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Taxation of Uranium Mined in the

Province of Saskatchewan

Corporate taxation in Canada is within the jurisdiction of the federal government and the
various provincial and territorial governments. Mining income presents particular
problems, as not oniy do the various jurisdictions make different adjustments for income
tax purposes, but the various provinces and territories also impose separate royalties or
mining taxes, the calculations of which vary from jurisdiction to jurisdiction. This
memorandum and the attached appendices discuss the following major taxes faced by a
taxpayer mining uranium in the Province of Saskatchewan.

. Federal income taxes

. Provincial income taxes

. Mining taxes/royalties

. Federal and provincial capital taxes
. Withholding taxes and branch taxes

Also, there are some comments with respect to certain other considerations and the
attached Appendices 1 and 2, which give examples of the calculation of income taxes
and Saskatchewan uranium royalties respectively. Appendix 3 compares the treatment
of a number of different components related to the calculation of income taxes and
royalties and Appendix 4 sets out Revenue Canada, Taxation’s perspective on
international transfer pricing matters. Although in some cases there is considerable
detail included, this discussion is basically an overview and it does not cover numerous
fine details or exceptions contained in the legislation that covers the various taxes.

The discussion assumes that the taxpayer is either a corporation incorporated in Canada
which is a subsidiary of a Japanese corporation (“Subsidiary”) or it is a branch of a
Japanese corporation {“Branch”}, The taxpayer, whether a Subsidiary or a Branch, will
be taxable federally and in each province in which it has a permanent establishment. For
the purposes of this discussion and to keep the examples from being too complicated, it
has been assumed that the only permanent establishments are in either Saskatchewan
only, or in Saskatchewan and British Columbia {“BC").

The discussion also assumes that the project will be operated as a joint venture with
each participant owning a direct working interest (as opposed to a royalty interest) in the
mineral properties and the project. It is important that the project is a joint venture (as is
the case with most mining operations in Canada), rather than a partnership, since joint
venturers each separately calculate, and are taxed on, their share of the project.
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. 2
In the case of a partnership, the partnership calculates its income and allocates a share
to each partner. A principal concern with a partnership is that some of the discretionary
deductions permitted in calculating taxable incomes are taken at the partnership levei
and individual partners may have different objectives or wishes as to what should or
should not be deducted.

The question of whether or not a project is a joint venture or a partnership is basically a
legal determination. It should be noted that Revenue Canada has issued an
interpretation Builetin IT-90, which discusses “What is a Partnership?” Two comments
in particular refer to joint ventures {note that an Interpretation Bulletin is not in itself law
but, rather, Revenue Canada’s interpretation of the law):

> “A joint venture agreement, whereby two or more persons agree that each provides his
own property to perform a specific task, may be considered a partnership as regards
such profits; but as long as the property is not held under joint tenancy or tenancy in
coemmon, it is not considered to be partnership property. Thus the capital cost allowance
provisions relating to partnership property do not apply.”

and

“Where several persons form an association for the purpose of carrying out particular
business transactions in which they are mutually interested, the association has the
characteristic of a partnership. However, such persons may associate without each
accepting total liability for the association’s debts. In these circumstances, contracts
may indicate that the associated persons will be liable only for their respective agreed
portions of the debts. The existence of such an arrangement is viewed as an indication
that a partnership does not exist. One of the original examples of this type of
association which does not constitute a partnership is a syndicate of insurance
underwriters, Associations or syndicates in connection with natural resource industries
often are in the same category.” -

Income Taxes

» Federal
Both a Subsidiary and a Branch are subject to federal income taxes. The only
difference is that the Subsidiary is taxed on its worldwide income, while a Branch

is only taxable on income associated with permanent establishments located in
Canada.

The starting point in the calculation of income for income tax purposes is the
annual financial statements prepared according to Canadian generally accepted
accounting principles. In the case of a Branch, the financial statements would
include all income and expenses associated with the permanent establishments in
Canada. This could include reasonable executive and general administrative
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expenses allocated to the Branch from head office to the extent they are incurred
for the purposes of the permanent establishment.

In calculating taxable income for federal purposes (see Appendix 1}, there are
certain adjustments which must be made to account for differences between the
calculation of income for accounting purposes and income for taxation purposes.
The major differences are:

. The treatment of tangible assets.

Tangible assets are depreciated for accounting purposes in whatever
manner the taxpayer adopts. Such accounting depreciation is not
deductible for income tax purposes.

In lieu of accounting depreciation, the taxpayer includes expenditures on
such assets in various pools referred to as capital cost allowance classes
based on the nature of the asset. Each class has a maximum annual rate
at which capital cost allowance may be claimed. On the disposition of an
asset, the class is credited with the lesser of the proceeds of disposition
of the asset or its original cost. To the extent that there is any. remaining
balance in the class, capital cost allowance continues to be claimed until
the disposition of the last asset in the class, at which time any remaining
balance in the class is deducted from taxable income. If the proceeds
credited to the class are greater than the balance in the class, the
“recaptured” capital cost allowance is included in taxable income. Where
proceeds from the disposition of a tangible asset are greater than the
original cost of the asset, the excess is generally treated as a capital gain;
75 percent of which is included in taxable income. The notes to Appendix
1 include an additional discussion of this topic and concentrates on Class
41, which is the class in which most tangible mining assets are included.

. Mineral acquisition costs and intangible exploration and development
expenditures.

These expenditures are generally depleted for accounting purposes: on
some basis such as the unit-of-production method. Such expenses may
also be written off against income, either as depletion or as a separate
write-off, when they are related to unsuccessful ventures. For income tax
purposes accounting depletion or write-offs are not deductible.

In lieu of accounting depletion and write-offs, expenditures on the
acquisition of mineral rights and on exploration and development prior to
commencement of production are included in two tax pools - Cumulative
Canadian Development Expenses (CCDE} and Cumulative Canadian
Exploration Expenses (CCEE}). Deductions may be claimed for income tax
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purposes at rates of up to 30 percent declining balance for CCDE and up
to 100 percent for CCEE. However, a corporation which is principally in
the mining business may not create a taxation loss through the claiming of
CCEE.

The notes to Appendix 1 include a further discussion of these two tax
pools, including which expenditures are included in each of the two pools.

Dispaositions of mineral rights.

Mineral rights are specifically excluded from the definition of capital
property. For income tax purposes, the proceeds from the disposition of
mineral rights are credited to the CCDE pool and, if the proceeds are
greater than the balance in the pool, the excess is included in income.

Overhead and financing expenses.

As discussed in the notes to Appendix 1, taxpayers in the development
stage may wish to include certain financing and overhead expenses in
their CCDE and CCEE pools. Such capitalized (for income tax purposes)
expenditures are referred to as Canadian Exploration and Deveiopment
Overhead Expenses (CEDOE). The significance of this specific designation
is that it becomes important in the calculation of the resource allowance
(see below) which may be ciaimed by the taxpayer.

Payments to the Crown.

Generally speaking, all payments to the Crown {whether federal, provincial
or territorial), including agents and corporations controlled by the Crown,
are not deductible if they relate to:

' the acquisition, development or ownership of a Canadian resource
property {which includes mineral resources, including a property,
the value of which relates to its uranium content); or

¢ the production in Canada of, among other resources, metal,
minerals or coal from a mineral resource in Canada to any stage

that is not beyond the prime metal stage or its equivalent.

The major exceptions are initial payments to the Crown to acquire a
Crown lease and rental payments on non-producing Crown leases.

Resource allowance.
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The non-deduction of Crown payments came about in 1974 when the
federal government decided that certain provincial governments were
taking more than their share of petroleum and natural gas and mining
incomes in the form of royalties and mining taxes, which both at that time
were wholly or partially deductible in calculating taxable incomes.

The resource allowance is probably best understood if it is thought of as
the federal government’s concept of a reasonable royalty or mining tax.
The first column in the income tax calculation example (Appendix 1) sets
out the adjustments to income for the purposes of calculating the resource
allowance and earned depletion {see below). It should be noted that this
calculation, although the end result is the same as the federal income tax
calculation, must be separately made, as certain items {i.e., non-resource
income and related expenses, CEDOE and interest and financing expenses}
only affect this calculation.

. Rectamation expenses.

Mining corporations often accrue throughout the project reclamation
expenses which will be actually expended at the end of a project. Such
accrued expenses are not deductible for income tax purposes and are only
deductible when either actually expended or when contributed to an
approved reclamation trust. -

. Earned depietion.

Earned depletion has no accounting counterpart, as it is strictly an income
tax concept. As noted in the notes to Appendix 1, earned depletion only
applies to taxpayers previously in mineral and petroleum and natural gas
activities as it relates to pre-1990 activities. It was created by applying
various rates to exploration and development expenditures and certain
expenditures on processing assets and the earned depletion base so
created was in addition to the actual expenditures incurred.

Once federal taxable income has been calculated, as in Appendix 1, federal taxes
are calculated at a rate of 29.12%, being:

Gross rate 738.00%
Less rebate for income earned
in a province (10.001%
Net rate 28.00%
Plus 4% surtax 1.12%
29.12%
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Provincial

For income tax purposes a taxpayer will have to pay income taxes in all provinces
in which it has a permanent establishment, even though its income from uranium
mining originates solely in one province.

For corporations (both Subsidiaries and Branches), provincial taxable income
calculations start with federal taxable income and make various adjustments. As
noted in Appendix 1, Saskatchewan’s calculation of taxable income is the same
as the federal calculation. In actual fact, so is BC’s calculation. However, in
determining net BC income taxes payable, there are certain adjustments related to
Crown payments (most of which are deductible for BC purposes) and the federal
resource allowance (not deductible for BC purposes). The adjusted calculation in
Appendix 1 approximates the net BC income subject to tax.

Although in most cases provincial income taxes are calculated in a similar manner -

to federal income taxes, one of the major differences relates to the treatment of
Crown payments and the resource allowance. As noted above, BC effectively
adjusts taxable income (which could be an increase or a decrease).
Saskatchewan, on the other hand, effectively gives a credit against
Saskatchewan income taxes (see the notes to Appendix 1 and Farm T70).

Where the taxpayer has permanent establishments in more than one province,
provincial taxes are calculated based on a specific formula:

. Calculate taxable income.

. Aliocate to the province the proportion of the taxable income that is the
average of two percentages:

1. the percentage that revenues allocated to the permanent
establishment in the province is of total revenue; and

2. the percentage that salaries and wages which relate to the
permanent establishment in the province is of total salaries and
wages, :

Note that, although the percentage allocated is the same for each
provincial calculation, the total taxable incomes allocated to the provinces
could be more or less than total federal taxable income due to adjustments
made to the various provincial calculations.
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The provincial income tax rates applied to taxable incomes allocated to the
province vary from province to province. In the case of the two provinces
discussed, they are:

. Saskatchewan 17%

As noted above, Saskatchewan’s taxes payable may be reduced by a credit as
calculated on Form T70, a copy of which is included with Appendix 1.

Mining Taxes and Royalties

Mining taxes and royalties only apply in the province in which the mine is situated (or
provinces in the unusual circumstances where a mine straddies provincial borders). In
the case of Saskatchewan, uranium mining income is subject to a basic royalty and a
graduated royalty, calculated similar to some mining taxes. The royalties apply to both
Subsidiaries and Branches.

As can be seen in Appendix 2, the Saskatchewan rovalty caiculations take a much
narrower focus than income tax calculations. They ignore non-mining incomes and
expenses. Even in the case of related expenditures on overhead, marketing and interest,

a calculated allowance rather than the actual expenses is deducted {see the notes to’

Appendix 2).

The acquisition costs of an interest in mineral rights are not deductible. Most other
capital expenses are included in pre-production expenditures, which in turn are included
in the taxpayer’s capital recovery bank, social capital or, if incurred after the
commencement of production, production costs. More specific details are contained in
the notes to Appendix 2. :

As is the case with the calculation of federal taxable income, reclamation expenditures
are only eligible for deduction when the monies have actually been expended. In this
case, eligible reclamation expenditures are increased by an allowance equal to 1 percent
of the sligible reclamation expenditures incurred for the royalty year.

The calculation of the royalties payable for the year is set out in Appendix 2. Note that,
regardiess of the corporation’s fiscal year, rovyalties are calculated on a calendar year
basis. '

Capital Taxes '

Both the federal government and a number of the provinces, including Saskatchewan
and BC, impose a tax on taxable paid-up capital (*“TPUC"). :
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Note that though there are some differences, these taxes apply to both Subsidiaries and
Branches. Further, where a corporation is a member of a joint venture or partnership,
the various calculations set out below require the inclusion of a proportionate share of
the joint venture or partnership’s assets, eligible investments and liabilities.

» Paid-Up Capital

Each of the calculations is based on the corporation’s non-consolidated balance
sheet as at the fiscal year end. However, there are certain basic differences:

. The federal and BC caiculations must be on a non-consolidated and non-
equity basis and must therefore be adjusted to remove the effects of
equity accounting.

. in the case of Saskatchewan, shares eligibie for the investment aliowance
are adjusted to the greater of book value or cost (i.e., equity iosses and
write downs are effectively eliminated but not equity incomes).
Corresponding adjustments are made to total assets but not to shareholder
equity.

The basic components of paid-up capital for a Subsidiary are:

. Share capital

. Retained earnings {deficits are deducted)

. Other surpluses (contributed, appraisal, etc.)

. Loans and advances from shareholders

. Loans and advances from other corporations

. Secured debt {mortgages, bonds, debentures, etc.}

. Bank loans

. Bankers acceptances

. Certain accounts payable outstanding for a period of time (i.e.,
Saskatchewan 80 days, BC 120 days and federal 365 days)

. Deferred tax liabilities (deferred tax debits are deducted)

In the case of Saskatchewan, there is an adjustment for certain tax accounts.
Generally speaking, to the extent that:

. the net book value of depreciable assets exceeds the undepreciated capital
cost of those assets {i.e., tax capital cost allowance taken faster than
book depreciation), or

. the carrying value of deferred exploration and development expenses on
the balance sheet exceeds the tax CCDE and CCEE pool balances,

Delpitte &
Touche

A



the excesses are deducted from paid-up capital.

To the extent that tax pools in both cases exceed the book carrying values, the
excesses are added to the paid-up capital.

The same rules apply with respect to various cther discretionary deductions, such
as R&D expenditures and certain reserves.

These adjustments, except as noted below, do not apply to the federal and BC
calculations.

Deductions. from Paid-Up Capital

Each jurisdiction permits an investment allowance, some of the provinces permit
a goodwill allowance (not discussed, as it is seidom significant) and the provinces
have various methods of permitting an additional deduction for certain exploration
and development expenses which have not been deducted for income tax
purposes.

Finally, there are varying exemptions {up to $10,000,000 in the case of the
federal and Saskatchewan calculations and $1,500,000 in BC’s case) to arrive at
TPUC. These exemptions are shared between associated companies.

Investment Allowance

Eligible investments include:

. shares and bonds of other corporations;
. loans and advances to other corporations, but:
- in BC only if outstanding for more than 120 days prior to the year
end unless made to a related Canadian corporation with a
permanent establishment in BC and the same fiscal year end;
- in Saskatchewan loans and advances to a related non-resident
corporation must be outstanding for more than 90 days.

. Saskatchewan includes government bonds;

. Saskatchewan includes certain GICs and term deposits outstanding for
more than 90 days;

. for federal purposes, a long-term debt of a financial institution which, in

the case of a bank, means its indebtedness evidenced by bank debentures
within the meaning of the Bank Act and in the case of other financial
institutions their subordinate indebtedness evidenced by obligations issued
for a term of not less than five years;
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* in the case of Saskatchewan and BC, trade accounts receivable
outstanding for 90 days and 120 days respectively.

Eligible investments are permitted as a direct deduction from paid-up capital for
federal purposes. However, in the case of the provinces, the allowance is
calculated by the formula:

Eligible investments x Total paid-up capital

Adjusted total assets

Assets are adjusted to take into account the adjustments to paid-up capital for
tax versus accounting values, and adjustments to the carrying value of shares to
the extent either paid-up capital or eligible investments have been adjusted.

in the case of a Branch, the calculation of TPUC is approached from a different
direction. For federal purposes, TPUC is equal to:

» the carrying vaiue at the end of the vear of the corporation’s assets used
in carrying out any business during the year through a permanent

establishment in Canada {basically the assets recorded on the Branch’s
balance sheet as adjusted);

less

. certain liabilities (basically those such as current accounts payable which
would not be included in a subsidiary’s paid-up capital);

. an investment allowance based on assets held in Canada;

* the $10,000,000 exemption,

In the case of both Saskatchewan and BC, TPUC for a Branch is calculated as the
greater of:

. the federal calculation, adjusted for differences in the calculation of total
assets, investment allowances and exemptions, as noted under the
discussion of a Subsidiary's calculation; or

. the same calculation, except that 12.5 percent of federal taxable income
is substituted for the carrying value of assets. ‘

In both cases, certain undeducted exploration and development expenditures may
also be deducted in arriving at TPUC.
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> Allocation of TPUC

The federal tax is based on a corporation’s TPUC employed in Canada, while each
of the provincial taxes applies if the corporation has a permanent establishment in
the province and is based on TPUC allocated to the province. In each case the
allocation of TPUC is based on the same formuia as taxable income is allocated
for provincial income tax purposes.

Note that assets actually employed in a jurisdiction do not affect the formula.

> Bates
Federal 0.225%
Saskatchewan 0.6%
BC 0.3%

Federal capital taxes are reduced to the extent that the corporation has paid
federal surtax (the 1.12% referred to in the discussion of federal income taxes).

> Income Tax Treatment of Capital Taxes
. Federal capital taxes are not deductible for income tax purposes.

. Provincial capital taxes are presently deductible from taxable income for
both federal and provincial income tax purposes. However, the federa!
government has proposed restrictions on the deduction of provincial
capital and payroll taxes - the proposals are presently deferred.

Withholding and Branch Taxes

The federal government imposes additional income taxes on a Subsidiary’s dividends or a
Branch’s profits repatriated to Japan.

> Withholding Taxes
. Dividends
The general rate of federal withhold_ing on dividends paid by a Canadian

corporation to a non-resident is 25 percent. However, this rate may be
reduced by treaties with other countries.
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The Canada-Japan income Tax Convention {1986} ({the “Convention”)
reduces the general rate to 15 percent. Where the beneficial owner is a
company which owns at least 25 percent of the voting shares of the
Canadian corporation paying the dividends during the period of six months
immediately before the end of the accounting period for which the
distribution take place, the withholding rate is further reduced to 10
percent.

. Interest

Interest paid by a resident of Canada {inciuding a Branch) to a resident of
Japan is subject to a withholding tax which the Convention reduces 1o 10
percent.

Interest may be exempt from withholding taxes if it is paid on loans from,
guaranteed by, or indirectly financed by the Government of Japan,
including any political subdivision or local authority thereof, the Bank of
Japan, the Export Import Bank of Japan, the Overseas Economic
Cooperation Fund, the Japan International Cooperation Agency and such
other financial institutions, the capital of which is wholly owned by the
Government of Japan, as may be agreed upon by the Governments of
Canada and Japan.

Branch Taxes

A federal branch tax is imposed on a non-resident corporation carrying on
business in Canada through a Branch. The calculation of amounts subject to the
branch tax is complex but the intent is to approximate the tax which would result
if the Branch were a Subsidiary and repatriated profits were dividends.
Conceptually, the tax is based on a calculation which could be summarized as:

. taxable income earned in Canada for the vyear, adjusted to reverse the
effects of some adjustments made in calculating federal taxable income
such as the non-deduction of Crown payments and the deduction of the
resource allowance;

less :

. federal and provincial income taxes for the year and the federal capital tax
for the year; ‘
pius

. the allowance for net assets invested in Canada claimed in the prior year;
less '

. the allowance for net assets invested in Canada for the current year.
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The net effect of the last two adjustments is meant to approximate the
withdrawal (reduction in the allowance) or reinvestment (increase in the
allowance) of profits.

The allowance for net assets invested in Canada is, briefly, such portion as the
taxpayer wishes to claim of the net assets invested in Canada at the year end,
which basically equals the tax value of assets owned by the Branch at the year
end less the liabilities of the Branch at the year end.

There is a key potential adjustment in this calculation. Liquid assets are
measured both at the year end and throughout the year in order to ensure that
the year end liquid assets fairly represent the situation throughout the year. The
purpose is to prevent the situation where funds are withdrawn from the Branch
early in the fiscal year and then temporarily reinvested in the Branch over the year
end.

To the extent that the Branch has taxable income for branch tax purposes, the
Convention provides for a $500,000 exemption. This exemption is not an annual
exemption but rather a cumulative exemption and once the $500,000 has been
claimed, whether in one year or over a number of years, it is no longer available.
Further, the $500,000 exemption must be shared with any associated company
carrying on the same or a similar business.

To the extent the Branch is still subject to branch tax, the Convention reduces
the general 25 percent rate to 10 percent.

Should the Branch subsequently be incorporated in Canada, branch taxes may be
payable depending on the circumstances of the incorporation and the method of
capitalizing the newly incorporated entity.

Other Considerations

>

[ransfer Pricing

Understanding basic international transfer pricing concepts is important to any
taxpayer considering entering into transactions with related non-residents.

The basic concept underlying Canada’s approach is recognition of the arms-length
principle. Inter-company transactions, whether they be in respect of purchases
and sales of goods and property; transfers of technology, rights, patents and
intangibles; rental of property; use of intellectual property and provisions of
technical assistance; management fees and similar payments for services;
royalties or other payments resulting from research and development; payments
for research and development, whether under cost-sharing arrangements or
otherwise; or allocation of expenses, will be judged on the basis of whether or
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not amounts paid or received would have been reasonable in circumstances
where the parties to the transactions dealt at arm’s-length.

If it is determined that a Canadian taxpayer has received less than a reasonable,
arm’s-length price for goods or services sold to related non-resident parties or has
paid more than a reasonable, arm’s-length price for goods or services purchased
from related non-resident parties, the taxpayer will be required to increase taxable
income to reflect a reasonable price. '

Revenue Canada’s Information Circular 87-2 (Appendix 4) sets out the federal
government’s position with respect to many of the common transfer pricing
considerations.

In the case of a joint venture where the joint venturers take their respective
shares of the uranium produced and separately dispose of it, there may be a
number of different methods of disposing of the product, potentially resulting in
variances in the prices received. Although the joint venture itself is not involved
in transfer pricing issues, the joint venturers, whether Subsidiaries or Branches,
must ensure that they are each establishing their selling prices in a manner which
will be acceptable to Revenue Canada,

. Subsidi

In the case of a Subsidiary, actual selling prices of the uranium to arm’s-
length third parties would be accepted. Where the product is sold to
related parties, it will be necessary to show that the selling price is
equivalent to an arm’s-length price. Where a related party handles sales to
arm’s-length third parties and charges the Subsidiary processing costs,
commissions or other marketing expenses, such charges should not
exceed normal, commercial arm’s-length charges.

. Branch

In the case of a Branch the same considerations will apply. The selling
price for the Branch must be determined on the basis that reflects the
equivalent of an arm’s-length selling price for the uranium in the form it is
in when it is transferred from the Branch to Japan. As noted in the
discussion on federal income taxes, the Branch may deduct a reasonable
pro rata share of the head office’s executive and administrative costs.

Two other areas of particular concern where a Subsidiary is to be established in

- Canada relate to the deduction of interest where the Subsidiary is to be financed

wholly or partially by related non-residents {see the discussions below on Thin
Capitalization} and situations where a Subsidiary might make loans to non-
residents. In the latter case, there are two basic principles:
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. A loan made by the Subsidiary to a non-resident sharehoider or a party
related to a non-resident shareholder must be repaid within one year after
the end of the fiscal year in which the loan is made. !f not, it will be
treated as a dividend, paid at the time the loan was made and subject to
dividend withholding taxes.

. Any loan to a non-resident {other than a ioan to a controlled subsidiary of
the Canadian corporation, or a loan that has been treated as a dividend)
must bear interest at a reasonable rate. If not, the Subsidiary will be
required to include an impartial interest measure on its taxable income
calculation.

Thin. Capitalizati

The Income Tax Act contains rules that limit the deductible amount of interest
paid to certain non-residents of Canada. The computation of the allowable limits
and the computation of the excess non-deductible interest relies upon five key
factors:

. the greatest amount of outstanding debts to specified non-residents at any
time in a taxation year;
. specified non-resident shareholders;

and to compute the equity base of the taxpayer:

. the retained earnings;
*  contributed surplus; and
. paid-up capital.

The amount of debt to which the rules apply is taken as the greatest amount
outstanding at any. particular time to all specified non-residents. While the
amount of an outstanding debt could be within the allowable limits for almost all
of the year, an excessive amount outstanding for just a very short time period
could severely restrict the interest deductibility for the entire year. Thus, large,
temporary advances by non-resident investors should be avoided. Note that only
those debts to specified non-residents that are interest bearing are included in the
calculation of excess debts.

The definition of a “specified non-resident shareholder” includes only those who,
together with other. non-arm’s length shareholders are the direct owners of the
particular classes of shares that either have 25 percent or more voting control or,
alternatively, have a fair market value of 25 percent or more of all the issued and
outstanding shares of the corporation. Those “other non-arm’'s length
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shareholders” need not be non-residents of Canada. On the other hand, the non-
residents included in the definition of “outstanding debts” need not be
shareholders.

Interest on those debts falling under the rules will be non-deductible to the extent
of the ratio of the portion of the debts in excess of three times the equity base
divided by total debts.

. Computation of Equity Base
Retained earnings.

The inclusion of retained earnings in computing the allowable base is
straight forward. The retained earnings is at the commencement of the
year and is the full amount. While the specified non-resident may own
less than 100 percent of the issued share capital, there is no
compensating reduction in the amount of retained earnings in computing
the equity base.

Retained earnings of subsidiary companies cannot be consolidated into the
holding company’s retained earnings.

Contributed Surplus

The amount of contributed surplus that is recognized in the equity base
computation for allowable debt is restricted to the amount that has been
specifically contributed by the specified non-resident shareholider of the
corporation. '

Paid-Up Capital

Only that portion of the paid-up capital related to shares held by the
specified non-resident may be included in the equity base computation.
However, paid-up capital is computed for each separate class of shares
and to determine the relative paid-up capital with respect to any
shareholder who owns less than 100 percent of the particular class of
shares, the aggregate paid-up capital of the particular class is prorated
according to the percentage of that class held. This amount is used in the
calculation of the equity base and the resulting calculation of paid-up
capital can produce either an inequity or a benefit.

Care has to be taken to avoid related non-resident loans to second-tier Canadian
subsidiaries, since no shares may be directly owned by specified non-residents
and the aggregate equity which may offset the loans may be substantially
reduced, '
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The thin capitalization rules include various anti-avoidance provisions to prevent
most methods of attempting to avoid the restrictions on interest deductions.
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Appendix [

SASKATCHEWAN MINING INCOME

income Taxes

For Resource Federal

Allowance and and Sask. BC
Earned Depletion Taxable Taxable
Calculation Income Incorme

Purposes Only  Calculation LCalculation

INCOME BEFORE TAX

EOR ACCOUNTING PURPOSES
Add: Book depletion and depreciation + + +
Reclamation accruals + + +
Crown royalties and rents + +
Interest and financing expenses  * +
Expenses attributable 1o
non-resource income il +
Deduct: CCA - - -
Crown rents included above
on non-producing properties - -
Reclamation expenses incurred - - -
CEDOE xrs .
Non-resource income HRE -
INCOME SUBJECT TO RESOURCE ALLOWANCE Subtotal A N/A
Deduct: Rescurce allowance - - N/A
Add: CEDOE il +
Deduct: Interest and financing expenses * -
Add: Credit balances in CCEE and CCDE + + +
Deduct: CDE - - -
CEE - . : -
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INCOME SUBJECT TQ EARNED DEPLETION Subtotal B Subtotal C
Deduct: Earned depletion - -
Deduct: Expenses attributable
10 non-resource income * -
Add: Non-resource income el +
Taxable income + + +
Tax rate Federal {including surtax} 29.12%
Provincial {see notes) 17% Sask, 16.5% BC
Note: Items identified with asterisks only affect the resource allowance and earned depletion
calculations and are reversed by the end of the calculations.
Delnitte &
Touche

A

(A



Appendix 1 (Cont’d}

SASKATCHEWAN MINING INCOME
Income Taxes

N ith B Caleulati

Column headed “For Resource Allowance and
Earned Depietion Calculation Purposes Only”

>

This column is strictly for calculating the resource aliowance and earned depletion
deduction. Some of the items in this column affect taxable income, others are
accounting items which come in and out at various points (i.e., interest}, while
others come from other sources (i.e.,CEDOE - see below) and are only needed for
these side calculations which may differ for various jurisdictions.

Crown Rovyalties and Rents

>

Virtually all payments to the Crown (federal or provincial) based on production
from or ownership of a mineral resource are non-deductible for income tax
purposes in all jurisdictions except BC. The only exceptions are certain rental
payments made to the Crown for a mining property for the period prior to
commencement of production which are deductible and payments to the Crown
for the initial acquisition costs of a property (i.e., lease bonuses, etc.) included in
CDE.

Canadian Exploration and Development Overhead Expenses {(CEDOE)

>

In the development stage, companies often include all or part of overhead in CEE
or CDE, rather than deducting it from income. To the extent such overhead
relates to financing or is not directly related to exploration or development, it is
considered CEDOE. For the purposes of the resource allowance and depletion
allowance calculation only CEDOE incurred in the year must be deducted.

Capital Cost Allowance (CCA)

»

The takpayer may claim capital cost allowance up to certain maximum amounts
depending on the CCA class the asset falls into. The vast majority of mining
assets are included in Class 41. This class is unusual in that it has two parts,

Additions
Class 41 - Separate Classes - For each mine a separate Class 41 is maintained
for the following assets acquired prior to commencement of production from the

mine:

. Mine and mill buildings
. Mining and milling equipment
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. Social assets - airport, dam, dock, fire hall,
school, etc. at the mine or
community where a substantial
proportion of employees reside.

* Railway track and grading and conveying, loading, unioading
and storage machinery and equipment.

. Electrical and generating equipment for the mine.

Class 41 - General Class - the above assets acquired after a mine has commenced
production plus equipment used for mineral exploration purposes.

Disposals:
The Class is credited with the lesser of:

. the original cost of the asset, or
. the proceeds of sale.

Proceeds in excess of original cost will result in a capital gain.

Credit balances in a pool must be included in income and terminal losses (a
balance left in the pool after the last asset has been disposed of) are deductible

from income.
Claim for the Year:
General Rules

¢ Rates are based on the declining balance of the pool. The taxpayer may
claim anything from 0% to the maximum rate for the class in a vyear,
prorated for short taxation years.

. In the year an asset is acquired the taxpayer may normally only claim a
maximum of 1/2 the normal rates.

o The normal rate for Class 41 is 256%. However, in_addition to the general
25% rate, where a taxpayer has income from a mine, he mav_deduct (to
the extent he has income from that mine) up to the balance remaining in
the separate class for the mine, without regard to the 1/2 rate rule for
additions in the year.
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i.e.,
Opening $200
Additions 200 -
400 :
Normal claim 75 125% of $200 plus 12 1/2% of
the additions for the year)
Balance 325

Potential additional claim
in year {separate Class 41 only) 325

Resource Allowance

>

To offset the non-deductibility of Crown royalties and rents, federal and
Saskatchewan calculations permit a deduction of a resource allowance equal to
25 percent of a calculated amount - see subtotal (A) in the example. BC does
not provide for a resource allowance (but it also allows the deduction of most
Crown payments).

Canadian Development Expenses (CDE)

»

>

For mining purposes includes basically three types of expenditures:

. acquisition costs of mineral properties;
. mine shafts and underground workings after production has commenced;
. CEDOE aliocated to CDE.

Additions for the year are added to Cumuiative CDE {CCDE)} which is reduced by:

. the proceeds from the sale of mineral rights;

* any assistance, grants, etc., received by the taxpayer related to CDE
incurred; '

. any CDE previously deducted from income.

The taxpayer may claim up to 30% of the balance in the CCDE pool, prorated for
short taxation years.

Credit balances in the CCDE pool must be included in income.

Canadian Exploration Expenses {CEE)

>

For mining purposes includes basically three types of expenditures:

. grass-roots exploration;
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. pre-reproduction development expenses including ‘mine shafts and
underground workings incurred before production commences;
CEDOE allocated to CEE.

> Additions for the year are added to Cumulative CEE {CCEE) which is reduced by:

. any assistance, grants, etc., received by the taxpayer related to CEE;
. any CEE previously deducted from income,

> A taxpayer whose prihcipal business is mining may claim CEE to the extent of the
iesser of the CCEE balance or income. A taxation loss cannot be created by a
principal business corporation by claiming CEE.

> Credit balances in the CCEE pool must be included in income.

Earned Depletion (ED)

> A taxpayer who made mining or oil and natural gas exploration and development
expenditures in Canada prior to 1990 may have an earned depietion balance
available.

> Earned depletion may only be deducted from resource profits (subtotal B, or in

BC’s case, C on the example) to the extent of the lesser of 25% of resource
profits or the balance of earned depletion remaining.

CCA, CDE, CEE and ED for Provincial Income Taxes

Separate schedules may have to be kept for each jurisdiction because taxable income-
calculations differ and, therefore, claims for the year may differ.

Provincial Taxable Income

If the company has permanent establishments in more than one provincial jurisdiction,
provincial taxes will be prorated using the formula:

Salari ! id in 1t .
Total salaries and wages paid
+
R {in 1 .

Total revenue

Total + 2 = % of taxable income
allocated to the province
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Saskatchewan Rovyalty Rebate

Saskatchewan provincial income taxes may be reduced by a royalty rebate, which in
very broad terms is equal to the excess of disallowed royalties and mining taxes over
the resource allowance claimed. Calculation of the rebate is set out in Form T70

attached,
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70
Account/Business No. : Year Ended : 30-06-96 Rey. 95

SASKEATCHEWAN ROYALTY REBATE CALCULATION (CORPORATIONS)

Schedule to be used to calculate tax payable? [Y/N] N

Name of Taxpayer...........
Address of Taxpayer
Address l.......c.icvincnnnnun
Address 2.....iecivinnrenans
Cit¥..... eserasas e .
Province or Territory......
Postal Code.......cciivnen
Taxation Year End......cicnivcninrenas
Corporation Income Tax Account number.
Balance Before Current
Current Year Ded Year Ded
Drilling and expleration expenses (ITAR 29)....... 0 0
Cdn exploration & development expenses (sec. 66) 0 0
Cumulative Cdn exploration expense (section 66.1) 0 0
Cumulative Cdn development expense (section 66.2) 0 0
Taxable Income Net Earnings Earned
per T2 Return 0 per F/S 0 Depletion Base 0

ATTRIBUTED CANADIAN ROYALTIES AND TAXES CALCULATION

Artributed Canadian Royalties and Taxes:

-~ as a result of transactions with Saskatchewan............. (A) 0
- as a result of transactions with other than Saskatchewan.. (B} 0
Total per section 2{a) of Sask Royalty Rebate Reg...({A)+(B)=(C) 0

DEPLETION ADJUSTMENTS FACTOR CALCULATION

Resource profits per Part XII of Income Tax Regulations......... 0
Less: Attributed Cdn Royalties and Taxes - Amount{C}............ 0
Sub-total...... ’ 0
Add: Resource allowance deducted under par 20(1) (v.1) (D} 0
Total....... (E) 0
Depletion allowance under sSection B9......ieeieceanneenaeenns (F) 0
Amount (E} X 25% - If negative, €HLEr ZeIX0O.....cennoavinersas {G) 0
Depletion Adjustment FachoOr ... .. it intmeineccnnsnns (FY-{G)={(H) 0
Sask Depletion Adjustment Cfiwd - end of prior taxation year..(I) 0
Sask Depletion Adjustment Cfwd for the taxation year (H)+(I)={(J) 0
Deloitte &
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T70
Account/Business No, : Year Ended : 30-06-96 Rav. 95

TAX REBATE CALCULATION

Attributed Canadian Royalties and Taxes - Amount{C)............. 0
Less: Resource allowance deducted under para 20(1)(V.1)...... (D) 0
Sub-total..... 0

Depletion Adjustment - If Amount (H) is positive or zero
subtract Bmount {(H). If Amount (H) is negative, add the
lesser of Amount (H) x (-1.0) and Amount (I) 0]

Adjusted Attributed Canadian Royalties and Taxes............. (K} 0

Adjusted Attributed Cdn Royalties & Taxes allocated to Sask:

(K} X (Taxable Income Earned in Sask/Taxable Income)........ (L} 0
Available credit for the taxation year:

(L} X (Sask Income Tax Before Rebate/Sask Taxable Inc)...... {M) 0
Add: Royalty Tax Rebate Cfwd at end of prior taxation year...(N) 0

Royalty Tax Credit......... ... ... e e ereasiareeaen (M} +(N}=(0) 0
Sask Provincial Income Tax Payable.......iieeinniieencnnnnnns (P} 0
Less:Sask Provincial Foreign Tax Credits..........ineeieian.s (Q) 0
Sask Provincial Income Tax Payable Before Rebate..... {P}-(Q)=(R) 0
Less:Sask Royalty Tax Rebate - Lesser of (0) and (R)......... (S) y;
Sask Provincial Income Tax Payable after Rebate...... {R}=-(S8)={T) 0
Royalty Tax Rebate Cfwd at end of taxation year.......... (O)-1{5) 6
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SASKATCHEWAN URANIUM ROYALTIES

0 ing Profi
Gross Sales of Uranium

Proceeds from the sale of assets included in Capital
investrments, Soccial Capital or Production Costs

Less:

Production Cests, which include:

o all costs directly attributable to the production
of the uranium
the social capital allowance for the year
the amount by which operating costs for the year
of assets inciuded in social capital exceeds the gross
revenue attributable to those assets

e custom milling fees paid (other than in kind) to a
custom miller which is not an associate

+ the production costs of a custom miller where the
custom milling fees are paid in kind or paid to a
custorn miller which is an associate

* post-commencement of production expenditures
on equipment and exploration and development of
the lease

s impurity surcharges lmposed by a converter or
refiner

A production administrative and corporate expenditure
allowance

A marketing expense allowance

A working capital allowance

Allowable reclamation expenditures

Prior years’ operating losses carried forward

Fees charged by the Atomic Ene-rgy Control Board

A capital recovery allowance

Equals Operating Profits

Appendix 2
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Rovalties

Royalties for the royalty year equal the sum of;

> Basic Royalty 5% of Gross Sales

plus
> Graduated Rayaity A-(B+C+ D}

less

Saskatchewan resource credit 1% of Gross Uranium Sales
Where:

A equals the sum of

a. 15% of the lesser of :
Operating profits less ($2 x index value x kilos of U305 equivalent sold or
consumed])
and
{$20-$2) x index value x kilos of U304 equivalent sold or consumed

plus
b. 34% of the lesser of
Operating profits less {$20 x index factor x kilos of U;0g equivalent sold or
consumed)
and :
($50-$20) x index value x kilos of U30g equivalent sold or consumed

plus
c. 50% of
Operating profits less ($50 x index value x kilos of U305 equivalent sold or
consumed) ' '
INote: if any of a., b., or c. are negative, they are deemed to be zero)

B equals the basic royalty

C equals 35% of certain designated exploration expenditures incurred in the year

D equals 35% of the exploration administrative and corporate expenditure allowance

for the royalty year
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Appendix 2 {Cont’d])

SASKATCHEWAN URANIUM ROYALTIES

Operating Profits and Royalties

N ith B Calculati

Royaity yeér - is the calendar year. Royalties are based on the royalty year, not the royalty
payer’s fiscal year if that fiscal year is other than the calendar year.

Social capital cost allowance - is an amount equal to 30 percent of the amount of social capital
not previously claimed as a social capital cost aliowance.

Social capital - expenditures made by the royalty payer to provide residential or community
facilities or services located in the vicinity of the production unit for the use of persons who
normally work at the production unit.

Where an expenditure in the nature of social capital is made partly for the purpose of producing
uranium from the production unit, the expenditure may, with the approval of the Minister, be
apportioned between social capital and the capital recovery bank, and may include expenditures in
relation to 2 fire hall, natural gas pipe line, power line, sewer, sewage plant, lighting system, water
pipe line, water pumping station or water system and substituting fire hails, natural gas pipe lines,
power lines, sewers, sewage disposal plants, lighting systems, water pipe lines, water pumping
stations, water systems, communications, surveys, project management and engineering, but
does not include: '

. - the cost of operating the facilities or services; or .

. with respect to expenditures made on or after July 1, 1989, any part of the costs of roads
that are not on the permanent camp, airports or other capital expenditures that are not
directly connected with the permanent camp.

Where an expenditure in the nature of social capital is other than an expenditure to which the
above applies, the entire expenditure shall form part of social capital and includes expenditures in
relation to site preparation of the social capital facilities or to a construction camp, restaurant,
cafeteria, cook house, residential house, bunkhouse, school or residential hall.

Production administrative and corporate expenditure allowance - is an amount equal to b percent
of the production costs that are attributable to gross sales.

Marketing expense allowance - is an amount equal to three quarters of 1 percent of the gross
sales.

Working capital allowance - is an amount equal to the interest factor times 40 percent of the
production costs incurred with respect to gross sales of uranium in a royalty year.
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Interest factor - is 1.1 times the average of the monthly rates published as “Chartered Bank
Lending Rates Prime Business Loans” in the Bank of Canada Review for the months in respect of
which the interest factor is to be applied and where two interest rates are published for a month,
the lower is to be used for that month.

Capital recover\j allowance - is an allowance which is the lesser of:
i} the amount in the capital recovery bank; and

it) the amount necessary to reduce the operating profits to zero in the royalty year after
deduction of all other costs allowed in calculation of operating profit.

Capital recovery bank - {Subsection 2) the capital recovery bank of a royalty payer with respect 1o
a production unit:

> (a) as at a particular time after the beginning of commercial production, is the amount A
obtained by applying the formula:

A=B+C;
where:

i) B = (E+F)-{G+H);
ii) C is the amount determined pursuant to subsection (3} for the current
royalty year;
iii) E is an amount calculated immediately prior to the beginning of
-commercial production equal to the total of:
* {A} pre-production expenditures; and
« (B} an interest allowance equal to the product of:
{I)  the interest factor for the period from the end of the last
complete royalty year to the particular time;
(I}  one-twelfth of the number of complete months in the period
described in subparagraph (1); and
(It} the total of the royalty paver’s pre-production expenditures
made prior to the particular time and the royalty payer's
interest allowances calculated as at the end of each royalty
year ending prior to the particular time with respect to the
production unit;

{iv} F is the sum of the amounts, if any, determined pursuant to subsection (3)
for previous royalty years; .

(v} G is the total of the amounts of capital recovery allowance, if any, deducted
in determining profits for previous royalty years and for the period from the
end of the last complete royaity year to the particular time;

(vi)  H is the total of any amounts determined by the Minister pursuant to clauses
30({c} and 31{d) {see Custom Milling) for previous royalty years and for the
period from the end of the last complete royalty year to the particular time;
and
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> {b) as at a particular time prior to the beginning of commercial production, is an amount
equal to the total of the amounts set out in paragraphs (aliii}{A} and (B) calculated
as at the particular time.

» (Subsection 3) - for any royalty year or part of a royalty year following the beginning -of
commercial production and prior to the year of termination, the amount mentioned in
subclauses {2}{a}(ii} and {2}{a)(iv) is the product of:

(a) the interest factor;
(b) B; and

{c) in the case of a part of a royalty year, one-twelfth of the number of complete
months comprising that part.

Pre-production expenditures - means:
i) the total of the following expenditures, if any, that were incurred during:

. the 10-year period ending with the beginning of commercial production from
the production unit; of,

. any longer period that the Minister and the royaity payer agree on.

{A) Qualified exploration expenditures made by the royalty pavyer, to the extent
allocated by the royalty payer to a Crown lease forming part of the
production unit;

(B} qualified exploration expenditures made by the royalty payer on design,
development and construction of the production unit, including the roads
required for the production unit, but not including:

{[} social capital expenditures;
{Il} administrative and corporate expend:tures, _
(ti) interest expenditures; :
(IV} acquisition costs of land or mmeral rights; or
{V) acquisition costs of an interest in a joint venture;

(C) the production costs of uranium described in paragraph (ii)(A); and

{D} the royalty payer’s pre-production administrative and corporate expenditure
allowance with respect to the production unit;

less:
{ii) the total of:

{A) the royalty payer’'s gross sales of uranium that is produced prior to the
beginning of commercial production from all Crown leases included in the
production unit; and '
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(B) the proceeds of any disposition prior to the beginning of commercial
production of an asset, the cost of which was included wholly or in part in

the capital recovery bank,

Pre-production allowance - is an amount equal to 1 percent of the pre-production expenditures
incurred in the royalty year.

Custom milling - {Section 30) where a royalty payer processes uranium ore of which he is not the
owner and receives a fee or a share of the uranium;

{a) the fee or share received for such processing does not form part of the gross sales
 of the royalty payer;

{b) the approved cost of processing the ore does not form part of the production costs
of the rovyaity payer; and

{c) the Minister may reduce the capital recovery bank of the royalty payer by an
amount which, in the opinion of the Minister, is appropriate based on a review of
the custom milling contract and any other factors or circumstances that the Minister
considers relevant.

Index value - is the amount obtained by applying the formula:

A
B

where

A is the price index for the previous calendar year; and
B is the price index for 1889,

Price index - means the implicit price index published as “Gross domestic product: Implicit price
index #D20337" for the year in the Bank of Canada Review.

Explaration administrative and corporate expenditure allowance - is an amount equal to 1 percent
of designated exploration expenditures.
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Description

SASKATCHEWAN URANIUM MINING

Federal
Income Tax

Sask. Income
Tax

Sask.
Uraninm
Royalties

Appendix 3

BC Income
Tax

Revenue
Operating costs
Administrative

overhead and
marketing costs

Book .
depreciation

Tax
depreciation

taxable
deductible

deductible

not deductible

CCA deductible
atup to 100% on
assets acquired
before
commencement
of production and
25% declining
balance on
subsequent
acquisitions

taxable
deductible

deductible

not deductible

CCA deductible
at up to 100% on
assets acquired
before
commencement
of production and
25% declining
balance on
subsequent
acquisitions

taxable
deductible

not deductible
except for certain
overhead
expenses
incurred at the
production site -
however, a
preduction
administrative

allowance (5% of

production
costs), a
marketing
allowance
{0.75% of gross
sales)and a
working capital
allowance (
interest factor x
40% of
production costs)
are allowed

not deductible

expenditures on
production assets
deductible
through the
capital recovery
allowance or as
production costs
if incurred after
commencement
of production

taxable -
deductible

deductible

not deductible

CCA deductible
at up to 100% on
assets acquired
before
commencement
of production and
25% declining
balance on
subsequent

' acquisitions
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Description Federal Sask Income Sask BC Income
Income Tax Tax Uranium Tax
Royalties
Crown royalties not deductible not deductible not deductible deductibie except
and mining for certain BC
taxes taxes and
royalties
Freehold deductible deductible not deductible deductible
royalties
Resource deductible - deductible - N/A N/A
allowance basically 25% of  basically 25% of
revenue jess op.  Tevenue less op.
costs, freehold costs, freehold
royalies., and royalties., and
CCA CCA
Interest and deductible deductible not deductible, deductible
financing but see interest
expenses allowance
Interest N/A N/A pre-production N/A
allowance expenditures in
excess of capital
recovery
allowances
claimed are
increased by an
interest factor of
I.1 times the
average of the
bank prime rates
for the period as
published in the
Bank of Canada
Review
Book depletion  not deductible not deductible not deductible not deductible

Costs of mineral

rights

deductible as |
CDE -30%

deductible as
CDE -30%

not deductible

deductible as
CDE -36%
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Description Federzl Sask. Income Sask BC Income
Income Tax Tax Uranium Tax
Royalties
Exploration deductible as deductible as expenditures are  deductible as
expenses CEE - 100% CEE - 100% deductible inthe  CEE - 100%
same manner as
tax depreciation
Pre-production  deductible as deductible as expenditures are  deductible as
development CEE - 100% CEE - 100% deductible inthe  CEE - 100%
same manner as
tax depreciation
Post-commence- deductible as deductible as deductible as deductible as
ment of CDE CDE production costs CDE
operations
underground
shafts, etc.
Reclamation deductible only  deductible only deductible tothe  deductible only
Expenses when actually when actually extent actually when actually
expended or expended or expended - . expended or
contributedtoan  contributed toan  includes an contributed to an
approved approved additional approved
reclamation trust  reclamation trust  allowance of 1%  reclamation trust
of expenditures
for the year
Losses ) carry back 3 carry back 3 effectively carry back 3
years, forward 7  years, forward 7 carried forward years, forward 7
' indefinitely
Tax rates 28%plussurtax  17% basic royalty of 16.5%
equals 29.12% 5% of gross sales
plus a graduated
royalty 15%,
34% and 50% of
the excess of
operating profits

over an tndexed
deduction based

on the number of

kilograms of
uranium sold or
consurmned

LY
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Federal

Description Sask. Income Sask. BC Income
Income Tax Tax Uranium Tax
Royaities
Royalty rebates  N/A deduction from deduction from N/A -
and credits taxes of royalties of 1%
effectively the of gross uranium
excess of non- sales
. deductible
royalties over
resource
‘allowance
claimed
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INFORMATION CIRCULAR 87-2
February 27, 1987

INTERNATIONAL TRANSFER PRICING AND OTHER
INTERNATIONAL TRANSACTIONS

Introduction.

1. This circular is for the guidance of any Canadian taxpayer related to entities in one
or more foreign jurisdictions. It applies to international non-arm’s length transactions in-
volving a Canadian taxpayer, and it describes the Department’s approach to the tax treat-
ment of international transfer pricing and other issues that have an effect on the income
reported in Canada.

2. In basic terms the taxpayer in Canada is expected to report taxable income on the
basis of having charged a fair price for goods and services provided to non-resident affil-
iates, and of having paid no more than a fair price for goods and services received from
non-resident affiliates. In this latter connection, it must be emphasized that the taxpayer
should not abserb any duplication in the inter-company prices and other charges that are
incurred.

3. Although some of the comments that follow are made in the context of the transfer
of goods or services into Canada, the principles apply equally to the reverse situation. This
circular has been divided into three parts.

PART | — THE LAW

A summary of the relevant provisions of the Income Tax Act and their scope of applica-
tion to international, non-arm’s length transactions; this summary is not to be construed as
a formal interpretation of the law, but rather an explanation of the basis on which the
Department considers that the “arm’s length principle” is reflected in the Act.

PART Il — PRICING METHODS AND CONSIDERATIONS

A discussion of some of the theories and principles of transfer pricing and some of the
practical considerations in the application of the income Tax Act to the transfer of goods
and various forms of transfer of services, eg, management services, research and develop-
. ment and the use of intangibles. .

PART lll — AUDIT POUCY

A summary of the Department’s policy on auditing international non-arm's length
transactions.

PART | — THE LAW

4. Section 69 of the Income Tax Act applies, in part, 10 certain non-arm’s length trans-
actions, including those with which this circular is mainly concerned, namely, intercompany
purchases and sales of goods and all manner of property; transfers of technology, rights,
patents, and intangibles; the rental of property; the use of inteliectual property, and the
providing of technical assistance. Management fees and other payments for services are
covered by these provisions as are payments resulting from research and development,
cost-sharing arrangements or expense allocations. Other sections may be appilicable in a
particular case, including section 67 (which disallows unreasonable expenses) and subsec-
tion 245(1) (which deals with undue os artificial reductions of income), subsection 15(1)
(shareholder appropriations) and Part Xlli (tax on income from Canada of a non-resident).

5. Paragraphs 69(1)(a) and (b) apply to non-arm’s length acquisitions and dispositions of
“anything” which includes products and other tangibles as well as intangible property, such
as a right to use property. Paragraph 69(1){(a) means in effect that for income tax purposes
the cost of acquisition may not exceed fair market value, and paragraph 69(1){b) means that
the proceeds of disposition may not be less than fair markel value. Although this circular
deals with international non-arm’s length transactions which are governed by the provisions
of subsections 69(2) and 69(3), the Department uses the same theories and principles of
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transier pricing to determine fair market value under subsection 69(1) ior domestic non-
arm’s length transactions. This is further eiaborated on in 7 below.

6. Subsections 69(2) and (3) override subsection €9{1) and appiy if the transaction in-
volves a Canadian taxpayer and a non-resident with whom the taxpayer was not dealing at
arm’s length. These provisions apply specifically to product prices, royaliies, rentals, trans-
portation charges and fees for other services. Subsection 63(2) means in cifect that the
amount that the taxpayer in Canada has paid or agreed to pay 1o the non-resident may not,
for tax purposes, exceed a reasonable arm's length price, whereas subsection 69(3) effec-
tively means that the amount (including a nil amount) a non-resident not dealing at arm’s
length has paid or agreed to pay to a Canadian taxpayer may not. for tax purposes, be less
than a reasonable arm’s length price. It should be noted that these provisions are applied to
each transaction.

7. The term “reasonable arm’s length price” in this circular means the amount, as de-
scribed in the legislation, that would have been reasonable in the circumstances if the par-
ties to the transaction had been dealing at arm’s length, and may mean fair market value or
another amount depending on the circumstances in a pasticular case. The presumption is
that a reasonable arm’s length price would be fair market value but, for example, if a partic-
ular supplier were attempting to increase market share, the supplier might temporarily es-
tablish an arm’s length price that was below the current fair market value. Normally the
mast persuasive evidence of fair market value or reasonable arm’s length price is from the
market to which the transfer is being made, as opposed to the home market of the supplier
(especially in the case of the transfer of goods).

8. Interest on loans and other indebtedness to or from non-residents will normally be
subject to the specific provisions in paragraph 20{1){c) and section 17 which provide for the
deductibility of reasonable interest expenses and deal with situations whereby a Canadian
corporate taxpayer has not charged an adequate rate of interest on a loan 1o a non-resident.
intercompany interest charges are not dealt with specifically in this circuiar, but it is recog-
nized that credit terms and financing arrangements are among the many related factors to
be considered in the evaluation of intercompany prices. {(See 12 below.)

PART Il — PRICING METHODS AND CONSIDERATIONS

9, The “arm’s length principle,” in the context of transactions between parties that are
not in fact dealing at arm’s length, means that each such transaction should be carried out
under terms and at a price that one could reasonably have expected in similar circum-
stances (similar product or service, market, credit terms, reliability of supply and other perti-
nent circumstances) had the parties been dealing at arm’s length. In applying the arm’s
length principle, the Department endorses and follows the methods sct out in the 1979
Organization for Economic Co-operation and Development “(OECD") report, “Transter
Pricing and Multinational Enterprises,” with a strong preference for dearly defined and
established intercompany arrangements.

10. To the extent possible, taxpayers are encouraged to design their intercompany pric-
ing so that, for example, a product is iransferred at a reasonable arm’s length price for the
product itself, and if there are also benefits or services being transferred, as is common in
the operations of a multinational group, each is identified as a separate transfer and is
subject to a separate evalualion and intercompany charge. A separate identification and
valuation of the various products and services will not only facilitate the audit of interna-
tional transactions but will also, where an income tax treaty or convention is in force, assist
the treaty partners in their negotiations to avoid double taxation.

11. If the above approach is not practical or proves unrealistic in terms of the manner
in which the particular industry conducts its business, then the taxpayer should be prepared
to provide, in a comprehensive statement of intercompany pricing policy, the basis on
which transfer prices are established world-wide. Such a statement should be based on a
thorough functional analysis of the activities and contributions of each group member, and
should clarify and gquantiiv the various factors which were considered in establishing the
transfer prices, eg, technical assistance, access 10 technology, reward for economic risk,
financing assistance, etc.
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12. The quantum of income taxed in Canada should be consistent with the real profit
contribution of the Canadian taxpayers involved, based on the economic functions per-
formed and the risks assumed by them. This result is achieved when non-arm’s length trans-
actions with non-residents are consistently made at reasonable arm’s length prices. The de-
termination of reasonable arm'’s length prices, whiie necessarily somewhat subjective, is
nevertheless a question of fact, and therefore the situation of each taxpayer must be exam-
ined on its own particular circumstances and merits.

TRANSFER OF GOODS

13. This section of the circular deals with intercompany purchases and sales of goods
including raw materiais, semi-finished products and components and firished goods. The
same principles apply to the acquisition or disposition of intangible property, as for example
the outright transfer of ownership of a patent,

14. The primary method in the view of the Department, other tax administrations and
the OECD, is to base a transfer price on a “comparable, uncontrolled price,” ie, a price
established in the same market and circumstances by parties who are dealing at arm’s
length. If there are obvious “comparables” available, as for example where the supplier sells
identical goods to both related and unrelated customers, then ordinarily this method would
Erovide the most persuasive evidence of arm’s length prices. Application of the compara-

le, uncontrolled price method tends to be restricted by the difficulty in establishing that
the product involved, the market, the credit terms, reiiability of supply and other pertinent
circumstances are indeed comparable, The Department believes that if the comparable un-
controlled price method is to be used, variations in the respective circumstances should be
minor or capable of quantification on some reasonable basis. In cases where there are
major differences in prices among the. available comparables, the reasons for such differ-
ences should be determined; it is possible that certain of the transactions are not truly
comparable or not truly uncontrolled. The use of a comparable, uncontrolled price pre-
cludes the allocation of related product development costs, overhead or royalties unless
such charges are also made 1o unrelated parties which have paid the same price.

Comparable, Uncontrolied Price Method Example:

Canco sells product X directly to its United States subsidiary. Canco and others sell
product X in the United States to unrelated parties through commission sales agents.
By custom, this product is sold FOB the purchaser’s plant. An average daily United
States transaction price based on sales by commission agents is available from these

agents.
Tﬁe transfer price per ton for a particular shipment is calculated as follows:
Average ftransaction price for the day $467
DEDUCT:
Adjustment for saving the 3% agent’s commission 14
Freight adjustment
(amount reflected in average daily transaction price less actual cost} _n
Total deductions ' : 45
Transier price $422

15. Where appropriate comparables are not available and the taxpayer must use one of
the other methods discussed in the following paragraphs, it is recommended that a thor-
ough functional analysis of the activities of the group members be carried out (as men-
tioned in 11 above). A functional analysis will identify and evaluate, with respect to a given
product or product line, the role and contribution of each member, including the eco-
nomic risk assumed and the degree of responsibility for engineering and production, con-
tinuing research, management and administration, marketing and customer services. A
functional analysis will facilitate informed decisions as to what constitutes an “appropriate”
mark-up or a “reasonable” profit contribution, and it will help to identify severe distortions
in the margins of related parties.



IC 87-2 intormation Circular 1988-10-21
4 ITLP 401

16. Secondary methods of determining a reasonable arm’s length price are the “cost-
plus” and “resale price” methods. Cost-pius calculations start with the transieror’s cost of
the goods and add thereto an appropriate mark-up. Resale price calculations work back-
wards from the transferee’s eventual resale price, subtracting therefron: an approprigte mar-
gin or gross-profit. See 15 above and 17 below for comments on the word “appropriate” in
this context.

17. When using the “cost-plus” method, cost must be compuled in accordance with
generally accepted accounting principles or normal commercial accounting practices in the
industry in Canada, even though some other computation of cost may be acceptable in the
foreign country. In determining the cost of a product, the Department does not recognize
depreciation based on the replacement or current market value of capital property used in
the manufactusing process. When considering the reasonableness of a mark-up, the
method used to delermine the cost of the product will be considered. If the cast includes
only direct production costs, an appropriate mark-up would be an amount that is suificient
to cover normal indirect averhead and general and administrative expenses plus a reasona-
ble profit contribution, whereas if a full absorption costing melhod is used, a lower mark-
up would be indicated.

Cost Plus Method Example:

Canco produces a high-value liquid product in bulk for itself and three foreign subsid-
iaries of its Australian parent. Canco also does custom formulations for unrelated parties
using active ingredients suppiied by them. Canco realizes its standard cost plus 22 per cent
on these custom formulations.

The transfer price per litre for a particular shipment to a related foreign company is
calculated as follows:

Canco standard cost (excluding active ingredient costs) $£ .35
ADD:

2% of §.35 ' .07
Cost of active ingredients .98
Transfer price ~ : $1.40

18. The resale price method is most appropriate in those cases where no comparables
are available and the purchaser adds relatively litile value to the product. The greater the
value of the functions performed by the purchaser, the more difficult the determination of
an appropriale resale margin for purposes of the resale price method.

Resale Price Method Example

Canco is the Canadian distributor for its United States parent's established line of home
computers. The parent sells these computers in its home market 1o six independent distribu-
tors at retail price less a discount based on volume purchased during the year.

The transfer price to Canco for a particular computer is calculated as follows:

Resale price {in Canada) $2.600
DEDUCT: '
Discount 1o Canco (at the percentage allowed to a United States

distributor with same purchase volume) . 900
Allowance for expenses borne by Canco not borne by the United

States distributors (Canco's parent bears these costs for that country)
— advertising 70
— warranty work ' ‘ 30
Total deductions 1,000
Transfer price $1.600

19. Other methods mav be employed in support of one of the three aiorementioned
methads or in circumstances where none of these methods is appropriate. This is consistent
with the recommendations of the OECD. The method utilized should reilect an atlempl Lo
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present the particular transaction in terms of what would have transpired in an arm’s length
relationship.

20. One example of an “other method” would measure a proposed transfer price
against a number of *“‘check-points.” A particular component might have four of these
check-points: :

— cost of direct materials of the component,

— full cost of production of the component,

— value of the component as a replacement part, and

— value as a fraction of the market value of the entire product.

In this example the transfer price might be required 10 satisfy, within reasonable limits,
criteria based on the four check-points.

21. It has been suggested that the Department should accept the “value for duty,”
established for imported goods in accordance with the Customs Act, as representing a rea-
sonable arm’s length price for purposes of the Income Tax Act. This is not always possible
for a number of reasons, including the obviously different contexts in which valuation of
goods is required by the respective Acts.

22. The methods for determining value for duty under the curent provisions of the
Customs Act resemble those outlined in this circular. Value for duty may now be closer to
transfer prices acceptable for income tax purposes; however, differences do remain and the
Department is under no obligation to accept the established or reported value for duty
when considering the income tax implications of a non-arm’s length importation.

INTRA-GROUP SERVICES

23. The intra-group services that present problems are not usually those performed in
the ordinary course of business for which there are arm’s length comparisons avaitable. The
services that most frequently require attention are those which pertain to the special inter-
dependence of the members of a multinational group, and these services can be dealt with
in three categories, ie

(i} management or administration services,
(i) research and development, and
(i) the use of intangibles.

MANAGEMENT OR ADMINISTRATION

24. The Department’s interpretation of the law as it applies to “Management or Admin-
istration Fees Paid 1o Non-Residents” is contained in 1T-468 and reference should be made
to that bulletin. The following remarks on management services are more general in nature
and are intended to advise taxpayers regarding acceptable methods of measuring and
charging for management services.

25. The wansfer of management or administration services is occasioned by a centraliza-
tion of administration and other common services. usually in the parent company itseli but
occasionally in a separate entity established for that purpose. Central management or ad-
ministration expenses should first be categorized as foliows:

(2} expenses that are incurred by the parent company in its “custodial” capacity, ie, as

a shareholder managing its investments in subsidiaries rather than in the provision of

services to its subsidiaries (these expenses should be borne by the parent and applied

against its income from investments);

(h) expenses such as the costs of training workers for a new plant thal are clearly
incurred for the benefit of a single company in the group and are associated with the
provision of specific identifiable services to that company; and

{c} expenses that are incurred for the benefit of 2 number of companies or the group
as a whole and are for share services and facilities, such as a centralized world-wide
insurance departinent, that are usually centralized for convenience or economy.

26. An allocation of central management expenses to a Canadian taxpayer is acceptable
only if the taxpaver is in a position 1o derive a real benefit from the related services. Where
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a resident taxpayer is staffed by a management team normally associated with a self-
sufficient business, the allocation should be limited 1o expenses that cun clearly be identi-
fied with the taxpayer and which do not sepresent a duplication of services already pro-
vided by Canadian personnel.

27. The only category of central management or administration expenses that presents
an allocation problem is that described in 25(c} above. The basis for allocaling these ex-
penses may be more or less complex depending on the structure of the group and the
extent to which various costs are common 1o the group as a whole or pertain to certain
members only. In any event, for purposes of such an allocation toe a Canadian taxpayer, the
basis of allocation should be based on a comprehensive review of the central expenses
carried out in advance of the allocation. The basis used must be available for examination
by the Department before the allocation will be accepted. The basis of allocation should
result in costs being shared in proportion to the benefits received, for example, the alloca-
lion of costs of a centralized department based on an estimaie of time spent on duties
performed for each entity.

28. In a large multinational enterprise having numerous subsidiaries and/or branches
in several jurisdictions, the basis of allocation may not always be reviewed each year by the
taxpayer, but in such a situation the taxpayer is expected to provide an analysis of any
relevant changes from the year under audit back to the taxpayer’s most recent comprehen-
sive review, which should not be older than two or three years.

29. As described in 1T-468, there are income tax implications related to an allocation of
management expenses to a Canadian taxpayer under both Part | and Part XIli of the Acl.

30. The deductibility under Part i of the “management or administration fee or charge”
will be evaluated by reference to the nature and the quantum of the benefits derived. The
amount charged by the non-resident should not exceed the expenses that may be allocated
to the Canadian taxpayer as set out in 25(b) and (c) above, ie, the expenses incurred solely
for the benefit of the Canadian taxpayer and a reasonable share of expenses that are in-
curred for the benefit of a number of companies or the group as a whole. As mentioned in
26 above, no portion of the amount charged should be in respect of services already pro-
vided by Canadian personnel.

Generally, there is no profit element in shared costs charged to Canadian branches and
subsidiaries. However, the Department has seen examples where a reasonable mark-up on
charges for services from a non-resident related company which is in the business of provid-
ing such services has been made and the total charge has been allowed as a deduction
under Part L. ‘

31. Under the provisions of Part XIll, 2 payment to a non-resident in respect of a “man-
agement or administration fee or charge” is subject to a 25 per cent withholding tax. It has
historically been important, particularly for the numerous payments to U.S. parenl compa-
nies, to idenlify “management fees” (as opposed to expense reimbursements or other
charges) and ensure that this tax has been withheld and remitted.

32. Most modern income tax treaties and conventions do not require that manage-
ment fees be treated as anything other than a component of industrial, commercial or
business profits. Such profits are furthermore 1axable only in the home jurisdiction of the
enterprise earning the profils (except in the particular situation where profits can reasona-
bly be attributed to a permanent establishment of that enterprise in the other jurisdiction).
The 25 per cent lax on management fees is therefore not normally exigible where such
treaties are in force.

33. Whereas the previous {1941) convention between Canada and the U.S. did not in-
terfere with the Part Xlll tax on management fees (except to reduce the tax rate 1o 15 per
cent), the new (1980) convention is a “modern” treaty as described in 32 above. As a conse-
quence of applying the terms of the 1980 convention to payments after 1984, the previous
importance of the management fee issue has been greatly reduced.

RESEARCH AND DEVELOPMENT

34. The following comments pertain to the intercompany transier of rescarch and de-
velopment (R & D) in the situation where the R & D is performed centrally or in specified
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companies and made available for the benefit or potential beneiit of the group. If, on the
other hand, a company engaged in R & D retains the benefits therefrom for its own account
and makes this knowledge available to other members by way of licensing agreements, the
transier comprises the “use of intangibles” which is discussed in 40 to 48 below. Of course,
a company may handle one division of its research by cost-sharing and another by licensing
agreements.

35. In determining the deductibility under Part | of payments for R & D expenses, the
Department will look to the nature and quantum of: the benefits received, and will ensure
that there is no double-charge involved (as for example when R & D is also a component in
establishing transfer prices). The Canadian taxpayer obviously must be in a position to bene-
fit from the R & D, if not immediately at least potentially, by having a genuine and substan-
tial interest in the results which the research might produce.

36. Where R & D is performed centrally or in specified companies for the benefit or
potential benefit of the entire group, there are essentially two issues 10 be addressed:

(i) the reasonableness of the basis for allocating these expenses to the various
members of the group, and

(i) the entitiement to any mark-up or profit on the activities of the member conduct-
ing the R & D function.

37. it is not possible to specify any basis of allocating expenses as being preferable; the
method utilized should be appropriate to the particular circumstances in each case. One
possible approach would be to categorize the R & D by line of business and product group,
then to allocate the current expenses among those companies who currently deai in the
particular product group.

38. Although the Department considers that R & D is more appropriately treated as a cost
centre, the entitlement to a mark-up or profit on the activities of the member conducting the R
& D function will be considered in relation to the arrangement amongst the corporate group at
the time the R & D activity is undertaken. If this arrangement is in the nature of a cost-sharing
arrangement where resources are pooled for convenience or economy, each participant
would bear its {air share of the net costs in return for a fair share of the usable results of the R &
D. There would be no mark-up or profit on the R & D activities in this type of situation. By
contrast, if it is other than a cost-sharing arrangement, and the R & D facility is treated as profit
centre, the amount charged to the Canadian taxpayer would be based on a reasonable arm’s
length price, which normally should not exceed its fair share of those R & D expenses that are
{at feast potentially) of benefit to Canadian operations, marked up at a reasonable rate.

39. As regards the application of Part XIll, payments for the use of R & D usually attract
withholding tax. The main exception is the allocation based on a “bona fide cost-sharing
arrangement,” which is fully discussed in IT-303 and IT-303 Special Release. It should be
noted that such a cost-sharing arrangement preciudes a profit element for the R & D func-
tion and if a profit element is present, the total amount of the payments under the arrange-
ment will attract Part X1} tax.

USE OF INTANGIBLES

40. When R & D is conducted in a particular company and that company retains con-
trol of the resultant body of knowledge, other members of the group usually gain access to
the knowledge through a licensing agreement or equivalent. Scientific and industrial infor-
mation and expertise, sometimes referred 1o as “know-how,” may be disseminated in a
similar fashion. Intercompany payments under such arrangements usually take the form of
royalties or similar payments, and such payments usually attract Part X1l withholding tax.
Refer to IT-303 and 17-303 Special Release for the Department’s views on the application of
Part X111 to payments for the use of intangibles.

41. The “intangibles” that are dealt with hereunder inciude patents, inventions, formu-
fae, processes, designs, patterns and similar types of intellectual property, trademarks, trade
names, brand names, franchises, licences, special commercial or industrial information and
expertise, copyrights and exclusivity rights. '
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42. Deductibility under Part | of payments for the use of intangibles is essentially a
matter of two issues:

(i} is the payment in fact for the use of the intangible for the year — as opposed 1o a
payment for its outright acquisition or other capital outlay; and

(i) does the amount of the payment represent a reasonable arm’s lenglh price for the
value received? . .

43, Normally a payment for the acquisition of an intangible constitutes a capital outlay
and is non-deductible on that basis, subject to possible amortization available under the
Act. The more difficuit question is the determination of the price for use of an intangible.
The following comments will address this question in terms of a royally rate, since that is the
most common form of payment.

44. ideally, the intra-group royalty rate should be determinablie by reference to an
arm’s length comparable royaity. If a company has issued a licence to an independent man-
ufacturer, in respect of a particular patent, one would expect that the royalty rale so estab-
lished would represent a reasonable arm’s length price for use in intra-group licences cover-
ing the same patent.

45. Many multinational groups market their products entirely through branches and
subsidiaries, with the result that no arm’s length comparable royalty exists. The best that can
be expected is to draw comparisons with royalty rates in the same industry or a similar
industry involving relatively similar products, similar market conditions, and similar licensing
arrangements.

46. The following items might be expected to have a bearing on the determination of a
royalty rate:

(a) prevailing rates in the industry;
{b) terms of the licence, including geographic limitations and exclusivity rights;
{c} singularity of the invention and the period for which it is likely 1o remain unique;

(d) technical assistance, trade-marks and “know-how’ provided along with access to
the patent;

{e} profits anticipated by the licensee; and

(f) benelfits to the licensor arising from sharing information on the experience of the
licensee.

47. In the same way that a taxpayer is expected ta explain the basis for the intercom-
pany pricing policy when questioned by the Department, the taxpayer should also be pre-
pared to demonstrate the reasonableness of intercompany royalties, having regard to all the
pertinent facts and circumstances.

CONFIDENTIALITY OF THIRD PARTY INFORMATION

48. In the context of an income tax audit where the Department has obtained informa-
tion on comparable prices from third parties that forms the basis of an assessiment, the
Department will seek written permission from the third parties 10 disclose the information
to the taxpayer involved. If permission is not granted, disclosure of the information is pro-
hibited by subsection 241(1) uniil legal proceedings have commenced with respect to the
assessment issued or, in other words, until the taxpayer has filed a Notice of Claim with the
Tax Court of Canada or a Statement of Claim with the Federal Court of Canada. At this
point subsection 241(3) applies 1o permit the Department to release the details on the com-
parables to the taxpayer assessed.

PART Xl WITHHOLDING TAX

49. Where, as a result of the audit of international transactions, it has been determined
that Part 1 adjustments are required to the Canadian taxpayer, a further consideration is
required to delermine whether Part X1l tax is exigible on the appropriation and whether or
not any relief will be provided if the monies are returned to the Canadian taxpayer.
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TAX TREATIES AND COMPETENT AUTHORITY PROCEDURES

50. Canada has entered into a number of bilateral international tax agreements with
other countries for the purpose of avoiding double taxation.

31. Many of these International Tax Agreements contain provisions concerning income
allocation in accordance with arm’s length principles. Generally, these provisions are found
in Article 9 of the relevant treaty and are often modeliled after Article 9 of the OECD Model
Convention concerning the taxation of associated enterprises. These provisions attempt to

provide a iramework in which an adjustment to profits in one country may be offset by a
corresponding adjustment in the other country. :

52. Where the treaty provisions concerning the taxation of associated enterprises are
not sufficient to resolve a dispute between interested parties, a taxpayer may request com-
petent authority consideration as provided under the Mutual Agreement article of most of
Canada’s international tax agreements. Refer to Iinformation Circular 71-17R2 for a more
detailed discussion of the procedures and acceptability of requests for competent authority
consideration. : ' '

PART Il — AUDIT POLICY

53. In auditing transfer pricing and related international transactions, the Department’s
objective is to ensure that Canadian taxpayers have reported their appropriate share of
income by paying no more than or receiving no less than, reasonable arm’s iength prices in
their internaticnal non-arm’s length transactions.

- 54. 1f in a particular case the Department decides to review a taxpayer’s intercompany
transactions, experienced auditors will examine each component in the package, ie, transier
prices, royalties, intercompany financing, service fees, etc. This will prevent, for exampie,
the double deduction for a foreign parent’s research and development costs — once by
way of an intercompany royalty or cost-sharing arrangement, and again as an element of
the transfer pricing.

55. The Department will take into account any foreign exchange gain or ioss, where
applicable, when calculating a transfer price adjustment.

56. in carrying out an international audit, the Department will, to the extent practica-
ble, analyze intercompany transactions by applying the arm's length principle on a
transaction-by-transaction basis. This approach is necessary because the Income Tax Act
applies to each transaction between the various related parties and not to the Canadian
taxable income, return on sales, return on equity or any other measurement of general
profitability.



