004 subsection 88(3).

13 It is assumed that the foreign corporate law governing FA1 allows a return of capital
payment that exceeds the legal paid-up capital of the shares.

14 Subsection 92(2).

15 In the April 12, 2006 comfort letter, discussed later in this paper, a third component is
added in determining the proceeds of disposition for each distributed property. This compo-
nent is equal to the amount of any consideration received by FA1 from Canco for the distrib-
uted property, which includes Canco’s assumption or settlement of any FA1 debts or obliga-
tions.

16 Paragraph 95(2)(f ).

17 The Joint Committee on Taxation is a joint committee of the Canadian Bar Association
and the Canadian Institute of Chartered Accountants.

18 Assuming all ordinary common shares, other than the bonus shares, were issued for cash.

19 Supra, note 6.

20 Subsection 95(1) ‘‘foreign accrual property income’’ component B.

21 The February 27, 2004 draft legislation proposes to repeal Regulation 5907(5.1), and
replace it with the rules in paragraphs 95(2)(c.2) through (c.6) and paragraphs 95(2)(f.3) through
(f.9).
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22 Brian Mustard, ‘The February 27, 2004 Draft Proposals on Foreign Aff iliates, Report of
Proceedings of Fif ty-Sixth Tax Conference, 2004 Tax Conference (Toronto: Canadian Tax Foun-
dation, 2005), 20:1-104, at page 2.

23 Regulation 5901.

24 Subsection 93(1).

25 Paragraph 55(5)(d ).

26 Finance has essentially abandoned the December 20, 2002 version of subsection 93(1.4).
However, taxpayers can still elect to apply that version to dispositions that occurred after
December 20, 2002 and before February 27, 2004.

27 Proposed subparagraph 95(2)(c.1)(ii) in the 2004 Proposals.

28 Proposed subparagraph 95(2)(c.1)(iii) in the 2004 Proposals.

29 Refer to proposed subparagraph 95(2)(c.1)(iv) in the 2004 Proposals which requires that
‘‘none of paragraphs (2)(c), (d ) to (e.1) and (e.3) to (e.5) and 88(3)(a) applies to the vendor in
respect of the disposition of the share’’.

30 Subsection 95(3.2) ‘‘specif ied purchaser’’.

31 Paragraph (b) under the def inition of a ‘‘Triggering Disposition’’ in proposed subsec-
tion 95(3.3).

32 Proposed subparagraph 95(2)(c.3)(ii).

33 Paragraph (c) under the def inition of a ‘‘Specif ied Discontinuance’’ in proposed subsec-
tion 95(3.3).

34 The 2004 Proposals repeal Regulation 5907(5.1).

35 The comfort letter also dealt with proposed paragraph 95(2)(e.3) and revisions thereto.

36 Supra, note 22 — at page 25.

37 It is not clear whether this suspended surplus approach would in fact be less of an
administrative burden to taxpayers than the suspended income and gains approach. However,
overall a suspended surplus approach should be favoured by most taxpayers.

38 As def ined by subsection 87(8.1) through the application of subsection 95(4.1).

39 Ibid.

40 Ibid.

41 Defined in subsection 95(4) to equal the ACB to FA1 of the property, or such greater
amount as the taxpayer claims not exceeding the property’s fair market value at that time.

42 Allocated on a pro rata basis, based on relative fair market values, where more than one
class of shares is received.

43 This conclusion is supported by Advance Income Tax Ruling 2000-0024951, which dealt
with an absorptive foreign merger.

44 Other than amounts receivable from any PFC, or shares of a PFC.

45 Other than amounts payable to any PFC.

46 Or shares of the ‘‘foreign parent corporation’’ (def ined in subsection 87(8.1)), where the
shares of the NFC are controlled by the ‘‘foreign parent corporation’’ after the merger.

47 There does not appear to be any particular reason for the change in reference to a
‘‘foreign predecessor corporation’’ from a ‘‘predecessor foreign corporation’’.
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48 Allocated on a pro rata basis, based on relative fair market values, where more than one
class of shares is received.

49 Proposed subsection 95(1) ‘‘foreign accrual property income’’ B in the FAPI formula
includes gains from the disposition of property other than dispositions of excluded property.

50 This issue was noted in the November 3, 2004 Joint Committee submission to Finance
on the February 27, 2004 foreign aff iliate proposals.

51 Currently enacted paragraph 95(2)(d.1) could also apply to lower-tier foreign aff iliate
mergers, since a taxpayer can have a 90% SEP in lower-tier foreign aff iliates. The apparent
overlap between currently enacted paragraphs 95(2)(d ) and (d.1) is addressed in the 2004
proposals, as discussed above.

52 Other than shares owned by any PFC that, in the course of the merger, are not
exchanged for or become shares of the NFC or the foreign parent corporation.

53 Existing subsection 95(1) ‘‘foreign accrual property income’’ component B in the
formula.

54 As def ined in subsection 95(3.2).

55 Proposed subsection 95(1) ‘‘foreign accrual property income’’ paragraph (b) under the
def inition of ‘‘B’’ in the formula set out therein.

56 In addition, new paragraph 95(2)(e.2) has been added to deem certain redemptions,
acquisitions or cancellations of FA2 shares to be a liquidation and dissolution of FA2 for
purposes of paragraph 95(2)(e.1).

57 In particular, subsection 52(2) would apply to dividends.

58 Proposed paragraph 95(2)(e.6) provides rules, for the purposes of proposed
paragraphs 95(2)(e), (e.3), (e.4) and (e.5), for determining a foreign aff iliate’s income from a
partnership, where the foreign aff iliate is a member of the partnership and that partnership is a
shareholder referred to in those paragraphs.

59 As def ined in subsection 95(3.2).

60 Proposed subsection 95(1) ‘‘foreign accrual property income’’ B(c).

61 The reduction in ACB arising from the pre-acquisition surplus dividend would be
pursuant to the application of subsection 92(2) and paragraph 53(2)(b).
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