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BACKGROUND
For a number of years, the Canadian fiscal authorities have expressed a concern that Canadian taxpayers were not appropriately reporting the income accumulating in offshore investment vehicles. To address this perceived abuse, significant amendments were proposed to the Income Tax Act (Canada), collectively referred to as the “non-resident trust” rules (“NRT Rules”).

The amendments were initially announced in 1999 but have undergone a number of modifications since then, most recently in November 2006. However, the amendments are expected to be enacted into law this year and will be effective as of January 1, 2007.

A non-resident trust caught by the NRT Rules will generally be treated as a resident of Canada and will be subject to Canadian income tax on its world wide income, not just income that is sourced to Canada, at a rate of 42.9%. Further, a Canadian resident who contributes to a non-resident trust and any Canadian resident beneficiary of the trust are jointly and severally liable for the payment of these taxes. This tax liability is limited to very specific circumstances which are unlikely to apply to global share plans that use nonresident trusts.

Additional Canadian filing obligations are also imposed on the non-resident trust.

IMPACT ON GLOBAL SHARE PLANS
Foreign pension and benefit plans are exempted from the NRT Rules. However, these exemptions are generally not available to:

· Foreign benefit plans in which long-term Canadian residents participate; 

· Foreign pension plans that are subject to taxation in their host country; or 

· Foreign pension plans that are established in tax havens where income tax is generally not levied. 

Global share plans with Canadian participants that use non-resident trusts to “warehouse” shares will likely not fall within one of the above exemptions. Further, there is no specific exemption for global share plans.

OVERVIEW OF THE NRT RULES
In general, the NRT rules will apply where there is a “resident contributor” to the trust or a “resident beneficiary” in respect of whom there is also a “connected contributor”.

The term “resident contributor” means a person, corporation, or individual that is a resident in Canada who has made a “contribution” to the trust.

The term “contribution” is broadly defined to include any transfer or loan of property (direct or indirect) made to the non-resident trust. Deeming rules further expand the definition of “contribution”, as further discussed in this update. There is no minimum threshold below which a transfer or loan of property will not be considered a contribution.

A “contribution” does not include an “arm’s length” transfer or loan of property. However, “arm’s length” has a restricted meaning for the purposes of the NRT rules.

The term “resident beneficiary” means a person, corporation or individual that is a resident in Canada and a beneficiary of the trust. A Canadian resident employee who is eligible to receive equity awards (“Canadian Participant”) that are satisfied from a nonresident trust would be viewed as beneficiary of that trust. The term “connected contributor” is, in general, a person, corporation or individual who has made a contribution to the trust while a resident of Canada, subject to certain exceptions not relevant for global share plans.

APPLICATION TO GLOBAL SHARE PLANS THAT USE TRUSTS
With respect to global share plans, a Canadian employer with Canadian Participants is likely to be a “resident contributor” or a “connected contributor” for the reasons discussed below.

Deemed Contribution Rules
Even if the Canadian employer does not make a contribution to the share plan trust, it could be viewed as having made a “contribution” under the deemed contribution rules. In particular, there is a deeming rule which deems a “contribution” to be jointly made if a person makes a contribution to the trust with the acquiescence of a second person and it is reasonable to conclude that the contribution was made to avoid or minimize Canadian tax liability of any person arising as a result of the application of the NRT rules.

A Canadian subsidiary of a foreign parent company could very well be viewed as having acquiesced to the contributions to the non-resident trust made by its parent company. At this time, the Canada Revenue Agency (“CRA”) has not provided any guidance as to how broadly it will interpret this particular deemed contribution rule.

Use of Recharge Agreements
The Canadian employer could also be viewed as making a “contribution” if it is required to reimburse its parent company for the cost of the awards issued to its employees pursuant to a recharge agreement. Arguably, an amount reimbursed under a recharge agreement should qualify as an “arm’s length transfer of property”. However, for the purposes of the NRT rules, in order for the “contribution” to qualify as an “arm’s length transfer of property”, it must also be reasonable to conclude that the purpose of the “contribution” was not the acquisition of a beneficial interest in the trust by any person, not just the person who made the contribution.

While the Canadian employer would not likely be viewed as being a beneficiary of the non-resident trust, Canadian Participants would likely be viewed as having a beneficial interest in the trust. Consequently, an amount reimbursed under the recharge agreement would not qualify as an “arm’s length transfer of property” if it can be argued that it was reasonable to conclude the purpose of the reimbursement was to enable Canadian Participants to acquire a beneficial interest in the non-resident trust.

Such an interpretation potentially conflicts with transfer pricing principles which may require the parent company to recharge the Canadian entity. At this point, the CRA has not provided any guidance as to whether it will accept that a reimbursement which complies with CRA’s current policy on recharge agreements will constitute an “arm’s length transfer of property” for purposes of the NRT Rules.

ACTION
Companies should review their global share plans that use non-resident trusts (NRT) to determine whether the trust falls within the exemptions to the NRT Rules.

If the NRT Rules do apply, pending enactment of the legislation and further clarification from the CRA, to the extent possible, it would be advisable not to satisfy equity awards to Canadian Participants through shares that have been held in a non-resident trust. As this may not always be practical, there are a number of steps that can be taken to mitigate the exposure.

Establish a separate non-resident trust for Canadian Participants
· This would reduce the potential income subject to tax by establishing a smaller asset pool from which income can be generated. 

Minimize the Trust’s Income
· Under the NRT Rules, a non-resident trust will only have a Canadian tax liability to the extent it has income in the trust (e.g., keep cash balances at minimum or pay out income to beneficiaries). 

Use a domestic trust for Canadian participants
· For certain types of equity awards, it may be possible to use a domestic trust, known as an Employee Benefit Plan (“EBP”) trust to hold shares for Canadian Participants. However, such trusts are not suitable for stock option plans. In addition, an EBP trust is also subject to tax on its income. 

Recharge Agreements
· Arguably, an amount reimbursed by a Canadian company to its parent company under a bona fide recharge agreement should constitute an “arm’s length transfer of property”, in which case the reimbursement would not fall under the definition of a “contribution”. In such an event, the NRT rules should not apply to the non-resident trust as the Canadian employer would no longer be a “resident contributor” or a “connected contributor”. If the CRA will accept this argument, then the use of recharge agreements could be a viable solution to the NRT Rules. 

As noted, the NRT Rules are expected to be enacted into law this year. We will provide further updates at that time.
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