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Foreword

This booklet is produced as a service to the clients of the member firms of PKF
North American Network and PKF International Limited, and as an introduction to
the fiscal and commercial environment of Canada for those who are considering
doing business within its jurisdiction. The contents provide a guide for understand-
ing the business processes, not a complete description of everything a business or
entity needs to know. This booklet should not be used as the basis for any decision
in the areas of Canadian commercial and tax law. Because the laws of Canada are
constantly being modified — both legislatively and judicially — clients are advised to
seek specific professional advice from any PKF North American Network or PKF
International member firm before proceeding with any activities involving Canada.
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Doing Business in Canada

This booklet has been designed to provide an overview of the business climate in
Canada. The discussion is a survey of the many varied considerations involved in
establishing a business enterprise in this country. While every effort has been made
to keep this brochure current and concise, the rapidity of change and the complexity
of our interrelated world mean that consultation with professional advisors is
indispensable. The highly skilled and dedicated people at PKF North American
Network and PKF International look forward to working with you to implement your
business plans.

Although the greatest possible care was observed in creating this publication, the
possibility always exists that certain information may, in time, become outdated.
PKF North American Network and PKF International Limited, therefore, accept no
liability for the consequences resulting from activities undertaken on the basis of
this publication. Consultation about your business opportunity with a professional
advisor remains necessary at all times.

Our offices in Canada and the many locations around the world are committed to
responsiveness and dedicated to excellence.



Chapter One

Demographic and environmental overview
Geography and population

Canada is the second largest nation in the world in geographic size after Russia.

It covers more than half the distance between the North Pole and the Equator,
more than 5,000 kilometres (3,106 miles) from north to south and 8,000 kilometres
(4,970 miles) from east to west. Its climate runs from temperate in the southern and
coastal regions to sub-arctic or arctic in the far north. It has a population of approxi-
mately 32 million people, 90 percent of whom live within 200 kilometres (124 miles)
of the U.S. border.

Canada has a comprehensive system of internal and external communications.
This system is a mixture of public and private ownership. A complete transportation
network by land, water and air provides access for goods and services to all parts
of the country.

Canada has two official languages, English and French. The federal government
offers all of its services in both languages as does the Province of New Brunswick.
The Province of Quebec uses French in virtually all of its material and has specific
legislative requirements governing the use of French in signs, education, etc. The
rest of the country uses predominantly English.

Political and legal environment

Canada is a self-governing federal constitutional monarchy made up of 10 provinc-
es and three territories. The basic forms of government are those of a parliamentary
democracy. At the national level, the head of the political party with the most seats
in the lower house of Parliament, the House of Commons, is asked by the Queen’s
representative, the Governor General, to form a government and act as Prime
Minister for as long as he or she retains the support of the House of Commons.
There is an appointed upper house, the Senate, which, though theoretically equal

in power to the House of Commons, usually acts as a review body on legislation
initiated in the lower house, and as a house of “sober second thought.”
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Each province has an elected legislature similar to the House of Commons. No
province has an upper house. The leader of the governing political party becomes
the Head of Government in the province and is generally given the title of “Premier.”

The legal system is overseen by an independent judiciary. The judiciary members
are appointed by the Governor General upon recommendation of the federal Cabi-
net. The administration of justice, including the establishment of the court system, is
the responsibility of the provincial governments. The federal government, how-
ever, has the sole responsibility for the establishment of criminal law for the entire
country. Appeals from the provincial courts may be made to the Supreme Court of
Canada. In federal tax matters, appeals must be taken through the federal court
system.

The legal system of Canada derives its origins from the English system of common
law with precedents from England often acting as stare decisis. In the Province of
Quebec, however, the Civil Code, based upon the Code Napoleon, is in force for
all civil matters. Pursuant to the Constitution Act, jurisdiction over various matters is
divided between federal and provincial jurisdictions.

Economy

Canada has traditionally had a free market economy overlaid with a substantial
amount of government-controlled enterprise in the area of public service. In this
way, its economy more closely parallels those in western Europe than that of the
United States. Government enterprises, generally called Crown Corporations,
operate in a number of fields including electrical energy generation and distribution,
broadcasting, transportation, postal services and telecommunications.

The size of the Canadian economy has greatly increased in recent years so that the
gross domestic product is estimated to be $1,371 hillion.

The Canadian economy is significantly intertwined with that of the United States. On
January 1, 1989, a Free Trade Agreement came into effect that reduced the tariffs
on most of each country’s domestically produced goods to zero.

On January 1, 1994, the North American Free Trade Agreement (NAFTA) took ef-
fect. NAFTA provides for free trade between Canada, the United States and Mexico.
The Agreement provides access to the Mexican market and enhances the benefits
available under the Canada - United States Free Trade Agreement.
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Canada is also a member of the following economic and trade organizations:

Asia-Pacific Economic Cooperation

Commonwealth

Group of Eight (G8)

International Monetary Fund

Organisation for Economic Co-operation and Development
Organization of American States

United Nations

World Bank

World Trade Organization

Securities and foreign currency controls

The major financial centre of the country is Toronto. Montreal and Vancouver have
special status as international finance centres with favourable tax status available
for certain international banking and finance arrangements. Calgary, Winnipeg and
Halifax exist as major regional financial centres. Canada has no foreign currency or
exchange controls. Securities laws and regulations are under provincial jurisdiction,
although national securities policies exist to facilitate national distribution of securi-
ties. The system is regulated by ten provincial securities commissions and trading is
facilitated by the Montreal Stock Exchange, Toronto Stock Exchange and the TSX
Venture Exchange.

Financial services

The Canadian financial sector is dominated by the chartered banks, which are
federally regulated and chartered pursuant to the Bank Act. There are 21 Sched-
ule | domestic banks, the largest having $537 billion in assets. Schedule Il banks
are foreign bank subsidiaries authorized under the Bank Act to accept deposits,
which may be eligible for deposit insurance provided by the Canada Deposit and
Insurance Corporation. Foreign bank subsidiaries are controlled by eligible foreign
institutions. Schedule 11l banks are foreign bank branches of foreign institutions
that have been authorized under the Bank Act to do banking business in Canada.
These branches have certain restrictions. There are 23 Schedule Il banks and 22
Schedule Il banks in Canada. All of these banks are licensed and regulated by the
federal Superintendent of Financial Institutions. They are allowed to operate freely
in all parts of the country.

e
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In addition to the banks, there are federally and provincially regulated trust com-
panies, credit unions and caisses populaire. These institutions offer predominantly
more personal banking services than commercial services.

The various banks are the most important suppliers of funds to businesses. Short-
term financing is usually arranged as a line of credit limited by standard margining

of operating assets. Medium-term financing, generally five to seven years, is often
used by foreign investors to begin operations in Canada. As a condition of a loan,
banks usually require execution of a note and a formal loan agreement that restricts
the borrower’s decision-making powers through special covenants. Investment bank-
ers, commonly known in Canada as brokerage houses, are often used to arrange
financing through the issuance of shares, debt obligations, or commercial paper.

Grants and Incentives

All levels of government in Canada offer various levels of grants in order to assist
investors in making business investments, mainly in depressed areas, which are
ranked as Tier 2 or 3. These incentives take many forms, from investment tax cred-
its to direct cash grants. In certain arrangements with specific foreign governments,
businesses from those countries have been given the same status as Canadian
businesses in terms of dealing with the Canadian government. Government as-
sistance programs have been significantly curtailed recently as a result of various
fiscal restraint programs. Businesses in Tier 1 areas, normally large cities and their
environs, generally receive little or no assistance.

Income tax legislation gives favourable treatment to certain activities or industries.
Scientific research and experimental development activities undertaken in Canada
receive significant tax incentives including a 20 percent investment tax credit on
qualified expenditures, as well as a 100 percent write-off of current and capital
costs associated therewith. Certain private corporations are eligible for a 35 percent
refundable investment tax credit on qualified expenditures, depending on their size
and ownership status. Specialized industries such as those engaged in natural re-
source activities are offered generous write-offs for tax purposes for exploration and
development activities. While several provinces offer incentive programs, Quebec
offers significant additional incentives to a number of businesses including those
involved in scientific research and experimental development.

When Canada negotiates tax treaties, it generally agrees to reduce withholding
taxes on dividends, interest, royalties and certain other income. In addition, there
are exemptions from withholding tax on interest on government securities and
certain long-term corporate debt.
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Chapter Two
Regulatory Environment

The business environment of Canada is a combination of open competition and
consumer protection. The responsibility for regulation is split between the federal
and provincial levels of government based upon the scope of the concern. The
federal government has an overriding authority to provide for the “peace, order
and good government” of the country. It has used this in the past to ensure uniform
application of regulations that were either under provincial jurisdiction or shared
authority. There have been on-going attempts to minimize the intrusion of the gov-
ernmental regulators in the lives and businesses of Canadians.

Acquisitions and Mergers

The federal laws governing acquisitions and mergers are administered by the Bu-
reau of Competition Policy and the Competition Tribunal. These boards administer
the Competition Act and ensure that acquisitions or mergers do not unduly affect
the marketplace or restrain open and free trading. For certain large transactions,
advance notice must be given to the authorities.

There is a review procedure for foreign entities investing in Canada. In accordance
with the Investments Canada Act, direct investments in excess of $5 million and
indirect investments in excess of $50 million are subject to review and approval.
The review threshold for direct investment investors resident in World Trade
Organization (WTO) countries is $265 million for 2006 and is expected to increase
to $281 million for 2007. Indirect acquisitions by investors resident in WTO member
countries are not reviewable but are nonetheless subject to notification. In four key
policy sectors — uranium, financial services, transportation services and cultural
businesses — the $5 million and $50 million review thresholds apply for all investors,
including residents of WTO countries.

Securities

Securities laws are under the jurisdiction of the provinces. As such, they vary from
province to province. The Securities Act of Ontario has become the standard for the

|
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securities regulatory system because of the dominance of Toronto in the Canadian
financial sector. The purpose of the legislation is to assure full, true and plain disclo-
sure of all material facts with respect to securities being distributed in the respective
provincial jurisdictions on a continual basis.

A foreign investor who wishes to acquire a Canadian corporation may pay for it in
cash or may issue its own securities in exchange for the shares of the Canadian
corporation. If this acquisition is done through a takeover bid for the shares, or if
the acquisition is for 5 percent or more of the shares of a corporation that offers its
shares to the public, the foreign investor is required to file certain information within
a twelve-month period. Usually, information contained in a takeover bid circular is
contemporaneously filed with the pertinent provincial securities commissions and
the stock exchange on which the shares are listed, if applicable, as well as being
sent to the shareholders to solicit their shares.

There are specific continuous disclosure reporting requirements for all corpora-
tions that offer their shares to the public. These requirements vary from province to
province. Additional reporting requirements may also be imposed by any stock ex-
change on which the shares are listed, particularly with respect to material changes
in the affairs of the issuer.

Consumer protection and special industries

There are a number of consumer protection laws that are enforced by a variety of
federal and provincial agencies, as this is an area of shared jurisdiction. The federal
departments of Industry Canada, Environment Canada, Health Canada, and Hu-
man Resources and Social Development Canada are the leading federal agencies
in the consumer protection field.

In addition, certain industries are subject to regulation because of the nature of
their activities. The Superintendent of Financial Institutions regulates all federally
incorporated financial institutions, including all banks and insurance companies.
The Canadian Radio-Television and Telecommunications Commission has authority
over all forms of electronic media, including telephone companies and local cable
TV companies as well as the radio and television industries. Transport Canada
regulates air, marine, rail and road transportation.
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Legal protection for intangibles and intellectual property

Canada offers extensive protection for intellectual property. Owners of intangible
property have the following protection.

Patents - 20 years

Trademarks - 15 years, renewable without limitation
Industrial design - 10 years

Integrated circuits - 10 years

Plant breeders - 18 years

Trade secrets - No legislative protection

Copyright - The life of the author and 50 years

following his or her death. Citizens or
subjects of a Commonwealth or Berne
Convention country are automati-
cally granted copyright protection as
are United States citizens who first
publish the work in the US. Copyright
protection also applies to computer
programs, choreographic works, and
certain artistic works.

Employee welfare

The federal and provincial governments have shared jurisdiction over standards
of employment and employee benefits. They are generally the same across the
country, but it is important to check the jurisdiction involved to ensure compliance
with the appropriate standards. The rules in general affect:

e Minimum wage and maximum hours of work
e Non-discrimination in employment practices
»  Pay equity between various jobs

» Pension standards

»  Collective bargaining rights

»  Termination notice protection

»  Health and safety requirements

e Successor employer obligations

|
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Basic medical and hospital costs are covered by provincially run health insurance
plans. Residents of a province or territory are required to participate in these plans.

Immigration to Canada

There are essentially three types of status available for a person coming to Canada:
visitor, work permit, or landed immigrant. Entry to Canada as a visitor from many
countries does not require a visa. The list of countries of origin for which Canada
does not require a visa is constantly changing. Up-to-date information may be ob-
tained from the nearest Canadian Embassy, Consulate or High Commission. Visitor
status does not permit a person to work in Canada under any circumstances.

To obtain a work permit or landed immigrant status, application must be made with
Immigration officers at a Canadian Embassy, Consulate or High Commission. Ap-
plication cannot be made inside Canada. A work permit allows a person to engage
in a specified type of work for a specified employer. Landed immigrant status grants
virtually all of the rights and responsibilities of Canadian citizenship except the right
to vote.

The income tax implications of immigration to Canada are discussed under a sepa-
rate heading in chapter eight.
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Chapter Three

Forms of business organizations
Canadian corporations

From a Canadian domestic perspective, a Canadian corporation is a separate legal
entity created under the laws of the federal government or under the laws of one

of the provinces or territories. Each of these jurisdictions has enacted its own laws
regarding the formation and operation of corporations. Many of these rules are
similar but there are sufficient differences to warrant close investigation in choosing
the jurisdiction of incorporation. Many corporations that operate in more than one
province are incorporated federally. In Canada, lawyers are normally retained to
incorporate a company. The documents necessary to create a corporation may be
obtained from the Industry Canada office in Ottawa or from the corporate admin-
istrator in the appropriate provincial capital. After incorporation, some jurisdictions
have annual information reports that must be filed, usually with a small annual filing
fee. A corporation conducting business outside its jurisdiction of incorporation may
find it necessary to register to do business in those other jurisdictions.

A Canadian domestic entity that has corporate status under its jurisdiction of incor-
poration is treated as a corporation for income tax purposes. There is no separate
definition of “corporation” in the Income Tax Act.

Alberta and Nova Scotia corporation statutes have a special type of corporation
called an Unlimited Liability Corporation (ULC). ULCs essentially provide no liability
protection to shareholders. The advice of legal counsel should be obtained in ana-
lyzing the legal differences between Alberta and Nova Scotia ULCs. ULCs are often
used by U.S. investors due to tax advantages available to flow-through entities
under U.S. domestic tax legislation. ULCs are treated as a corporation for Canadian
tax purposes and are subject to the normal corporate tax rules.

There is a more detailed discussion of the Canadian tax regime later in this booklet,
but a brief overview of the taxation of Canadian corporations may be useful. As a
general rule, a Canadian corporation is subject to Canadian tax on its worldwide
income regardless of where it is earned. The earnings of a Canadian corporation
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are subject to tax first at the corporate level and then again at the personal level
when they are received in the form of dividends. This double taxation is largely
mitigated because of a tax credit given to Canadian resident individuals receiving
the dividend. Prior to 2006, an individual’s dividend tax credit did not, however, give
sufficient credit for the corporate tax except in the case of a Canadian-controlled
private corporation’s investment income and active business income bearing a
tax-favoured rate. Proposed amendments announced in the 2006 federal budget
will significantly reduce the double taxation for business income taxed at the full
tax rate by increasing the dividend tax credit on “eligible dividends.” Dividend tax
credits are not available to corporations or non-resident individuals. Certain favour-
able rules apply on dividends paid between “connected” Canadian corporations. A
connected corporation is essentially a corporation that is controlled by the recipient
or a member of the same controlled group, or it is a corporation in which the recipi-
ent owns at least 10 percent of the issued shares (measured by votes and value).

A distribution by a Canadian corporation to its foreign parent will only be treated as
a dividend when an actual dividend is declared and paid or if the distribution ex-
ceeds the paid-up capital of the corporation’s issued capital stock when its stock is
being redeemed or otherwise acquired by the Canadian corporation. Dividends are
not deductible by the payer. Dividends paid to non-residents of Canada are subject
to a 25 percent withholding tax unless reduced by a tax treaty.

A Canadian-controlled private corporation (CCPC) is a private corporation that is
given a favourable status under the Income Tax Act. A CCPC is essentially a private
corporation not controlled by non-residents, public corporations or any combination
thereof. A CCPC, its shareholders and its employees have the potential to benefit
from a number of tax incentives and other measures available under the Income
Tax Act. Often, these benefits are reduced or eliminated based on the size or profit-
ability of the CCPC.

Branches of foreign corporations

Abranch is a part of a foreign enterprise and is not a separate legal entity in
Canada. A foreign corporation may establish a Canadian branch and commence
business at any time. Advice should be sought from legal counsel regarding the
requirements of registering to do business in provinces in which the branch intends
to operate and the possibility of obtaining limited legal liability.

As noted above for Canadian corporations, there is no separate definition of
“corporation” in the income tax law. The Canada Revenue Agency (CRA) has a
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published administrative position on the characterization of many foreign entities
and can be consulted on whether or not other foreign entities will be considered
corporations for Canadian income tax purposes.

As a general rule, the Canadian branch of a foreign corporation is subject to regular
Canadian income tax on its taxable income attributable to a permanent establish-
ment in Canada. In addition to the regular corporate income tax, Canada also has
a 25 percent Branch Tax that is imposed on notional distributions of profits to the
foreign head office. This tax rate may be reduced by treaty.

If there is not a governing treaty limiting Canada’s taxation authority, a foreign
enterprise carrying on business in Canada will be subject to tax in Canada regard-
less of whether or not it has a fixed place of business or permanent establishment
in Canada.

Partnerships

For legal purposes, a partnership is defined as the relationship that exists between
persons carrying on business in common with a view to profit. There is no separate
definition for income tax purposes. The two broad types of partnerships in Canada
are general partnerships and limited partnerships. Certain provinces also offer lim-
ited liability partnerships, which are generally used by professional services partner-
ships. Limited partnerships have become increasingly popular as they combine the
tax advantages of a partnership with the limited liability protection offered by corpo-
rate status. In order to preserve limited liability protection, limited partners may not
take part in the management of the partnership. Each province and territory has its
own laws governing the formation and operation of partnerships.

Partnerships are treated as conduits for Canadian tax purposes. Each partner
recognizes a proportionate share of income, loss and credits, whether or not distrib-
uted to the partners. There is no withholding tax on the normal business earnings
allocated to any partner, whether or not resident in Canada. Non-resident partners
will be required to file a Canadian income tax return and, if applicable, a provincial
tax return.

A partnership that has one or more non-resident partners is deemed to be a non-
resident of Canada for the purposes of the 25 percent withholding tax on non-busi-
ness income payments.
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Joint ventures

Joint ventures are enterprises where two or more entities enter into a specified
project with an achievable objective or a set time frame. Joint venture parties typi-
cally agree to share investments and resources as well as income and expenses in
a specified manner.

Unlike partnerships, joint ventures are not recognized as an entity under Canadian
income tax legislation. Rather, each joint venture party treats its share of invest-
ment, income and expenses as being directly earned or incurred by the co-venturer.

Sole proprietorships

Abusiness may be conducted directly by an individual and the results of opera-
tions reflected on financial statements reported on the owner’s individual income
tax return. This approach has the advantages of informality and direct control over
the enterprise, but it is accompanied by the potentially significant disadvantage of
unlimited personal liability.
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Chapter Four

Principles of business taxation
Overview of Canadian taxation

There are a number of tax regimes in Canada, the provinces and the territories.
The federal government imposes income taxes on corporations, individuals, estates
and trusts. There are no estate or gift taxes. There are a number of sales and
excise taxes. The major sales tax imposed by the federal government is known as
the Goods and Services Tax (GST). The provinces and territories also impose a
number of taxes. These include income, resource, capital, sales and payroll taxes.
Municipalities are normally limited to imposing property taxes. The focus of this
booklet is on income taxes and their effect on conducting business in Canada.
Where broadly applicable, other tax matters are mentioned.

The Canadian tax system is a self-assessing system that requires withholding of tax
from salaries and wages of employees and on certain other payments. In addition,
individuals with income from sources on which tax is not withheld are required to
make quarterly instalment payments during the year. Corporations must generally
pay monthly tax instalments. When a taxpayer is required to withhold taxes on
payments to another person, the taxpayer has a fiduciary relationship and must
remit the withheld amounts to the government. Failure to withhold or failure to remit
will generally subject the taxpayer to liability for the taxes as well as penalties and
interest.

For each taxation year, a taxpayer must file a tax return that reports all taxable
income and allowable deductions. The tax is computed on the net taxable income
amount, and is then reduced by the total taxes that the taxpayer either had withheld
from wages or paid as estimated instalments of tax. The net result is a final pay-
ment by, or a refund to, the taxpayer. There are penalties for failure to file a return,
late filing of a return and tax instalment deficiencies.

The CRA s a separate agency under the Minister of National Revenue respon-
sible for the administration of the income tax law. Its mission includes interpreting

|
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tax laws, auditing tax returns and collecting revenues. In the absence of fraud or
misrepresentation, the period during which the CRA may adjust a return is either
three or four years from the date on the Notice of Assessment for the year depend-
ing upon the taxpayer’s status. The reassessment period is extended a further three
years in the case of:

e atransaction with a non-arm’s length non-resident; or

e anon-resident who carries on business in Canada where the issue
pertains to an allocation of revenues or expenses to the Canadian
business or to certain notional transactions.

Transfer pricing

The Income Tax Act requires Canadian taxpayers to report transactions conducted
with related non-residents as though the resident taxpayer and the related non-resi-
dent were dealing at arm’s length with each other during the year. The intent is to
ensure that cross-border transactions do not result in a redirection of income from
Canada to other jurisdictions.

The Income Tax Act imposes stringent requirements relating to transfer pricing. The
CRA may adjust the cost of a capital property or the income relating to a transac-
tion with a related non-resident, and it may assess a penalty if reasonable efforts

to determine arm’s length prices or allocations have not been made. A taxpayer

is considered to have made reasonable efforts if such specified matters as the
property or services to which the transaction relates, the terms and conditions of
the transaction, the identity and relationship of the parties, the functions performed,
the risks assumed, the data and methods considered and the analysis performed to
determine transfer prices or allocations are documented before the filing due date
for the tax return.

It is possible to negotiate with the CRA to establish an acceptable transfer pricing
mechanism in advance. The decision to enter into such negotiations should be
approached with care as the process can be time-consuming, expensive and may
result in a transfer pricing policy that can cause tax difficulties in foreign jurisdic-
tions.

Tax treaties

Canada has an extensive network of tax treaties with other countries for the
primary purpose of eliminating double taxation. The OECD Model Convention, with
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Canada’s specific reservations, has been the basis for all recent treaty negotiations.
Treaties in Canada override domestic law regardless of when the law or the treaty
came into effect. Treaties usually do not affect transactions that occurred prior to
the implementation date of the treaty. Treaties in Canada generally come into effect
after enabling legislation has been passed by Parliament and ratification by the cor-
respondent country. Canada has a policy of establishing a wide network of income
tax treaties and is constantly negotiating new treaties and renegotiating existing
treaties.

It should be noted that U.S. LLCs that are treated in the United States as flow-
through entities and not subject to U.S. corporate tax are not recognized by the
CRA as being eligible for benefits under the Canada-U.S. treaty. U.S. LLCs should
obtain cross-border tax advice prior to carrying on business in Canada or entering
into transactions with Canadians that will subject them to Canadian withholding tax.

|
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Chapter Five

Taxation of corporate income
Taxation of business operations

A corporation is resident in Canada if its mind and management is located in
Canada or if control is exercised in Canada. In addition to this common law test of
residency, there is a statutory expansion of the rule so that all corporations incor-
porated in Canada after April 26, 1965 are deemed to be resident in Canada. A
resident corporation is taxed by Canada on its worldwide income, including capital
gains, without regard to the source of income. The corporate tax rates are con-
stantly changing. At the time of publication, general corporate tax rates (combined
federal and provincial) range from 32.0 percent to 38.1 percent. Lower rates apply
to the first $400,000 (after 2006) of active business income earned by a CCPC

or an associated group of CCPCs and to income earned from manufacturing and
processing operations in certain provinces and territories. CCPCs pay a higher rate
of tax on investment income (including the taxable 50 percent of capital gains). This
special tax ranges from 45.8 percent to 52.0 percent depending upon the province,
but 26.67 percent of taxable investment income is added to the CCPCs “refund-
able dividend tax on hand.” When a CCPC pays taxable dividends, it receives $1 of
refund for every $3 of dividends paid to the extent of its refundable dividend tax on
hand.

A Canadian corporation is required to file an income tax return for each taxation
year, which is generally twelve months. The return is due six months after the
corporation’s year-end. Payments of tax are made on a monthly basis with the final
balance of tax due two or three months after the corporation’s year-end, depend-
ing on the corporation’s tax status. Interest and penalties are imposed for failure

to make adequate monthly instalments and on final balances overdue. Certain
transactions, such as amalgamations and those resulting in an acquisition of control
or a change in CCPC status, cause a deemed year-end with the requirement to file
a tax return for that period.

There is no provision for consolidated tax returns. Each member of the corporate
group files a separate tax return.

|
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Provincial income taxes are paid on the basis of an allocation of taxable income
between the provinces where the corporation has a permanent establishment. The
average weighting of revenues and salaries and wages between the permanent
establishments is the basis for the allocation of business income. Alberta, Ontario
and Quebec each has its own corporate tax administrations and require the sepa-
rate filing of provincial corporate tax returns. The CRA administers the collection of
income taxes for the other provinces and territories through the filing of a combined
federal and provincial tax return. Ontario has announced that it intends to eliminate
its separate provincial return beginning in 2009.

Losses

Canadian tax laws distinguish between non-capital losses and net capital losses.
A non-capital loss is a loss arising from business or property, and it may be carried
back three years and forward 20 years. The allowable 50 percent of capital losses
arising on the disposition of capital assets may only be used to offset the taxable
50 percent of capital gains in the year. To the extent not used in the current taxa-
tion year, 50 percent of the capital losses (referred to as the “net capital loss) may
be carried back three years and forward indefinitely to offset the taxable portion of
capital gains.

There are restrictions on the use of non-capital losses if control of a corporation
changes. Net capital losses expire on an acquisition of control. In addition to trigger-
ing a deemed taxation year-end, the acquisition of control of a corporation results

in the deemed disposition and re-acquisition of certain assets if the asset's cost, or
undepreciated cost for depreciable assets, for tax purposes exceeds its fair market
value. These rules are intended to crystallize an unrealized loss when control
changes, making the loss subject to restriction or expiry. It is possible to elect to
recognize unrealized capital gains on other eligible assets to offset the restricted or
expiring loss and increase the cost base of one or more depreciable or non-depre-
ciable capital assets.

Computation of taxable income

The starting point in the computation of taxable income is the net income of the
corporation based on generally accepted accounting principles. This amount is
then adjusted for various specific items outlined in the Income Tax Act in computing
taxable income.
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There are three basic limitations on the deduction of expenses by a taxpayer. First,
expenses are deductible only to the extent that they are incurred for the purposes
of earning income from a business or property. Second, expenditures on account
of capital assets are not deductible on a current basis. There is, however, a system
of capital cost allowances similar to depreciation, which is discussed below. Thirdly,
there is a restriction against deducting any expenses that are of a personal nature.
Overriding the three basic limitations, there is a further limitation that will allow a
deduction only if the outlay or expense is “reasonable in the circumstances.”

Dividends paid to shareholders are generally not deductible by the paying corpora-
tion. On the other hand, dividends received from other taxable Canadian corpora-
tions and from certain foreign affiliates are usually deductible in the computation of
the taxable income of the receiving corporation. If the dividends are from a Cana-
dian corporation that is not part of the same control group and in which the recipient
corporation’s shareholding (based on votes and value) is less than 10 percent, a
special refundable tax of 33.3 percent of the dividend received may be imposed on
the recipient corporation. This tax is refundable upon the payment of dividends by
the recipient corporation.

Thin capitalization rules

The fact that interest expense is deductible while dividends paid are not deduct-
ible places a high premium on the appropriate classification of capital infusions
when establishing the capital structure of a Canadian corporation. There are thin
capitalization rules that govern the deductibility of interest paid to a non-resident
who (together with persons not dealing at arm’s length) owns 25 percent or more
of the shares (measured by value) or to a non-resident not dealing at arm’s length
with that non-resident shareholder. Essentially, these rules prevent the deduction of
interest paid to these non-residents on debt outstanding that exceeds two times the
aggregate of:

e Retained earnings at the beginning of the year;
e Average monthly contributed surplus contributed by the non-resident; and
e Average monthly paid-up capital of shares owned by the non-resident.

These rules are intended to encourage the financing of a corporation through
domestic Canadian sources or through equity.
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Depreciation and amortization

To override the general limitation against the deduction of any amount on account
of capital or depreciation, the Income Tax Act provides a comprehensive system

of tax depreciation called the Capital Cost Allowance (CCA) system. This system
segregates capital assets into more than 40 classes and stipulates the maximum
deduction that may be claimed in a year with respect to assets of that class. With
certain exceptions, the CCA claims are generally computed on a pool basis, not on
an individual asset basis. The basic system generally permits a percentage of the
undeducted balance in the class to be deducted each year. Some examples of the
deduction rates are as follows:

Assets Percent
Buildings 4
Office equipment 20
Computer equipment 45
Automobiles 30
Manufacturing equipment 30

Some classes of depreciable assets, such as leasehold interests, are amortized on
a straight-line basis.

Most CCA classes are restricted to a claim of one-half the prescribed percentage on
asset acquired in the year. When property is sold, the class is credited with the lesser
of the proceeds of sale or the original cost of the asset. If this produces a negative
balance in the class, that negative amount is included in income as recaptured CCA.
Alternatively, if all the assets in the class have been disposed of and there is a positive
balance in the class, the balance may be deducted as a terminal loss.

Some capital expenditures are not covered under the CCA system. Instead, they
are handled through special statutory rules. Such expenditures as organization
costs, goodwill acquisitions, scientific research and experimental development
outlays, and natural resource exploration and development expenses are subject to
various special rules.

Foreign source income rules and foreign tax credits

A corporation resident in Canada is taxed on its worldwide income. In addition, in-
vestment and other passive income of a controlled foreign affiliate may be imputed
to the Canadian corporation under the Foreign Accrual Property Income (FAPI)
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rules. To provide relief from double taxation, there is a series of deductions avail-
able relating to the foreign taxes paid both at the foreign affiliate level and at the
withholding tax level when taxable dividends are actually remitted to Canada by a
foreign affiliate. Dividends received from a foreign affiliate of a Canadian corpora-
tion out of active business income earned in a country with which Canada has a tax
treaty are not taxable to the receiving Canadian corporation as long as the foreign
corporation retains its status as a “foreign affiliate.”

For foreign income earned directly by a Canadian corporation, a complex system
of foreign tax credits is available in order to prevent double taxation. Foreign taxes
imposed upon non-business income such as portfolio dividends or interest must
be used in the current year’s credit computation or they are lost. Foreign taxes
imposed on business income may be carried back three years or forward 10 years
if they cannot be used in the foreign tax credit computation for the current year.

Capital gains and losses

The disposition of capital assets gives rise either to capital gains or to capital losses.
These gains and losses are subject to special rules. Only 50 percent of the capital
gains in excess of capital losses is included in taxable income. This amount is then
subject to general income tax rates unless the corporation is a CCPC, in which case
the additional refundable tax on investment income is applicable. Capital losses

on depreciable property are deemed to be nil and the economic loss is recognized
through the CCA system as a terminal loss. Net capital losses, the amount by which
the allowable 50 percent of capital losses exceeds the taxable 50 percent of capital
gains for any year, may be carried back three years or forward indefinitely to offset
the taxable 50 percent of capital gains realized in those other years. Net capital loss
carry-forwards are extinguished on a corporate change of control.

Refundable income taxes

As previously mentioned, a special refundable tax is levied on dividends received
by certain corporations. This tax is added to the corporation’s “refundable dividend
tax on hand” account. In addition, CCPCs pay a higher rate of tax on investment
income (including the taxable 50 percent of capital gains), but 26.67 percent of
taxable investment income is added to the corporation’s “refundable dividend tax on
hand.” When a corporation with a balance of refundable dividend tax on hand pays
taxable dividends, it receives $1 of refund for every $3 of dividends paid.
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Chapter Six

Taxation of non-resident corporations

A non-resident corporation is any corporation that, under the common law, the
statutory rules or operation of treaty, is not resident in Canada. The income of a
non-resident corporation may generally be taxed by Canada in two different ways.

First, business income from Canadian sources and 50 percent of the capital gains
from the disposition of certain specified Canadian assets are taxed at the normal
Canadian corporate tax rates. This tax is referred to as “Part | tax.” The business in-
come and capital gains components are discussed below under separate headings.

Second, certain types of Canadian source income that would generally be regarded
as passive income (e.g., interest, dividends, rents, royalties, management fees,
estate or trust income, alimony, pension benefits and annuities) are taxed at a rate
of 25 percent of gross income, unless a lower treaty rate applies. This second type
of tax, referred to as “Part XIll tax,” is generally withheld at source by the payor. The
CRA has an administrative procedure to process applications for waivers of this 25
percent tax where the income pertains to a business carried on through a perma-
nent establishment in Canada.

Permanent establishment rules and business income

Under Canadian domestic tax law, a non-resident who carries on business in
Canada is liable for tax on taxable income earned in Canada. Whether or not a
business is carried on in Canada is a question of fact. The Courts have considered
the following to be significant factors, amongst others:

The place where the contract is made;

The location of operations from which profits arise;
The place from which payments are made; and
The place of delivery.

|
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Additionally, the Income Tax Act deems the non-resident to be carrying on business
in Canada if the non-resident:

e produces, grows, mines, creates, manufactures, fabricates, improves,
packs, preserves or constructs, in whole or in part, anything in Canada;

o solicits orders or offers anything for sale in Canada; or

o disposes of certain timber resource property; Canadian real property that
is not capital property; or in certain circumstances, Canadian resource

property.

Where a tax treaty exists between Canada and the country of the non-resident, a
non-resident corporation carrying on business in Canada will generally be subject
to Canadian income tax on its Canadian business income only if it has a permanent
establishment in Canada and only to the extent such income is attributable to the
permanent establishment. The term "permanent establishment" is usually defined in
the tax treaty. Under most treaties, an agent's office is not considered a permanent
establishment unless the agent regularly exercises power to negotiate and con-
clude contracts. Furthermore, the utilization of the services of an independent agent
engaged in his or her own business will not result in a permanent establishment.
The particular treaty may provide special rules for such activities as construction
and installation projects, international shipping, offshore resource exploration, etc.

A non-resident corporation's income from carrying on business in Canada attribut-
able to a permanent establishment in Canada is taxed using the same rules as a
resident Canadian corporation. A non-resident corporation may claim all normal
business expenses incurred for the purpose of earning that income, including an
appropriate allocation of head office expenses. Relative to the taxation of distribu-
tions of branch profits, refer to the Branch Tax discussion below.

Income Tax Regulation 105 requires that every person paying a non-resident a

fee, commission or other amount in respect of services rendered in Canada, of any
nature whatever, is required to withhold 15 percent of the payment as an instalment
of Part | tax. This 15 percent withholding does not apply to payments to employees.
The Regulation 105 withholding is applied on the federal income tax return and will
be refunded to the extent it exceeds the actual tax payable on Canadian-source
business income. The CRA has an administrative program with detailed guidelines
to process applications for waivers of this Regulation 105 withholding, particularly
where the non-resident does not have a permanent establishment and would be
treaty-exempt on the Canadian business income. Non-residents paying non-resi-
dent sub-contractors for services performed in Canada should obtain advice about
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their withholding responsibilities under Regulation 105. Quebec has a similar 9
percent withholding for services rendered in Quebec.

Anon-resident corporation that carries on business in Canada but does not have
a permanent establishment in Canada and is exempt from Canadian tax on its
business profits by virtue of a treaty must file a treaty-based tax return and related
information forms within six months of its year-end.

Disposition of taxable Canadian property

Canada requires that non-residents include in their income reportable in Canada 50
percent of the capital gains on the disposition of taxable Canadian property, which
essentially includes:

real property located in Canada;

most capital property used in a business being carried on in Canada;
shares of the capital stock of any corporation resident in Canada, except
for public corporations;

e shares of a public corporation resident in Canada or units of a unit mutual
fund if the non-resident owned 25 percent or more of the shares or units in
the past 5 years;

e interests in partnerships whose assets are primarily taxable Canadian
property;

e interests in non-resident trusts whose assets are primarily taxable
Canadian property;

e  certain interests in resident Canadian trusts;
shares of a non-resident corporation that is not a public corporation, which
essentially have more than 50 percent of their value derived from taxable
Canadian property, Canadian resource property, timber resource property
or options to acquire such property; and

e shares of a non-resident corporation that is a public corporation, which
would otherwise exceed the 50 percent threshold referred to in the
previous bullet, if the non-resident owned 25 percent or more of the shares
in the past 5 years.

As referred to in the context of this list, a “public corporation” is a corporation which
has the particular class of shares listed on a prescribed stock exchange.

There is a pre-disposition clearance certificate procedure in place that usually
requires withholding tax to be paid on the closing of a transaction involving a dis-
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position of taxable Canadian property. Where advance notification procedures are
followed, withholding is limited to 25 percent of the net gain on disposition (without
regard to selling costs). Otherwise, 25 percent of gross proceeds must be withheld
by the purchaser. There is a 50 percent withholding in respect of life insurance
policies, resource properties, real property (other than capital property), timber
resource property, and depreciable property that is taxable Canadian property. The
amount of withholding may be reduced where a tax treaty applies to the transaction.
Quebec imposes a similar requirement for property situated in Quebec.

The withholding is on account of the final tax liability for the year. If the amount with-
held exceeds the actual tax liability, a refund will be issued upon filing of the federal
tax return (or Quebec tax return) for the year.

Non-business income

Certain types of non-business income paid or credited to non-residents of Canada
are taxed at a flat rate of 25 percent. This rate is usually reduced by treaty. The
items subject to this rate include interest, dividends, rents, royalties, management
fees, estate or trust income, alimony, pension benefits and annuities. Various ex-
emptions and deeming rules are applicable. Professional advice should be sought
with respect to cross-border payments.

Branch operations and the branch tax

Income from the operation of a corporate branch carrying on business in Canada is
generally taxed at normal Canadian corporate rates. However, an additional Branch
Tax of 25 percent may apply to the branch’s income not reinvested in Canada. The
rate may be reduced by treaty to the treaty rate applicable to dividends. Some trea-
ties also provide for a threshold amount that must be exceeded before the Branch
Tax will apply to a corporation from that country.
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Chapter Seven

Other taxes
Sales tax

The GST is a federal value-added tax. GST is charged on the sales price of goods
and services sold by registered suppliers in Canada unless those supplies are
“zero-rated,” “exempt” or outside the scope of GST (see definitions below). GST is
also charged on the transfer, lease or disposition of property. A person who makes
taxable supplies in the course of business is required to register for GST if taxable
sales exceed certain limits. The term “person” includes individuals, partnerships,
associations, corporations, clubs and charities.

The tax is eventually borne by the ultimate non-registrant consumer of the goods
and services. In effect, registrant suppliers only act as collectors of GST. Registrant
suppliers remit the GST charged to customers to the government and receive a
refund or credit referred to as an “input tax credit” for the GST they have paid to
their suppliers in respect of purchased supplies. Input tax credits may be claimed
for capital costs as well as current expenditures.

There are three categories of transactions:

e Supplies subject to the normal rate of tax (currently 6 percent), referred to
as “taxable supplies”;

e Supplies subject to a zero rate of tax, referred to as “zero-rated supplies”;
and

o  Exempt supplies.

Aregistrant business engaged in providing zero-rated supplies or services is able to
claim a refund of all GST paid on its purchases. By contrast, a person who provides
exempt supplies does not charge GST on supplies it makes and is not entitled to a
refund of GST paid on its purchases.

There is also the potential problem where some supplies are exempt and others are
zero or standard-rated. In these circumstances, input tax credits on GST paid on
the related expenses incurred must be allocated using some reasonable method.
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Examples of zero-rated and exempt supplies and services are:

Zero-rated Supplies Exempt Supplies
Agricultural and fish products Day care services
Basic groceries Educational services
Exports Financial services
Medical devices Health care services
Prescription drugs Residential rentals

Sale of used residences

Prompt registration for GST is an important requirement of carrying on business in
Canada.

The federal government has committed to integrating the GST with the provincial
sales tax regimes. Quebec commenced the harmonization of its provincial sales tax
program in 1992. The provinces of Newfoundland and Labrador, Nova Scotia and
New Brunswick have completely harmonized their sales tax systems with the GST.

The GST rate is 6 percent of the selling price of all goods and services consumed
domestically except those classified as zero-rated or exempt. In the harmonized
sales tax regimes of Newfoundland and Labrador, Nova Scotia and New Brunswick,
the rate is 14 percent. In Quebec, the sales tax rate is 7.5 percent, which is levied
on the selling price, including GST, resulting in a combined rate of 13.95 percent.

Other provinces, with the exception of Alberta, which has no sales tax, charge
provincial sales tax on the retail price of most goods at rates that range between 6
percent and 10 percent.

Capital taxes

The federal Large Corporations Tax, a corporate minimum tax that was imposed
on the taxable capital employed in Canada in excess of $50 million, was repealed
effective January 1, 2006.

Several provinces impose a capital tax on the taxable paid-up capital of corpora-
tions having a permanent establishment in the province. The capital tax rates
range from approximately 0.3 percent to 0.6 percent and each province has its
own exemption threshold. British Columbia only imposes a capital tax on financial
institutions. Capital is usually defined to include shareholders’ equity and most
types of debt. Most provinces are in the process of reducing or eliminating capital
tax entirely.

e
28 PKF - Doing Business in Canada - Chapter Seven

Duties

Canada has a complex system of duties imposed on the importation of goods into
Canada. The rate of duty, if any, varies depending on the nature of the goods and
their country of origin.

Canada, Mexico and the United States are co-signatories of NAFTA, which provides
for free trade among the countries.
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Chapter Eight

Personal Taxation
Individual taxation

Individuals are divided into two classifications for Canadian income tax purposes:
residents and non-residents. Physical presence in Canada for 183 days in one
taxation year deems the individual to be a resident of Canada for that year. Aside
from this and certain other deeming rules, there is no exhaustive definition in the
Income Tax Act of who is and who is not a resident of Canada, and there has been
much jurisprudence on this issue over the years. The courts have looked at the fol-
lowing factors to determine if an individual is resident in Canada:

e the amount of time spent by the individual in Canada during the taxation
year in question and preceding years;

« the motives or reasons for being present in Canada or absent from
Canada during the year;

e whether the individual maintains a dwelling or establishment in Canada;

e theindividual's roots and background;

e theindividual's general mode or routine of life; and

«  other connections that the person has in Canada, such as ownership of
property, membership in clubs, presence of spouse and children, etc.

The determination of Canadian tax residency is normally based on consideration of
this information. In a case where Canadian law determines that a person is resident
in Canada, and another country with which Canada has a tax treaty determines that
the person is resident there as well, the related treaty usually has procedures and
criteria for determining that person's tax status.

Residents

An individual resident is required to report and pay tax on his or her worldwide in-
come. There is a foreign tax credit system to provide relief from double taxation on
non-Canadian income. The system usually results in the person paying the higher
of the Canadian or foreign tax on that income.
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Individuals who are residents of Canada for part of the year only report world-wide
income and deductions relating to that part of the year. For the part of the year they
are non-resident, they will also have to report Canadian employment income, Cana-
dian business income and gains from the disposition of taxable Canadian property.

Every individual files a separate return reporting his or her own income. There are
no joint returns or filings for spouses or families. Personal income tax returns are
generally due to be filed by April 30 with no extensions permitted. Individuals earn-
ing business income as a proprietor or partner and their spouses are required to

file their returns by June 15. Income taxes owing on income earned in the calendar
year are due by April 30 of the following year, regardless of when the return must be
filed.

All provinces and territories impose a personal income tax. The CRA administers
the collection of the income taxes for all provinces and territories except Quebec.
Quebec administers its own personal income tax system. Persons subject to Que-
bec taxation must file separate federal and Quebec tax returns.

At the time of publication, the maximum personal tax rates ranged from 39 percent
to 48.2 percent depending on the province or territory a taxpayer resided in on
December 31. Lower rates apply to dividend income from Canadian corporations.

Non-residents

A non-resident individual is usually subject to Canadian income tax only on Cana-
dian source income. A non-resident is subject to normal Canadian personal income
tax rates on the total of the salaries and wages earned in Canada, the income

from a business carried on in Canada and the gains from the disposition of taxable
Canadian property, as described more fully in the taxation overview section. Income
from Canadian sources such as dividends, interest, rents, royalties and pensions
are not subject to normal Canadian tax; rather, they are subject to a 25 percent
withholding tax, which may be reduced by a tax treaty. If the non-resident individual
is required to file a Canadian income tax return, this return is normally due on April
30 following the calendar year the income was received. An alternative method is
available to recipients of rental, pension and certain employment benefits that can
result in a reduction of taxes payable.
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Immigration and emigration

When an individual becomes a resident of Canada, his or her world income is tax-
able for the remaining part of the taxation year. Most property is deemed to be ac-
quired at fair market value at the time of immigration. As a result, Canada will only
tax the economic gain that accrues during Canadian residency. The Income Tax Act
provides an immigrant with the opportunity to transfer non-Canadian investment as-
sets into a foreign trust exempt from Canadian tax for up to five years. Professional
advice should be sought prior to immigration.

When a resident individual becomes a non-resident of Canada and a resident of an-
other jurisdiction, there is a deemed disposition of most of his or her assets, at fair
market value immediately prior to departure with 50 percent of the resultant capital
gain or loss being included in income for the year of departure. Assets subject to
the deemed disposition include virtually everything except Canadian real property,
property used in a Canadian business, certain pension entitlements, certain stock
options and certain interests in Canadian trusts. Where an individual resided in
Canada for no more than five of the 10 years preceding departure, any assets
owned at the time of entry and property inherited while in Canada will be excluded
from the deemed disposition rules.

Taxes payable as a result of the deemed dispositions are due in the year of depar-
ture. If acceptable security is provided to the CRA, payment of tax may be deferred
until the actual disposition or the death of the individual. No security is required for
the first $100,000 of capital gains. Interest is not payable on the taxes deferred up

to the actual disposition or death.

Death

There are no estate taxes or succession duties, as such, imposed in Canada. At
death, a person is deemed to have disposed of his or her property at its fair market
value immediately prior to death. Thus, on the deceased person’s final income tax
return, the accrued capital gains and losses are recognized for tax purposes. There
are rules to provide a tax-free rollover of the property that is transferred to, or made
available for the exclusive use of, a surviving spouse. Upon the death of the surviv-
ing spouse, the underlying capital gains and losses will be realized and any result-
ing taxes become due. These deemed realization rules also apply to non-residents
with property in Canada at the time of their death.
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Chapter Nine

Accounting
Accounting and financial reporting

Under the Canadian Charter of Rights and Freedoms, the regulation of commerce

is the responsibility of the provinces. Accordingly, many of the requirements for the
maintenance of accounting records are contained within the provincial statutes and
regulations. There are, however, various federal statutes and regulations that also

contain requirements for accounting records.

The accounting requirements for corporations are generally to maintain books and
records to enable full and fair disclosure of the financial condition of a business in
compliance with applicable accounting principles, laws, rules and regulations.

Private businesses are not required to publicly disclose the results of their financial
operations. Based on their own requirements, banks and other lending institutions
may require these businesses to issue annual, or more frequent, financial state-
ments. Corporations that are publicly listed need to comply with the requirements
of the applicable provincial securities commissions and stock exchanges, which
include the requirement for an annual audit of financial statements and unaudited
quarterly statements. The fundamental guidelines for maintaining accounting
records include these points:

»  Accounting records are kept in accordance with the laws of each province;

+ Accounting records fairly and accurately reflect the transactions or events
to which they relate;

+ Accounting records fairly and accurately reflect the corporation’s assets,
liabilities, revenues and expenses;

+ All transactions are supported by accurate documentation in reasonable
detail; and

+  Corporate financial reports are prepared in accordance with generally
accepted accounting principles (GAAP).
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Accounting principles

The Canadian Institute of Chartered Accountants (CICA) is recognized as an
authority for rules and guidelines for accounting principles. The Accounting Stan-
dards Oversight Council was established by the CICA to serve the public interest by
overseeing and providing input to the activities of the Accounting Standards Board
(AcSB). The AcSB is responsible for establishing standards of accounting and
reporting by Canadian corporations and not-for-profit organizations.

The CICA is expected to harmonize Canadian GAAP with international accounting
standards and international financial reporting standards by 2011.

The key element for adhering to accounting principles is consistency throughout
each reporting period, along with consistency among succeeding periods. Any
changes in accounting principles have to be presented with full disclosure. Public
corporations have much stricter requirements for reporting any changes in account-
ing policies.

The valuation of a corporation’s assets needs to reflect those assets’ original cost
basis, with the exception of marketable securities. Marketable securities will reflect
the lower of cost or market on the balance sheet date. If an impairment exists in any
of the corporation’s assets that impacts the future benefit of the asset, it will typi-
cally be represented in a write-down of the asset.

Property, plant and equipment and other intangible assets that have a finite useful
life, such as patents and trademarks, are subject to depreciation that would allow
the financial statements to reflect the asset’s original cost minus the accumulated
depreciation. The corporation selects its depreciation policy and estimates the use-
ful life of assets for accounting purposes. A corporation’s depreciation policy need
not be congruent with Canadian tax laws. Goodwill and intangible assets that have
an indefinite useful life are not subject to depreciation; rather they are evaluated
annually for impairment.

Expense allocation

A corporation is required to recognize an expense in the period in which the
expense has occurred as opposed to when it is paid. This is the foundation of the
accrual basis of accounting. Some classes of expenses can be “capitalized” on the
balance sheet as they may represent a future benefit and they will be expensed
over a defined period of time. Such costs could be related to development costs or

mineral property expenditures.
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Financial reporting

Financial statements must follow the appropriate guidelines and, if necessary, regu-
latory requirements of various agencies. Every Canadian corporation is required to
have an audit, unless the shareholders consent to waive an audit of the corporation.
At a minimum, the corporation needs to compile financial statements for income

tax purposes. Corporations that desire a level of assurance on financial statements
may opt for the differential reporting options available to private corporations.
Differential reporting exempts a corporation from certain accounting policies and
disclosure requirements, which are primarily designed for larger private corpora-
tions or public entities.

Financial statements include balance sheets that reflect the status of the corpora-
tion’s assets, liabilities and retained earnings at a specific date. Income statements
reflect the results of business operations for a specific period of time. Generally,
corporations will issue these statements for the current period, along with com-
parative information from the immediately preceding reporting period. A statement
of cash flows communicates a corporation’s cash flow activity over the year from
operating, investing activities and financing activities.

Publicly-traded corporations are required to have an audit performed by an inde-
pendent Chartered Accountant. In order to audit publicly-traded corporations, a
public accounting firm must be registered with the Canadian Public Accountability
Board (CPAB). Audits are conducted in accordance with generally accepted audit-
ing standards (GAAS) that are issued and supported by the CICA. Canadian GAAS
is currently being integrated with International Auditing and Assurance Standards,
and it is expected to be fully integrated by the end of 2008. The audit's essential
element is the opinion of the auditor that the information contained in the financial
statements “fairly” represents the results of business operations and is in compli-
ance with GAAP.

More information on accounting and financial reporting can be found on the CICA
website at www.cica.ca.

]
PKF - Doing Business in Canada - Chapter Nine 37



Glossary

AcSB - Accounting Standards Board

CCPC - Canadian-controlled private corporation
CICA - Canadian Institute of Chartered Accountants
CPAB - Canadian Public Accountability Board
CRA - Canadian Revenue Agency

FAPI - Foreign Accrual Property Income

GAAP - Generally accepted accounting principles
GAAS - Generally accepted auditing standards
GST - Goods and Services Tax

NAFTA — North American Free Trade Agreement
ULC - Unlimited Liability Corporation

WTO — World Trade Organization
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Fort Macleod, TOL 020
Tel: 403-553-3355
Fax: 403-553-2696
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BRITISH COLUMBIA

Smythe Ratcliffe LLP

Web: http://www.smytheratcliffe.com
Email: info@smytheratcliffe.com
355 Burrard St., Suite 700
Vancouver, V6C 2G8

Tel: 604-687-1231

Fax: 604-688-4675

#811 - 100 Park Royal South
West Vancouver, V7T 1A2
Tel: 604-925-1317

Fax: 604-925-1118

#207 - 895 Fort Street
Victoria, V8BW 1H7
Tel: 250-382-2668
Fax: 250-382-2660

#8C - 2220 Bowen Road
Nanaimo, V9S 1H9

Tel: 250-751-2668

Fax: 250-751-2058

Walsh King

Web: http://www.walshking.com
595 Howe Street, 14th Floor
Vancouver, V6C 2T5

Tel: 604-687-2003

Fax: 604-687-2066

MANITOBA
Scarrow & Donald LLP
Web: http://www.scarrowdonald.mb.ca

100 - Five Donald Street
Winnipeg, R3L 2T4

Tel: 204-982-9800

Fax: 204-474-2886
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ONTARIO QUEBEC

Kraft Berger LLP Fauteux, Bruno, Bussiere, Leewarden, CA
Web: http://www.kbllp.ca Web: http://www.fbbl.ca

Email: accountants@kbllp.ca Email: info@fhbl.ca

3160 Steeles Avenue East 1100 Crémazie Boulevard East
Suite 300 Suite 805

Markham, L3R 3Y2 Montréal, H2P 2X2

Tel: 888-563-6868 Tel: 514-729-3221

Fax: 905-475-9360 Fax: 514-593-8711

Neal, Pallett & Townsend LLP Harel Drouin - PKF

Web: http://www.nptca.com Web: http://www.hd-pkf.ca
Email: info@nptca.com Email: info@hd-pkf.ca

633 Colborne Street, Suite 300 215 Saint-Jacques, Suite 1200
London, N6B 2V3 Montréal, H2Y 1M6

Tel: 519-432-5534 Tel: 514-845-9253

Fax: 519-432-6544 Fax: 514-845-3859

PKF Hill LLP SASKATCHEWAN

Weh: http://www.pkfhill.com Virtus Group LLP

Email: info@pkfhill.com Web: http://www.virtusgroup.ca
41 Valleybrook Drive, Suite 200 Email: virtus.saskatoon@virtusgroup.ca
Toronto, M3B 256 200-133 3rd Avenue North

Tel: 416-449-9171 Saskatoon, S7K 2H4

Fax: 416-449-7401 Tel: 888-285-7677

Fax: 306-653-4245
Robinson Lott & Brohman

Web: http://www.rlb.ca 200-2208 Scarth Street
Email: partners@rlb.ca Regina, S4P 2J6

15 Lewis Road Tel: 888-258-7677
Guelph, N1H 1E9 Fax: 306-522-6222

Tel: 519-822-9933
Fax: 519-822-9212

686 St. David Street N.
Fergus, N1M 2K8

Tel: 519-843-1320
Fax: 519-843-3289
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