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Canada

in

KPMG observation

The Canada Revenue Agency continues to focus significant resources on
transfer pricing audits, and is perceived as one of the most active tax authorities

transfer pricing.

Canada'’s first Supreme Court decision in a transfer pricing case was delivered during
2012, marking a significant milestone in the judicial interpretation of transfer pricing.

Transfer pricing study snapshot

The purpose of a transfer pricing study

) . Required to be Thresholds
Not applicable Applicable .
contemporaneous apply/exist
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Protection from penalties o [ )
Reduce risk of adjustment ()
Shifts burden of proof ()

Basic information
Tax authority name

Canada Revenue Agency (CRA).
Citation for transfer pricing rules

Section 247 of the Income Tax Act of
Canada, RSC 1985, and Chapter 1 and 2
(Fifth Supplement), as amended.

Effective date of transfer pricing rules

In general, section 247 is applicable
for taxation years beginning after 1997.
However, the transfer pricing penalties
(pursuant to subsection 247(3)) are
applicable for taxation years beginning
after 1998.

For taxation years prior to 1998, there were
different transfer pricing provisions of the
Income Tax Act that were applicable.

What is the relationship threshold
for transfer pricing rules to apply
between parties?

Ownership of more than 50 percent;
however, parties may still be found to

be non-arm'’s length even where there
is less than 50 percent ownership

(de facto control or the absence of
independent interests).

What is the statute of limitations
on assessment of transfer pricing
adjustments?

Generally, seven years (six years

in specific cases) from the date of
issuance of the notice of original
assessment. The notice of original
assessment is generally received three
to six months after the filing of the tax
return.

Transfer pricing

disclosure overview

Are disclosures related to transfer
pricing required to be submitted to
the revenue authority on an annual
basis (e.g. with the tax return)?

Yes. Provided that related party
transactions are above a certain dollar
threshold.

What types of transfer pricing
information must be disclosed?

A form called the T106 must be
completed. The T106 requires detailed
information about transactions

with non-arm'’s length non-resident
entities, including types and quantum
of transactions, transfer pricing
methodologies used, whether there
has been a change in methodology,
whether the methodology is based on
an Advance Pricing Agreement (APA)
with another tax authority and whether
contemporaneous documentation
exists with respect to such transactions.
AT106 form is required if the amount
of the total reportable transactions

for all the non-residents combined is
more than one million Canadian dollars
(CAD). Where a reporting person’s total
amount of transactions with a particular
non-resident during the taxation year is
below CAD25,000, certain information
is not required.
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What are the consequences of
failure to submit disclosures?

A late filing penalty or multiple late filing
penalties for more than one T106 form
may be assessed if the T106 is filed after
the due date. The penalty is equal to the
greater of 100 Canadian dollars (CAD)
and CAD25 per day, up to a maximum of
100 days.

A failure-to-file penalty may be assessed
where the reporting persons knowingly
fail to file T106 documentation. The
minimum penalty is CAD500 per month,
to a maximum of CAD12,000 for each
failure to comply. The failure-to-file
penalty is reduced by any late filing
penalties assessed.

Transfer pricing study

overview

Can documentation be filed in
a language other than the local
language? If yes, which ones?

No.

When a transfer pricing study is
prepared, should its content follow
ChapterV of the Organisation

for Economic Co-operation and
Development (OECD) Guidelines?

No. While it uses the Organisation

for Economic Co-operation and
Development (OECD) Guidelines as
the basis for the information required,
section 247(4)(a) sets out six required
elements:

1. the property or services to which the
transaction relates

2. the terms and conditions of the
transaction and their relationship,
if any, to the terms and conditions
of each other transaction entered
into between the participants in the
transaction

3. the identity of the participants in the
transaction and their relationship to
each other at the time the transaction
was entered into

4. the functions performed, the property
used or contributed and the risks
assumed, in respect of the transaction,
by the participants in the transaction

5. the data and methods considered and
the analysis performed to determine
the transfer prices or the allocations
of profits or losses or contributions to
costs, and the case may be, in respect
of the transaction

6. the assumptions, strategies and
policies, if any, that influenced the
determination of the transfer prices or
the allocations of profits or losses or
contributions to costs, as the case may
be, in respect of the transaction.

Does the tax authority require an
advisor/tax practitioner to have
specific designation in order to
prepare or submit a transfer pricing
study?

No.

Transfer pricing methods

Does your country follow the
transfer pricing methods outlined in
Chapter Il of the OECD Guidelines?
If exceptions apply, please describe.

Yes.

Transfer pricing audit and

penalties

When the tax authority requests
a taxpayer’s transfer pricing
documentation, are there timing
requirements for a taxpayer to
submit its documentation? And if
so, how many days?

Yes, 3 months.

When the tax authority requests

a taxpayer’s transfer pricing
documentation, are there timing
requirements for a taxpayer to
submit its documentation? Please
explain.

See prior question.

If an adjustment is proposed by
the tax authority, what dispute
resolution options are available?

Aside from requesting Competent
Authority (CA) assistance, taxpayers
can also file a notice of objection with
the Appeals division of the CRA and, if
necessary, can pursue an appeal before
the Tax Court of Canada.

If an adjustment is sustained, can
penalties be assessed? If so, what
rates are applied and under what
conditions?

Yes. The legislation provides for the
imposition of a penalty equal to

10 percent of the total transfer pricing
adjustment, in certain cases.The
penalty is intended to be compliance-
related, focusing on the efforts that

a taxpayer makes to determine and
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use arm'’s length pricing. The penalty
equals 10 percent of the net amount
of adjustments made in a tax year,

but only where the net adjustments
exceed the lesser of 10 percent of the
taxpayer’s gross revenue for the year
or CAD5 million. The net amount of the
adjustment is based on:

e upward adjustments relating
to transactions for which the
taxpayer does not have adequate
documentation; and

e downward adjustments relating to
transactions for which the taxpayer
has adequate documentation.

To what extent are transfer pricing
penalties enforced?

Transfer pricing penalties are enforced
aggressively.

What defenses are available with
respect to penalties?

Penalties may be avoided where a
taxpayer has made ‘reasonable efforts’
to comply with the dual obligation to
determine and use arm’s length prices
pursuant to subsection 247(4) of the
Income Tax Act and CRA's TPM-09
(reasonable efforts under section 247
of the Income Tax Act). To demonstrate
that a reasonable effort has been made,
complete and accurate documentation
must be prepared and updated on an
annual basis. Penalties may be reduced
or eliminated based on subsequent
competent authority settlements.

What trends are being observed
currently?

Canada continues to be a jurisdiction
where transfer pricing enforcement is a
high priority. The probability of a transfer
pricing audit and adjustment remain
higher than in many other jurisdictions.
In recent years, the CRA has started

to apply a risk-based approach to
evaluating and selecting taxpayers for
transfer pricing audits. This approach

is based on a number of factors
including the type and amount of non
arm’s length transactions, prior audit
history, continuing losses as well as the
existence of restructuring transactions.

Special considerations

Are secret comparables used by tax
authorities?

Yes, but very rarely.
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Is there a preference, or
requirement, by the tax authorities
for local comparablesin a
benchmarking set?

Yes. Generally the CRA prefers the use
of local comparables, but accepts the
use of North American comparables.

Do tax authorities have
requirements or preferences
regarding databases for
comparables?

Taxpayers are free to use a database of
their choice. The CRA uses the Standard
and Poor’s Capital 1Q database.

Does the tax authority generally
focus on the interquartile range in a
TNMM analysis?

No.

Does the tax authority have other
preferences in benchmarking? If so,
please describe.

Not applicable.

What level of interaction do tax
authorities have with customs
authorities?

Low.

Are there limitations on deductibility
of management fees beyond the
arm’s length principle?

Yes. The CRA has issued guidance in
itsTPM 15 whereby it actually looks
through a management fee charge

to establish whether any underlying
expense item is in fact deductible under
the Canadian Income Tax Act.

Are management fees subject to
withholding?

Yes.

Are there limitations on the
deductibility of royalties beyond the
arm'’s length principle?

No.

Are royalties subject to
withholding?

Yes.

Are taxpayers allowed to file tax
return numbers that differ from
book numbers?

Yes. Yearend adjustments may be made.
Taxpayers are, however, encouraged to
minimize or avoid yearend adjustments
where possible, for example by

reviewing and truing-up pricing on a
periodic basis during the year.

To the extent that such adjustments are
required, they may be made as follows:

¢ before the books are closed for the
year, by making an adjustment in the
books

e after the books are closed, but before
the financial statements are finalized,
by making an adjusting journal entry
to the financial statements; and

e after the financial statements
have been finalized, by making an
adjustment on Schedule 1 of the
corporate tax return.

To the extent that yearend adjustments
relate to tangible products imported
into Canada, such adjustments will have
Customs implications.

Other unique attributes?

Generally, the CRA does not support the
use of multi-year averaging. In an audit
setting, results are evaluated on a year
by-year basis.

Use of the interquartile range is not
supported by the CRA.

Tax treaty/double tax

resolution
What is the extent of the double tax
treaty network?

Extensive. There are currently
92 treaties in force.

If extensive, is the competent
authority effective in obtaining
double tax relief?

Almost always. Effective in more than
90 percent of cases.

When may a taxpayer submit an
adjustment to competent authority?

Generally after receipt of a notice of
reassessment from the CRA.

May a taxpayer go to competent
authority before paying tax?

Yes. However, in most cases, the
taxpayer will have to either post
security or pay half the amount of
the tax payable once a reassessment
is issued.

Advance pricing

agreements

What APA options are available,
if any?

Unilateral, bilateral, multilateral.
Is there a filing fee for APAs?

Yes, out-of-pocket expenses for the CRA
in negotiating the APA.

Does the tax authority publish APA
data either in the form of an annual
report or through the disclosure of
data in public forums?

Yes.

Are there any difficulties or
limitations on the availability or
effectiveness of APAs?

Yes. While currently experiencing
resourcing constraints, Canada has a
long established and generally well-
functioning APA program. Increased
early stage due diligence on proposed
APAs by the CRA has created some
delays. In total, since the inception of
the APA program, there have only been
four instances in which the CRA has
been unable to conclude an agreement
with a taxpayer and/or a foreign tax
administration. The current average
time to conclude a bilateral APA is
approximately 48 months. The CRA will
not negotiate APAs concerning business
restructuring transactions.

KPMG in Canada

David L Francescucci
Tel: +1 514 840 2395
Email:dfrancescucci@kpmg.ca

As email addresses and phone numbers change
frequently, please email us at transferpricing@
kpmg.com if you are unable to contact us via the
information noted above.
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