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Summary and conclusions
The Canadian income tax system adopts a global approach to taxing the income of persons 
resident in Canada. Residents include worldwide income as a part of their income for tax 
purposes: employment income, income from business and property; taxable capital gains, 
and income from other specified sources. Income from a source that is not specified in the 
Income Tax Act (Canada) (the “ITA”) (e.g., windfall gains, gifts, and inheritances) is generally 
not taxable. Individuals and certain trusts are taxed at progressive rates, whereas corpora-
tions and most trusts are taxed at flat rates. Partnerships are generally not taxpayers; they 
are flow-through entities. The role of withholding tax as a collective tax mechanism is very 
limited in domestic transactions: withholding tax only applies to certain types of domestic 
income received by individual payees. Any excess withholding tax is recovered by resident 
individuals upon filing their annual income tax return. In domestic transactions, the onus is 
on the payer to determine whether withholding tax is required, with the major source of 
uncertainty being the classification of individual service-providers either as employees 
(withholding tax required) or as independent contractors (withholding tax not required). 
Failure to withhold may result in interest and penalties to the payor but not joint and several 
liability for tax not withheld in domestic situations.

In contrast to residents, non-residents are only subject to tax on Canadian source 
income. Generally, they are only subject to Canadian income tax in respect of employment 
income from services performed in Canada, income from a business carried on in Canada, 
gains from the disposition of taxable Canadian property (“TCP”) (each of these types of 
income is subject to Part I tax) and certain sources of “passive income” (which are subject to 
Part XIII tax). Non-resident employees are subject to withholding tax in a similar manner 
and at similar rates as resident employees, unless either; (i) the employer has received 
certification from the Canada Revenue Agency (the “CRA”) as a qualifying non-resident 
employer (this is a recent [January 2016] improvement to the treaty exemption process) or; 
(ii) an appropriate treaty-based waiver (a Regulation 102 waiver) has been applied for and 
received from the CRA. In contrast, income from a Canadian business is generally not subject 
to withholding tax; however, when the non-resident receives a fee, commission or other 
amount in respect of services rendered in Canada, the payer is generally required to withhold 
and remit 15 per cent of the gross payment unless an appropriate treaty-based waiver (a 
Regulation 105 waiver) has been applied for and received from the CRA. When a non-res-

1 Daryl Maduke is a tax partner with BDO Canada LLP and based in Vancouver, B.C. He has over sixteen years of 
experience in public practice. Daryl’s practice is broad-based, with a focus and international and domestic tax 
planning.

2 Natasha Miklaucic a tax partner with BLG; her practice includes tax-effective structuring and reorganizations 
for corporations and individuals, both domestically and internationally, with a focus on inbound work, including 
employee and contractor tax issues.
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ident disposes of TCP, the purchaser is generally required to withhold and remit 25 per cent 
of the gross purchase price. But a mandatory reporting process exists by which the non-res-
ident can apply for a certificate of compliance from the CRA in respect of the disposition, 
which may reduce or eliminate the required withholding tax. Passive income that is subject 
to Part XIII tax (e.g., interest, dividends, rents and royalties) is generally subject to 
withholding tax in an amount equal to 25 per cent of the gross amount, unless this rate is 
reduced pursuant to a tax treaty.

Widely-distributed unit trusts (often, mutual fund trusts) are the most commonly used 
collective investment vehicles (CIVs) for investment in Canada. Distributions to non-resi-
dents from such trusts are generally subject to a 25 per cent gross withholding tax, although 
this rate may be reduced by an applicable tax treaty. Moreover, there are special rules in the 
ITA which may reduce or eliminate this withholding tax in respect of certain types of income 
earned by such trusts.

The domestic taxation of digital economy transactions is relatively underdeveloped. As 
an example, taxation of computer software transactions generally depends on whether the 
software is “shrink-wrapped software” or “custom software”, with the former classified as 
business income (generally not subject to withholding tax) and the latter classified as 
royalties (generally subject to a 25 per cent gross withholding tax unless specifically 
exempted by the ITA or reduced/exempted by an applicable tax treaty). These administrative 
classification rules are dated and are in need of revision to reflect technological changes. 
Thankfully, applicable tax treaties often eliminate or reduce this withholding tax, but 
significant uncertainty exists when the non-resident vendor is located in a non-treaty 
country. Unfortunately, the CRA has provided no meaningful guidance in respect of the 
taxation of non-software digital content and cloud computing. These transactions should 
be characterized and taxed under general rules. Again, resort is often made to applicable tax 
treaties and the OECD Commentary regarding digital transactions in order to ameliorate 
uncertainty in respect of the proper treatment of these transactions. Recent discussion in 
the Canadian tax community has focused more on providing greater relief from withholding 
tax rather than on expanding withholding tax to additional types of income. Furthermore, 
recent media attention has been focused on expanding the federal goods and services tax, a 
value-added tax, in order to tax a greater number of digital services provided to Canadian 
customers by non-residents, while comparatively, there has been very little discussion about 
subjecting the digital business activities of non-residents to income tax.

The application of Canadian withholding tax is very limited in the domestic setting, but 
it is widely-used to tax the Canadian source income of non-residents. While there is relief 
available under many of Canada’s tax treaties with respect to the withholding applied to 
non-residents under the ITA, the administrative hurdles required to obtain it are, for the 
most part, very burdensome. Improvements to the administrative process in recent years 
provide some welcome relief, but further amendments are still required to reduce the 
burden on non-residents who qualify for treaty benefits and who wish to conduct business 
in Canada. As the digital economy continues to increase as a percentage of the total 
worldwide economy over the next decade, tax law and administrative policy in Canada 
should evolve to provide greater certainty in respect of the domestic tax treatment of digital 
transactions.
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Part One: Overview of withholding tax

1.1 General overview of the income tax system

The Canadian income tax system generally follows a global approach to taxing income.
Under the Income Tax Act3, tax rates are applied to a single amount, i.e. taxable income (or 

for non-residents, taxable income earned in Canada), which encompasses all types of 
income subject to tax. For residents, taxable income (or more precisely, income4) is computed 
by aggregating income from various sources. Under this source-by-source approach, 
deductions must be identified with or allocated to specific sources,5 different rules are 
applied in computing the income from each type of source, and losses from certain sources 
are not universally permitted to be deducted from income that is derived from other types 
of sources.6 Although all sources of income are ultimately aggregated into taxable income, 
different types of sources are subject to different effective tax rates. For example, only 
one-half of capital gains are included in income, with the other half being non-taxable; 
dividends received by resident individuals from taxable Canadian corporations are subject 
to lower personal income tax rates due to a dividend gross-up and tax credit mechanism 
that aims to integrate corporate and personal income tax earned through Canadian corpo-
rations; and Canadian-controlled private corporations (CCPC) are subject to significantly 
different initial corporate income tax rates, depending on whether their income is charac-
terized as active or passive.

For resident taxpayers, the enumerated sources of income are: (i)  income from an 
employment or office; (ii)  income from a business; (iii)  income from a property; and 
(iv) subdivision “d” income, which includes income from miscellaneous other sources (e.g., 
pension benefits, unemployment insurance benefits, and child support). Capital gains are 
not considered to be a source of income; rather, a capital gain is income from the disposition 
of a source. But effective 1 January 1972, the ITA was amended to specifically include taxable 
capital gains in the Canadian tax base.7 Although income is defined broadly to include 
“income…from a source inside or outside Canada” with inclusive reference to the above-men-
tioned enumerated sources,8 Canadian courts have interpreted the definition of income 
restrictively, such that income derived from a source which is not specifically referred to in 
the ITA has been excluded from the tax base.9 Moreover, amounts that are not considered to 
be earned from a productive source (e.g., windfall gains, gifts and inheritances) are not 
taxed.

3 RSC 1985, c. 1 (5th Supp.), as amended (herein referred to as “the ITA”).
4 ITA, s. 3. A taxpayer’s income (commonly referred to as “net income”) is calculated by aggregating the taxpayer’s 

income from various sources. Certain specific additions and deductions are then made to net income to arrive 
at a taxpayer’s taxable income.

5 ITA, s. 4.
6 For example, allowable capital losses cannot be applied to reduce sources of income other than taxable capital 

gains: ITA, s. 3.
7 ITA, sub s. 3(b).
8 ITA, s. 3.
9 For example, see Fries v. The Queen, 90 DTC 6662 (SCC), a case which held that strike pay was not income from a 

source.
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Individuals and certain trusts10 are taxed on their taxable income according to a 
progressive rate structure. The federal income tax rates applicable to individuals for 2017 are 
as follows:

Taxable Income Tax Rate
$45,916 or less 15.0%

$45,916 - $91,831 20.5%

$91,831 - $142,353 26.0%

$142,353 - $202,800 29.0%

$202,800 and over 33.0%

In contrast, corporations and most trusts are subject to tax at flat rates. Trusts, with the 
above-noted exceptions, are subject to federal tax at the top individual tax rate (33.0 percent 
for 2017). The federal corporate income tax rate depends on whether the corporation is a 
CCPC or a non-CCPC. Non-CCPCs are subject to a single federal tax rate on their taxable 
income (15.0 percent for 2017). CCPCs, on the other hand, are subject to different federal tax 
rates on different types of income: active business income is taxed at either 10.5 percent 
(certain small businesses) or 15.0 percent (general rate), whereas aggregate investment 
income is initially taxed at 38.67 percent (all 2017 rates). Income tax paid by a CCPC on its 
aggregate investment income is partially refundable to the corporation upon payment of 
taxable dividends to its shareholders, an approach which aims to prevent tax deferral on 
investment income earned through corporations while ultimately retaining integration of 
corporate and personal tax on such income.

1.2 The Role of withholding tax in the domestic setting

In domestic transactions, the use of withholding tax as a tax collection mechanism is quite 
limited. Payers are, for example, required to withhold and remit tax collected at source in 
respect of employment income (salaries and benefits); severance pay; pension benefits; and 
payments out of tax-advantaged savings plans for retirement, disability and education.11 
Although the ITA permits a withholding tax to be applied by regulation in respect of 
payments for “fees, commissions or other amounts for services” in a domestic context, no 
regulations have been passed to date to require such withholding. This is likely due to 
concern that applying a withholding tax on domestic services would cause significant cash 
flow issues for businesses, specifically small and medium-sized businesses that can have a 
more difficult time accessing operating capital. The aforementioned withholding tax 
obligations are only applied in respect of individual payees; corporate payees are not subject 
to source withholding in the domestic arena. There has been some academic discussion 
regarding the possibility of introducing a more broad-based domestic withholding tax (e.g., 
on dividends and interest) as a means of reducing non-compliance,12 but this has not 

10 Graduated rate estates and qualified disability trusts are subject to the progressive tax rates applicable to 
individuals.

11 ITA, sub s. 153(1).
12 Jinyan Li, “Withholding Tax on Domestic Interest and Dividends” (1995) 43:3 Canadian Tax Journal 553-591.
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received any meaningful interest from government.
Withholding tax functions as an advance payment of tax rather than a final tax in 

domestic transactions. Given the importance of income tax to overall government revenues 
both federally and provincially, applying a withholding tax to major sources of taxpayer 
income (e.g., employment income and pension benefits) provides government with a steady 
stream of revenue to finance governmental expenditures. Withholding tax also functions to 
lessen non-compliance with tax laws and reduce anxiety and financial difficulty for the 
majority of taxpayers upon filing their income tax return (for example, payroll tax 
withholdings on employment income typically slightly exceeds an employee’s actual tax 
liability). A resident individual’s tax liability is determined by assessment on an annual basis 
by virtue of the individual filing an income tax return. Any amount of tax withheld at source 
that is in excess of the individual’s actual tax liability is refunded to the individual upon the 
assessment of his or her return.

In situations where source withholding at the level required by the ITA would result in 
undue hardship, taxpayers can apply to the CRA to request a reduced amount of source 
withholding, which the Minister of National Revenue (acting through the CRA) is empowered 
by the ITA to grant.13 Such applications are considered on a case-by-case basis by the CRA. 
Requests for reduced withholding must be granted before the payment that is subject to 
withholding obligations is made in order to be effective; they cannot be used to obtain a 
refund of tax that has already been withheld.

1.3 Legal status of withholding agents

There is no statutory provision or legal doctrine that exempts or mitigates a withholding 
agent’s legal requirement to withhold and remit tax at source in situations where it is 
difficult to determine whether or to what extent a withholding tax obligation exists. In the 
domestic context, the most significant source of uncertainty arises in situations where it is 
unclear whether personal services provided by an individual to a payer should be classified 
as employment income (i.e., the individual is an employee of the payer) or business income 
(i.e., the individual is an independent contractor). This distinction is important because 
employment income is subject to withholding at source, whereas business income is not. 
There is no bright-line test that clearly distinguishes employees and independent contractors 
in the ITA, and classification must be made based on the facts and circumstances of each 
situation by applying certain factors (e.g., control, ownership of tools, opportunity for profit, 
and risk of loss) identified in the jurisprudence; the economic substance of the relationship 
takes precedence over legal form. The onus is on the payor to determine whether source 
withholding is required.

In domestic transactions, withholding agents are not jointly and severally liable with 
recipients for tax that should have been, but was not withheld at source. In such situations, 
the CRA must collect such tax through a direct assessment of the recipient. Penalties and 
interest may, however, be applied to the payer in relation to the amount of tax that should 
have been withheld at source. Penalties generally apply at a rate of 10 percent of the amount 
that should have been withheld; but in situations where the failure to withhold was made 
knowingly or under circumstances amounting to gross negligence, the penalty is increased 

13 ITA, sub s. 153(1.1).
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to 20 percent of that amount.14 All penalties are potentially subject to a due diligence 
defense.15 When a corporation is the withholding agent, the company’s directors can be held 
jointly and severally liable for any penalties and interest imposed on the company for failure 
to withhold tax at source.16

Legally, withholding agents hold any tax withheld in trust for the government.17 Payees 
have no right of action against withholding agents for amounts withheld in compliance 
with the ITA,18 and the receipt by the CRA of an amount withheld at source discharges the 
withholding agent from any contractual liability to pay that amount to the recipient.19

1.4 Procedural Issues

As mentioned above, any amount of tax withheld at source that is in excess of an individual’s 
actual tax liability is refunded to the individual upon assessment of his or her income tax 
return. The CRA pays interest on refunds paid to corporations at the prescribed rate 
(currently one percent). Refunds paid to individuals and trusts, on the other hand, receive a 
higher rate of interest: the prescribed rate plus two percent.20

The CRA can collect tax debts (including interest and penalties) by commencing an 
action in the Federal Court and obtaining an enforcement order. The CRA also has additional 
collection tools, such as the ability to: garnish various payments made to the delinquent 
party; apply any tax refunds and set off any other amounts owing by the federal government 
to the delinquent party against the tax debt; and seize chattels and other property of the 
delinquent party.21

Part Two: Withholding tax for international transactions

2.1 Under domestic law

General overview

A non-resident of Canada is liable for Canadian income tax for a taxation year under the ITA 
if the non-resident was employed in Canada, disposed of taxable Canadian property (“TCP”)22 

14 ITA, sub s. 227(8).
15 John Sorensen, Michael Belz, and Shiri Trop, “Non-Criminal Penalties Under the Income Tax Act,” in 2013 Ontario 

Tax Conference (Toronto: Canadian Tax Foundation, 2013), 12:1-50.
16 ITA, section 227.1.
17 ITA, sub s. 227(4).
18 ITA, sub s. 227(1).
19 ITA, sub s. 227(13).
20 Regulation 4301(c).
21 For a comprehensive discussion of the CRA’s collection powers, see Colin Campbell, Administration of Income Tax 

2017 (Toronto: Thomson Reuters Canada, 2017), ch. 8.
22 Excluding, among other things, shares that are listed on a designated stock exchange, business inventory, a unit 

of a mutual fund trust, property deemed to be TCP under the ITA and treaty-exempt property.
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or carried on a business in Canada.23 In addition, a non-resident may be subject to 
withholding tax on certain income received from a Canadian resident from Canadian 
sources. When a non-resident who would be liable for tax under the ITA qualifies for 
benefits24 under a tax treaty between Canada and the non-resident’s country of residence (a 
“treaty”), the treaty may reduce the applicable tax rate. In certain circumstances, the 
withholding obligation may also be reduced or eliminated if certain conditions are met.

Under Canadian domestic law, there are three broad categories of payments to non-res-
idents that are subject to withholding tax: service fees (including employment and 
contractor payments),25 passive income (including interest, dividends, royalties, rental, 
management and administration fees, trust income and pension payments) and capital 
gains earned by a non-resident on the disposition of TCP. Business income earned by a 
non-resident from a business carried on in Canada is not subject to withholding tax. Unless 
it is exempt under a tax treaty, business income of a non-resident is subject to the same tax 
rules as business income earned by a resident.

With respect to services income, if a non-resident is paid a fee, commission or other 
amount in respect of services rendered in Canada as a contractor, the payer (whether a 
Canadian resident or non-resident) is generally required to withhold and remit 15 percent of 
the gross amount of the payment to the CRA on account of the non-resident’s future 
Canadian tax liability. Similarly, if a non-resident employee receives remuneration in respect 
of employment performed in Canada, the employer (whether a Canadian resident or 
non-resident) is required to withhold normal Canadian employee payroll deductions26 at 
the applicable marginal tax rates in respect of the gross remuneration and remit such 
amounts to the CRA. These rates vary by province and territory.

With respect to passive income, a non-resident may be subject to a 25 percent Canadian 
non-resident withholding tax under Part XIII of the ITA on the gross amounts of such 
payments. The payor of these amounts is required to withhold and remit these amounts to 
the CRA.

23 In contrast, a Canadian resident person (whether a corporation, an individual or a trust) is liable to pay Canadian 
income tax under the ITA on worldwide income and net taxable capital gains (50 percent of net capital gains) 
from any source.

24 In order to qualify for benefits under a bilateral income tax treaty with Canada, the non-resident must be 
“resident” in the foreign treaty country under the terms of the treaty (generally, this means that the non-res-
ident must be comprehensively liable to tax on worldwide income in the foreign treaty country). In the case of 
the Canada-U.S. Income Tax Convention, (the Convention Between Canada and the United States of America with Respect 
to Taxes on Income and on Capital, signed at Washington, DC on September 26, 1980, as amended by the protocols 
signed on 14 June 1983, 28 March 1984, 17 March 1995, 29 July 1997, and 21 September 2007), the non-resident 
must also ensure that the limitation on benefits provision in Article XXIX-A of the treaty does not restrict or 
deny treaty benefits. Depending on the type of income received, there may also be anti-avoidance provisions in 
a particular tax treaty with Canada that restrict treaty benefits on payments between non-arm’s length persons 
in certain circumstances (see, for example, art. XII(7) of the Canada-U.S. Income Tax Convention).

25 Unlike in the domestic context, both employment income and contractor income paid to non-residents in 
respect of services performed in Canada.

26 Employee source deductions include income tax deductions and may also include Canada Pension Plan 
payments and Employment Insurance premiums, unless an exemption is available as discussed below.
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Non-resident business Income

The business income (excluding services income) of a non-resident is only subject to 
Canadian tax if it is attributable to a business of the non-resident that is carried on in Canada. 
The question of where a business is carried on for Canadian tax purposes is generally 
determined under common law principles,27 although the ITA also has a deeming rule which 
extends its meaning to include, among other activities:

 – producing, growing, mining, creating, manufacturing, fabricating, improving, packing, 
preserving or constructing, in whole or in part, anything in Canada (whether or not the 
thing is exported before sale); and

 – soliciting orders or offering anything for sale in Canada through an agent or servant, 
whether the contract or transaction is to be completed inside or outside Canada or partly 
in and partly outside Canada.

Non-resident services fees

The ITA imposes a broad withholding and remittance obligation (known generally as 
“Regulation 105 withholding”),28 which requires every person (whether Canadian resident or 
non-resident) paying to a non-resident person a fee, commission or other amount (other 
than employment income29 or certain other specified amounts) in respect of services rendered 
in Canada, of any nature whatever, to withhold and remit 15 percent of such payment to the 
CRA.30

Regulation 105 withholding applies to an amount paid to a non-resident in respect of 
services rendered in Canada to the payer, even when the services are actually performed by 
another person (e.g., a resident or non-resident subcontractor of the non-resident).31 
Subcontracting arrangements can also generate cascading Regulation 105 withholding 
obligations when the subcontractor is non-resident, since any payment made by a non-res-
ident contractor to the non-resident subcontractor in respect of services performed by the 
subcontractor in Canada would also be subject to Regulation 105 withholding. However, 
with appropriate structuring of contractual arrangements, these duplicative withholding 
issues may be avoided.32

Regulation 105 withholding is applicable only to amounts having the character of 
income earned in Canada by non-resident recipients, since only those amounts are 

27 The Canadian courts have employed numerous tests to determine whether a corporation is carrying on business 
in Canada. The two most common tests are the “place of contract” and the “place of operations/place where 
profits are earned”.

28 Para 153(1)(g) of the ITA and s. 105 of the Income Tax Regulations (Regulation 105).
29 Payments to employees described below. Also, explicitly excluded from withholding under Regulation 105 are 

payments made to a registered non-resident insurer and payments made to an authorized foreign bank in 
respect of its Canadian banking business.

30 Excluding any GST/HST charged in respect of services rendered in Canada by a non-resident. However, payments 
made to a Canadian subsidiary or to a partnership with one or more non-resident parties are not excluded.

31 Ogden Palladium Services (Canada) Inc., Hamilton Entertainment and Convention Facilities Inc., The Corporation of the 
City of Victoria, and The Corporation of the City of Saint John v. The Queen, 2001 DTC 345 (TCC), affirmed 2002 DTC 
7378 (FCA).

32 See Stora Enso Benteiligungen GmbH v. The Queen, 2009 DTC 1168 (TCC).
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potentially subject to tax under the ITA.33 Accordingly, Regulation 105 should not apply to 
the reimbursements of non-resident service providers’ costs. To rely on the reimbursement 
exclusion, the reimbursement must therefore be clearly and carefully documented and 
must be a direct reimbursement.

As contracts often bundle the provision of services with the provision of goods or may 
provide for services to be partly performed in Canada and partly performed outside Canada, 
it is generally thought that consideration should be given to specifically allocating, on a 
reasonable basis, part of the fee to services in respect of which Regulation 105 withholding 
will be required.

Regulation 105 withholding is a refundable tax if the non-resident’s Part I tax is less than 
the Regulation 105 withholding. In this case, the non-resident can file a Canadian tax return 
and obtain a refund.

Non-resident employment income

The ITA imposes a payroll withholding and remittance obligation34 (generally known as 
“Regulation 102 withholding”) on any person (whether Canadian resident or non-resident) 
paying salary, wages or other remuneration35 in a taxation year to any non-resident employee 
that performs employment duties in Canada.36 The definition of an employee for purposes 
of the ITA includes the position of a corporation director. Accordingly, directors’ fees received 
by such a person are income from an office or employment.37

Regulation 102 withholding is not required in respect of remuneration paid to an 
employee who is neither employed nor resident in Canada at the time of the payment, 
unless the remuneration is reasonably attributable to the duties of any office or employment 
(including marketing and training) performed or to be performed in Canada by the 
employee, or the remuneration is paid directly or indirectly by a Canadian resident person 
and the employee ceased to be resident in Canada in that year or a previous year.38

In the case of a non-resident employee, if the services are performed partly in Canada 
and partly outside Canada, then the payer is responsible for allocating the remuneration 
paid to the services performed in Canada on a reasonable basis. The most common basis for 
allocation is the percentage of workdays that the employee spent in Canada, i.e., the number 

33 Weyerhaeuser Company Limited v. The Queen, 2007 DTC 392 (TCC).
34 Deductions may be required in respect of Canadian income tax, employment insurance premiums where 

applicable and contributions to the Canada Pension Plan (CPP) (or Quebec Pension Plan if employee is 
pensionable in Quebec) where applicable.

35 Including employee benefits.
36 Para. 153(1)(a) of the ITA, and ss. 102 and 103 and sub s. 104(2) of the Income Tax Regulations. The withholding and 

remittance obligation even extends to salary continuation payments made to a non-resident former employee 
in respect of employment performed in Canada while the employee was a resident of Canada: see CRA 
document no. 2007-0228561E5, “Withholding”, 10 May 2007. While these obligations apply to payments to 
seconded employees, Canada has an administrative position that provides an automatic exemption from 
Regulation 105 withholding on the reimbursement of certain payments made in respect of a qualifying 
secondment arrangement.

37 The CRA has confirmed this view in Information Circular 75-6R2, supra, note 26.
38 Sub s. 104(2) of the Income Tax Regulations. However, sub s. 104(2) does not exempt the payment of a retiring 

allowance from withholding, as withholding on such a payment is required under para. 212(1)(j.1) of the ITA 
(part XIII non-resident withholding tax) rather than under Regulation 102.
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of days physically worked in Canada in the year divided by the total number of workdays for 
that year.39

When an employment contract provides that the employer will pay for some or all of the 
potential Canadian tax liability of the non-resident employee in respect of the employment 
services rendered in Canada, the CRA considers this payment to be additional remuneration 
and therefore subject to Regulation 102 withholding.40

Passive/service-type payments by residents to non-residents

Under part XIII of the ITA, certain types of passive income, such as interest, dividends, rents, 
royalties and trust distributions, and some service-type income, such as management or 
administration fees, that are paid or credited by a Canadian resident to a non-resident are 
subject to Canadian non-resident withholding tax at the rate of 25 percent (subject to 
potential reduction or elimination under an applicable tax treaty).41 Payers (or paying 
agents) are generally obligated to withhold and remit part XIII tax from the gross amount 
paid or credited to a non-resident.42

For the purposes of part XIII withholding tax, a partnership—other than a partnership 
whose partners are all Canadian residents—that receives an amount from a Canadian 
resident is deemed to be a non-resident person.43

Part XIII withholding tax does not apply to amounts paid or credited to a non-resident to 
the extent that such amounts are attributable to a business carried on by the non-resident 
through a qualifying PE in Canada;44 such amounts are instead taxable as business income 
under part I of the ITA.45

The term “management or administration fee or charge”46 is not defined in the ITA. 
However, a rule in the ITA provides a management or administration fee or charge.

Management or administration fees or charges paid to a non-resident that pertain to 
services rendered in Canada would also be subject to Regulation 105 withholding (subject to 
obtaining a waiver).

39 For purposes of sourcing directors’ fees, the board retainer should be prorated according to workdays in Canada 
divided by total workdays. Fees for attending board meetings should be sourced to Canada based upon the 
location where the director reports for the board meetings. For Canadian federal tax purposes, the location is 
determined by where the individual is physically present. Thus, if an individual was physically present in the 
United States and attended a board meeting held in Canada via conference call or other electronic means of 
communication, this would be considered a U.S. workday. However, for Quebec sourcing purposes, it is Revenue 
Quebec’s administrative practice to deem such workday to be a Quebec workday if the board meeting was 
physically located in Quebec regardless of whether the individual was physically present outside the province 
and attended via virtual means. (This position was documented in Mémoire d’Opinion 07-010027.)

40 Information Circular 75-6R2, supra, note 26, at paragraph 72.
41 Ss. 212-216 of the ITA.
42 S. 215 of the ITA.
43 Para. 212(13.1)(b) of the ITA.
44 Although a PE for this purpose is narrower than a PE for Treaties; so, without careful planning, such as creating 

an intentional PE, double taxation can result.
45 S. 805 of the Income Tax Regulations. To obtain a certificate stating that an amount is exempt from part XIII 

non-resident withholding tax under section 805, the payee may file an application with the CRA under s. 805.1 
of the Income Tax Regulations.

46 Par. 212(1)(a) of the ITA.
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Fees for the provision of services, information or expertise of a commercial, scientific or 
industrial nature may be considered to be royalties or business profits, depending on the 
particular circumstances and the terms of an applicable tax treaty. If such fees are royalties, 
an exemption from part XIII non-resident withholding tax may be available under the ITA or 
an applicable tax treaty.

The ITA provides a number of exemptions from part XIII non-resident withholding tax 
on royalty-type payments. For example, an exemption is available for payments made under 
a bona fide cost-sharing arrangement, under which the payer shares, on a reasonable basis, 
with one or more non-resident persons research and development expenses in exchange for 
an interest in any or all property or other things of value that may result therefrom.47 Also 
exempt are payments made to an arm’s length person if the payments are deductible, in 
computing the payer’s income for Canadian tax purposes, from a business carried on by the 
payer in a country other than Canada.48

The ITA does not impose tax on arm’s length interest paid to non-residents, as long as 
the interest is not participating debt interest.49

With respect to rental income paid50 by a non-resident with respect to Canadian 
property, the non-resident has two options available. The non-resident can elect, under the 
ITA, to pay Canadian tax on the net rental income at the applicable tax rate51 or the non-res-
ident can elect to be subject to the 25 percent part XIII withholding on gross rental payments.

Dispositions of taxable Canadian property by non-residents

When a non-resident disposes of certain TCP, the purchaser is required to withhold and 
remit 25 percent52 of the gross purchase price to the Receiver General for Canada within 30 
days after the end of the month in which the purchaser acquired the property, unless the 
vendor acquired a qualifying certificate.53 A non-resident vendor of TCP has the opportunity 
to apply for a qualifying certificate, exempting it from the 25 percent withholding taxes prior 
to the sale of the TCP or immediately following the sale of the TCP.54 In addition, the non-res-
ident vendor must notify the Minister of National Revenue of the disposition within 10 days 
of the disposition, by registered mail, providing certain specified information.

47 Subpara. 212(1)(d)(viii) of the ITA.
48 Subpar. 212(1)(d)(x) of the ITA.
49 There are rules in the ITA that ensure that a series of back-to-back loans cannot be established to avoid the 

non-arm’s length withholding requirement.
50 Para. 212(13)(a) imposes withholding tax on payments made by non-residents to non-residents (in addition to 

payments made to residents) for property located in Canada by deeming the payer to be resident in Canada.
51 S. 216.
52 50 per cent in the case of depreciable property (see sub s. 116(5.3)).
53 Sub s. 116(5).
54 Sub s. 116(2) and (4).
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2.2 & 2.3 Withholding tax under treaty law including procedural aspects

Non-resident business income

As previously noted, the general principle that a non-resident who carries on business in 
Canada is liable for Canadian income tax on Canadian business profits is modified when the 
non-resident qualifies for benefits under a tax treaty between Canada and the non-resi-
dent’s country of residence. In that case, the non-resident’s business profits are taxable in 
Canada only if the non-resident carries on business in Canada through a permanent estab-
lishment (“PE”) situated in Canada, and only to the extent of the income attributable to that 
PE.55

If a non-resident corporation carries on business in Canada through a PE situated in 
Canada, it will be subject to two levels of Canadian tax. First, corporate income tax based on 
the combined federal and applicable provincial/territorial tax rate will be levied on profits 
derived from the Canadian PE. Second, branch tax at 25 percent under the ITA will be levied 
on all profits earned with respect to the PE that are not reinvested in the Canadian 
operations.56 Canada’s tax treaties generally reduce the branch tax rate to the treaty rate 
applicable for dividends, just (five percent), and may provide some relief from the tax. For 
example, under the Canada-U.S. Income Tax Convention, the rate is reduced to five percent and 
the first C$500,000 of after-tax profits is exempt from the branch tax.57

If a non-resident individual carries on business in Canada through a PE situated in 
Canada, he/she will be subject to federal income tax at marginal rates as described above.

Non-resident services fees

Regulation 105 withholding does not represent a final tax; rather, it is a payment due on 
account of the non-resident service provider’s Canadian tax liability under part I of the ITA 
for the year. If the non-resident is resident in a treaty country and does not carry on business 
in Canada through a PE situated in Canada, then the non-resident may apply to the CRA for 
a treaty-based Regulation 105 waiver. If granted, this waiver will relieve the payer from the 
Regulation 105 withholding obligation on payments made to the non-resident (but not 
from the reporting obligations).58

In order to apply for a treaty-based Regulation 105 waiver, the non-resident must be able 
to establish both residence in a treaty country and entitlement to treaty benefits. The receipt 
of a Regulation 105 waiver only relieves the payer from withholding in respect of specified 
payments made to the non-resident. However, the non-resident is still required to make any 
secondary level withholdings that may be required under Regulation 105 (for example, on 
payments made by the non-resident to non-resident sub-contractors in respect of services 
rendered in Canada) or under Regulation 102 (for example, on payments made by the 
non-resident to employees employed in Canada), unless a waiver is obtained in respect of 

55 See, for example, art. VII of the Canada-U.S. Income Tax Convention.
56 S. 219 of the ITA. The branch tax is intended to be a proxy for part XIII Canadian non-resident withholding tax on 

dividends paid by a Canadian subsidiary to its non-resident parent corporation.
57 Art. X(6)(d) of the Canada-U.S. Income Tax Convention.
58 See Form R105E. If the services relate to the film industry, Form R107 should be used instead.
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such secondary withholding requirements.
A payee that does not qualify for a treaty-based Regulation 105 waiver may instead apply 

for an income and expense waiver to reduce the required Regulation 105 withholding if such 
withholding would otherwise exceed the payee’s ultimate tax liability based on estimated 
income and expenses relating to the services to be provided in Canada.59

Non-resident employment income

As is the case with Regulation 105 withholding, Regulation 102 withholding does not 
represent a final tax; rather, it is a payment due on account of the non-resident’s Canadian 
income tax liability under the ITA for the year.

A non-resident employer that meets certain criteria60 can apply to the CRA to be certified 
by the Minister of National Revenue (“MNR”) as a qualifying non-resident employer who has 
qualifying non-resident employees61 working in Canada. When a non-resident employer 
receives such certification, the non-resident employer will be exempt from the Regulation 
102 withholding described above with respect to employment income paid to qualifying 
non-resident employees, even when the employee has not received a R102-J or R102-R 
waiver.

A waiver from Regulation 102 withholding in respect of a non-resident employee’s 
remuneration for employment duties performed in Canada may be requested when the 
employee qualifies for a treaty exemption from Canadian tax on the remuneration. An 
employee can qualify for an exemption under a treaty in one of two ways (depending on the 
treaty):
i) the remuneration does not exceed a de minimis amount62 (e.g., C$10,000 under the 

Canada-U.S. Income Tax Convention); or
ii) the recipient of the remuneration is present in Canada for fewer than 184 days in any 

12-month period beginning or ending in the tax year63 and the remuneration is not paid 
by or on behalf of a Canadian resident person and is not borne64 by a PE in Canada (i.e., it 
is not deductible as an expense of a PE in Canada).

Note that any fee paid by the Canadian subsidiary to its non-resident parent for the services 
of the employees could be subject to Regulation 105 withholding and/or Part XIII withholding 
as a management fee, depending on the circumstances. If both Regulation 102 and 105 
withholding is required, the parent could consider seconding the non-resident employees 
to the Canadian subsidiary to minimize multiple withholding obligations.

One of three possible waiver application procedures may be used to apply for a waiver 
from Regulation 102 withholding, depending on the circumstances, an R102J waiver request, 

59 Information Circular 75-6R2, supra, note 26, at Appendix B.
60 Generally, an employer resident in a treaty country will qualify.
61 Generally, employees resident in a treaty country who work in Canada less than 45 days in a calendar year or 

who are present in Canada for less than 90 days in any 12-month period that includes the time of the payee in 
qualifying.

62 Currently Canada is party to 21 income tax treaties with a de minimis test in the Dependent Services article. The 
highest amount is $16,000 in the Canada-Mexico Income Tax Convention.

63 Note that the relevant time period depends upon the wording in the applicable tax treaty. While the Canada-U.S. 
Income Tax Convention uses a rolling 12-month test, many other treaties are based upon the calendar year.

64 Determining whether an employee’s remuneration is “borne by” a PE in Canada can be difficult.
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an R102-R waiver request or an RC473 employer certification.
If a waiver or certification is granted, the employer will be issued an authorization from 

the CRA not to withhold payroll deductions under Regulation 102 from the remuneration 
paid to the employee in respect of employment duties performed by the employee in 
Canada. However, the employer will still be required to comply with the reporting require-
ments and the non-resident employee will still be required to file a Canadian income tax 
return if he or she has a Canadian tax liability for the year.

Relief from withholding in respect of CPP contributions may be available under an 
applicable social security agreement between Canada and the employee’s country of 
residence when the employee obtains proof of social security coverage in his or her country 
of residence.65 Relief from withholding in respect of EI premiums is generally available when 
premiums are required to be paid in the employee’s country of residence on the employment 
income from providing services in Canada.66

Passive/service-type payments by residents to non-residents

If a management or administration fee or charge is not exempt from part XIII non-resident 
withholding tax—for example, the fee is for management services provided by a non-res-
ident to a related Canadian resident and is not solely a reimbursement of specific expenses—
then part XIII withholding will often be eliminated under an applicable tax treaty between 
Canada and the payee’s country of residence. Most of Canada’s tax treaties treat management 
and administration fees as business profits and, as such, they would generally be exempt 
from Canadian tax, as long as the business is not carried on through a PE in Canada.67

Royalty withholding tax exemptions may be available under an applicable tax treaty 
between Canada and the non-resident’s country of residence. For example, some Canadian 
tax treaties (such as the Canada-U.S. Income Tax Convention) provide for exemptions from 
withholding taxes for payments made for the use of or the right to use any patent or any 
information concerning industrial, commercial or scientific experience.68

Similarly, many of Canada’s tax treaties provide for a reduction in the 25 percent 
withholding rate under part XIII of the ITA on other types of income subject to this tax. 
Typically, the rate is reduced on interest to 10 percent or 15 percent; on dividends to 5 percent, 
10 percent or 15 percent (depending in some cases on the shareholder’s interest in the payer); 
and on trust distributions to 15 percent.

In contrast to the waiver application procedures described above to obtain relief from 
Regulation 102 or 105 withholding, the CRA does not provide a formal procedure by which 

65 See, for example, the Agreement Between the Government of Canada and the Government of the United States of 
America with Respect to Social Security. Administratively, a Certificate of Coverage is not required when a resident 
of the United States will be in Canada for 183 days or less.
http://www.ssa.gov/international/Agreement_Pamphlets/canada.html.

66 Employment Insurance Regulations (SOR/96-332), para. 7(d); Guide T4001, supra, note 73.
67 In the rare situation where an applicable tax treaty contains a specific management fee article (and the 

management fees are not connected with a PE of the non-resident in Canada), the management fee payment 
to the non-resident could be subject to both part XIII and Regulation 105 withholding if the non-resident 
renders the management services in Canada. In such case, the non-resident may consider whether applying for 
an income and expense waiver could reduce the required Regulation 105 withholding.

68 Art. XII(3) of the Canada-U.S. Income Tax Convention.
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payers can obtain approval for reduced part XIII withholding pursuant to a treaty provision. 
However, to ensure that payers carefully determine whether a non-resident recipient of a 
payment is entitled to a treaty-reduced rate of part XIII tax, the CRA requires payers to obtain 
(and retain on file) a detailed information form supporting the non-resident’s entitlement 
to the treaty-reduced rate before withholding tax from a payment made to the non-resident 
at the treaty-reduced rate.69

Dispositions of taxable Canadian property by non-residents

The ITA provides relief from the requirement for a purchaser of TCP from a non-resident to 
withhold and remit 25 percent of the purchase price, unless the vendor obtains a qualifying 
certificate in cases where the TCP qualifies as treaty-protected property70 and certain 
requirements are met71 or it qualifies as treaty-exempt property.72

TCP will qualify as treaty-protected property when any income or gain from the 
disposition of such property would, because of a tax treaty with another country, be exempt 
from tax under part I of the ITA.

TCP is treaty-exempt property of a non-resident person if it is treaty-protected property 
and when the purchaser and the non-resident vendor are related at the time the purchaser 
provides notice to the Minister of National Revenue.73 Note that this exemption is very 
similar to the exemption for treaty-protected property, except that it does not have a due 
diligence component.

In addition to the above-mentioned exemptions from the required withholding tax, the 
CRA has an administrative position that the withholding does not need to be remitted to the 
CRA within 30 days after the month of the disposition in the situation where the non-res-
ident vendor has applied for a qualifying certificate and the CRA has issued a “comfort letter” 
confirming relief from the withholding remittance requirement until the qualifying 
certificate is processed. The basis of this administrative position is the length of time it has 
typically taken for the CRA to issue a qualifying certificate, which in some circumstances has 
taken as long as 12 months.

69 See Form NR301 (for use by corporations and individuals), Form NR302 (for use by partnerships) and Form 
NR303 (for use by hybrid entities), and pending amendments to Information Circular 76-12R6, “Applicable Rate of 
part XIII Tax on Amounts Paid or Credited to Persons in Countries with which Canada has a Tax Convention”, 2 
November 2007 (at www.cra-arc.gc.ca/formspubs/frms/ic76-12r6-eng.html). For a more detailed discussion of 
the recent changes in the CRA’s administrative policy regarding treaty-based part XIII withholding, see S. 
Suarez, “Canada Extends Transition Period for Treaty-Reduced Non-resident Withholding,” Tax Notes Int’l, 27 
February 2012, p. 687.

70 Sub s. 116(5.01).
71 In particular, the purchaser must make reasonable inquiry into the non-resident’s residency in a treaty country 

and come to a conclusion in that regard and, in addition the purchaser, must provide notice under sub s. 
116(5.02) to the Minister of National Revenue in respect of the acquisition.

72 Sub ss. 116(6)(i) and 116(6.1).
73 Sub s. 116(5.02)
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2.4 Possible new withholding tax trends

As is the case with many countries, Canada has entered into many Tax Information Exchange 
Agreements and continues to pursue these agreements with countries that have not yet 
entered into them with Canada.

Part Three: Withholding tax on Collective Investment Vehicles (each a 

“CIV”)
The most popular form of CIV in Canada is a widely distributed unit trust structure, often a 
mutual fund trust.74 Distributions by a trust to a non-resident are in the form of a trust 
distribution and are generally subject to part XIII withholding as described above.

The consequence of this is that the income earned by the CIV will be paid as trust distri-
butions at a 25 percent withholding rate (subject to possible reductions under a tax treaty as 
discussed above), whereas, if the income had been earned directly, it may have been subject 
to a lower withholding tax. For example, arm’s length interest earned by a non-resident is 
not subject to withholding tax when earned directly, but when paid by a trust it loses its 
character as interest and is instead treated as a trust distribution.

However, with respect to a mutual fund trust, the ITA offers some relief from the normal 
part XIII withholding tax requirement on trust distributions of interest.75 Subsection 212(9) 
exempts certain dividends, interest or royalties from withholding tax to the extent they 
would have been exempt if they had been paid directly to the non-resident, rather than 
indirectly through a trust. In particular, the exemption includes interest received by a mutual 
fund trust maintained primarily for the benefit of non-resident persons.76

In addition, a tax under part XII.2 of the ITA applies to trusts that are not mutual fund 
trusts and have non-resident unitholders. Part XII.2 imposes a tax at a rate of 36-40 percent 
on “designated income” of a trust that is payable by a Canadian resident trust to a non-res-
ident beneficiary. Generally speaking, the “designated income” of a trust is its income from 
carrying on a business in Canada, which would include Canadian business income allocated 
from a partnership in which the trust is a partner, and its income from real property and 
resource property in Canada, excluding taxable capital gains from dispositions of Canadian 
real property that is taxable Canadian property.

The general rule on distributions from a mutual fund trust is that, if the distributions are 
deemed to be taxable capital gains of a non-resident person,77 then there is no Canadian 
withholding tax. However, Canadian withholding tax applies to distributions of capital 
gains from a mutual fund trust to a non-resident if: (a) more than five percent of the taxable 
capital gains designated by the trust as payable to beneficiaries for the taxation year are 
designated in respect of non-residents (e.g. when more than five percent of the units of the 

74 A CIV that is a mutual fund trust will be limited in its ability to invest in TCP. Taking into account the circum-
stances, if it can reasonably be considered that the mutual fund trust was established or maintained primarily 
for non-residents, then it will lose its mutual fund trust status, unless all or substantially all (generally 
considered to be 90 per cent or more) of its property consists of property other than TCP.

75 Para. 212(1)(c).
76 Para. 212(9)(c).
77 S. 104(21).
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trust are held by non-residents); and (b) only to the extent that capital gains were derived 
from TCP realized directly by the fund or indirectly by another mutual fund. In this instance, 
the taxable capital gain is treated as generic trust income subject to part XIII withholding 
tax.

For all of the above reasons, CIVs in Canada are typically established as mutual fund 
trusts. An alternative to a domestically established CIV is for a non-resident to establish a 
CIV (corporate or limited partnership for example) outside Canada and to contract with a 
Canadian service provider to provide the necessary investment services. The benefit to this 
structure is that it enables the CIV to take advantage of Canadian expertise in the investment 
services industry while avoiding Canadian tax.

Section 115.2 provides a so-called “safe harbour rule”. In particular, if certain conditions 
are met, a non-resident will not be considered to be carrying on business in Canada solely 
because a Canadian service provider provides “designated investment services” (e.g. 
investment management, advice or administration) to the non-resident person. If the 
section 115.2 conditions are fulfilled, a CIV established as a non-Canadian fund will not be 
deemed to carry on business simply because it is provided investment services by a Canadian 
service provider.

Consequently, as long as the non-Canadian fund (CIV) does not otherwise carry on 
business in Canada, it can contract a Canadian investment service provider and it will not be 
found to carry on business in Canada and therefore will not be subject to Canadian reporting 
requirements and tax liability.

There are two main conditions for the safe harbour rule to apply when the non-resident 
fund is a corporation or a trust. First, the non-resident CIV cannot promote, sell or distribute 
itself to Canadian investors and, second, the services provided by the Canadian investment 
service provider must be “designated investment services”, which generally include 
investment and management advice, and buying and selling qualified investments and 
investment administration.

Qualified investments generally include shares of a corporation or interest in a 
partnership, trust listed on a stock exchange, debts, annuities, commodities, futures, 
currency and options in these assets.

This alternative structure for a CIV that wants to utilize Canadian expertise and yet avoid 
Canadian tax can work well.

Part Four: Withholding tax in the digital economy

4.1 General overview of actual or potential revenue loss caused by the advent of the 
digital economy

In recent years, the federal government has expressed concern that the digitization of goods 
and services may be resulting in a significant loss of tax revenue to Canada.78 But rather than 
focusing on whether an expansion of income tax is an appropriate vehicle to address this 
concern, the discussion has centred on whether the federal Goods and Services Tax (GST), a 

78 This concern was first raised in a formal political fashion in the 2014 Federal Budget, wherein the government 
invited input from stakeholders on the matter.
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value-added tax, should be broadened to encompass digital services provided to Canadian 
consumers by non-residents. The media has coined this contemplated policy option a 
“Netflix Tax”.79 Though this has been an area of contentious debate amongst political parties, 
no new tax measures in this regard have been formally proposed or enacted to date.

As suggested above, there has been no significant political discourse regarding 
broadening the application of direct tax to digital goods and services provided by non-resi-
dents. Although changes to the OECD Commentary that open the door to the concept of a 
“server PE” potentially expand the ability of Canada to tax non-resident digital goods and 
service providers, it is unlikely that this has had a meaningful impact on any Canadian tax 
revenue loss resulting from the digitization of traditional transactions. This is largely due to 
the proximity of Canada to the US, a jurisdiction where many significant digital businesses 
are located, as this close proximity reduces the need to have servers physically located in 
Canada to address latency issues. Even when it is desirable for a US digital company to set up 
a data centre in Canada, it may be possible to isolate the data centre in a Canadian subsidiary 
and thereby limit the exposure of the US parent company’s revenue to Canadian income 
tax.80

4.2 & 4.3 Classification of income from digital transactions and applicability of 
withholding tax

One-time downloads of computer software or other digital content

Income earned from one-time downloads of computer software is generally characterized 
as either income from the sale of goods (business income) or royalties under the ITA.81 
Income characterization is important because royalties paid to non-residents are generally 
subject to gross-basis withholding tax at a rate of 25 percent, in lieu of treaty reductions or 
exemptions, whereas payments for the sale of goods are not. There are no provisions in the 
ITA or its regulations that specifically address the characterization and tax treatment of 
digital transactions. The CRA’s long-standing administrative policy is that the characteri-
zation of payments for computer software in a non-treaty context depends on whether the 
software purchased is “shrink-wrap computer software” or “custom computer software”.82 
The CRA’s position is that payments for shrink-wrap software are characterized as income 
from the sale of goods, whereas payments for custom computer software are characterized 
as royalties.83

The CRA defines shrink-wrap computer software as software that is pre-packaged, has a 

79 For one of Beeby, Dean (17 January 2017), Internal document raises the possibility of taxing Netflix and other 
digital services, CBC News, retrieved from http://www.cbc.ca.

80 CRA document no. 2012-0432141R3.
81 Para. 212(1)(d) of the ITA taxes “rents, royalties and similar payments” as gross basis withholding tax. Subparas. 

212(1)(d)(i) through 212(1)(d)(v) of the ITA specifically define certain amounts that are treated as similar 
payments for this purpose. In this memorandum, we refer to payments that are subject to withholding tax 
under para. 212(1)(d) of the ITA simply as “royalties”.

82 CRA document no. 9419825, 17 August1995.
83 Ibid.
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general license agreement, and is commercially available via mail order or at a retail store.84 
Here, a “general licence” agreement refers to a licence agreement that does not contain the 
name of the purchaser or the amount of the purchase fee. As time has passed, the CRA’s 
comments regarding shrink-wrap computer software have become somewhat obsolete 
because they do not contemplate more modern methods of delivering one-time purchases 
of computer software (e.g., through online downloading). Confirmation from the CRA that 
its administrative policy regarding shrink-wrap computer software extends to such “click-
wrap” software would be welcome.

In contrast, the CRA defines custom computer software as software that is subject to a 
specific licence agreement between the parties, with specific licence agreements being 
agreements that set out the fees to be paid under the licence and that are signed by both 
parties; it is not necessary for software to be customized to meet the specific customer’s 
needs. Again, changes in the method of delivery of one-time computer software purchases 
have strained the effectiveness of this definition. For example, questions have been raised 
about whether the act of clicking “I agree” to the terms of an online licence agreement results 
in an online download of software being classified as custom computer software under the 
CRA’s policy.85

In applying Canada’s tax treaties, the CRA has provided that it will generally follow the 
guidelines for characterizing payments for digital transactions, including computer 
software, that are provided in the OECD Commentary.86 Thus, a one-time download of 
computer software should generally result in business income for treaty purposes, which 
would only be subject to Canadian tax to the extent a non-resident vendor has a PE in 
Canada. Furthermore, although Canada generally retains the right in its tax treaties to apply 
source taxation to royalties, in several of its recently negotiated or re-negotiated treaties, 
payments for the use of or the right to use computer software are specifically exempted 
from source taxation.87

Though treaty relief from withholding appears to be broad for digital computer software 
purchases, such relief doesn’t extend to payments made to non-resident digital businesses 
located in many jurisdictions that Canada does not have a treaty with. In such cases, it is 
currently left to consumers to determine: (i) how their purchase should be characterized; (ii) 
in which tax jurisdiction the vendor is located; and (iii) how much tax to withhold, if such 
withholding is even feasible in a commercial context. Comprehensive administrative 
guidance and the regulation of digital transactions in a non-treaty context would be a 
meaningful way of addressing some or all of these uncertainties for consumers.

84 Ibid.
85 Peter Jovicic, Jaime Seidner, and Martin Sorensen, “Blurred Lines: Cross-Border Rents and Royalties in the 21st 

Century,” Report of the Proceedings of the Sixty-Fifth Tax Conference, 2013 Conference Report (Toronto: Canadian Tax 
Foundation, 2014), 22:1-36.

86 CRA document Income Tax Technical News no. 25, 30 October 2002.
87 For two significant examples, refer to: (i) The Canada-United States Convention with Respect to Taxes on Income 

and on Capital signed at Washington on 26 September 1980, as amended by the Protocols signed on 14 June 
1983, 28 March 1984, 17 March 1995, 29 July 1997, and 21 September 2007 (herein referred to as the “Canada-US 
Treaty”), art. XII(3)(b); and (ii) The Convention Between the Government of Canada and the Government of the 
United Kingdom of Great Britain and Northern Ireland for the Avoidance of Double Taxation and the Prevention 
of Fiscal Evasion with Respect to Taxes on Income and Capital Gains, Signed at London on 8 September 1979, as 
Amended by the Protocol Signed at Ottawa on 15 April 1980, by the Protocol signed at London on 16 October 
1985, by the Protocol signed at London on 7 May 2003, and by the Protocol signed at London on 21 July 2014 
(herein referred to as the “Canada-UK Treaty”), art. 12(3)(c).
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In contrast to computer software, there is essentially no guidance from the CRA 
regarding the characterization and taxation of income earned by non-residents from 
one-time downloads of non-software digital content (e.g., e-books, music and videos) in a 
non-treaty context. Thus, resort must be made to basic taxation principles in characterizing 
these transactions. As an initial step, consideration must be given to whether these transac-
tions are subject to net basis source taxation as income from the sale of goods, since net 
basis source taxation takes precedence over gross-basis source taxation in the ITA.88 
Non-residents are only taxed on business income from the sale of goods to the extent that 
they carry on business in Canada.89 It is reasonable to suppose that when a customer makes 
payment to a non-resident vendor for a one-time download of digital content online for its 
own use and there is a separate charge attached to the download, the transaction should be 
characterized as business income.90 Thus, the crucial issue is whether the non-resident 
carries on its business of selling digital content in Canada.

Canadian jurisprudence has historically applied two tests in determining where a 
business is carried on: (i) the place where sales contracts are concluded; and (ii) the place 
where profits arise.91 The place where sales contracts are concluded is influential but not 
conclusive. In considering early electronic communications (e.g., telephone, fax and telex), 
the jurisprudence suggests that contracts are concluded where the offer is accepted. Thus, 
the application of this test may depend on whether sales information presented on a website 
is characterized as an offer or a mere invitation to treat under general contract law principles: 
if the information constitutes an offer, then the acceptance of the offer provided by a 
Canadian customer to the non-resident would likely be received outside of Canada.92 The 
second test, the place where profits arise, is more comprehensive and takes into account 
several functions in the income-earning process, including: the intention to carry on 
business in Canada; the presence of employees or agents in Canada; the place where delivery 
is made; the place of payment; the place where goods are manufactured or produced; and 
where inventory is located. The more of these functions that are connected to Canada, the 
more likely the business will be considered to be carried on in Canada.

In furtherance to these common law principles, the ITA extends the meaning of carrying 
on business in Canada to include any non-resident person who “produces, grows, mines, 
creates, manufactures, fabricates, improves, packs, preserves or constructs…anything in Canada” or 
“solicits orders or offers anything for sale in Canada through an agent or servant”.93 Generally 
speaking, a non-resident digital content provider would not be considered to be engaging in 
the first group of activities in Canada, as these activities require some physical presence in 
Canada (through employees, agents or infrastructure).94 But with respect to soliciting orders 
or offering goods and services for sale in Canada, a question arises: can a website located on 

88 Regulation 805.
89 ITA, para. 2(3)(b).
90 Jinyan Li, “Rethinking Canada’s Source Rules in the Age of Electronic Commerce: Part 2” (1999) 47:6 Canadian Tax 

Journal 1411-1478.
91 For a good summary of these tests, see Faye Brown, “An Introduction to Carrying On Business in Canada, 

Permanent Establishments, and Part XIII Tax,” Report of Proceedings of Fifty-Sixth Tax Conference, 2004 Conference 
Report (Toronto: Canadian Tax Foundation, 2005), 38:1-20.

92 Charles T. Ormrod and John Bain, “Taxation Aspects of Cloud Computing,” Report of Proceedings of the Sixty-
Fourth Tax Conference, 2012 Conference Report (Toronto: Canadian Tax Foundation, 2013), 18:1-28.

93 ITA, s. 253.
94 Ormrod and Bain, supra note 35.
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a server be considered to be an agent or servant of a non-resident digital business?95 The CRA 
has provided general comments that it considers a digital business can be carried on in 
Canada through a website on a server without the need for the physical presence of 
employees or agents in Canada, and it specifically identifies two factors that should be 
considered in determining whether a digital business is carried on in Canada: (i) the presence 
of digital inventory in Canada; and (ii) the use of a “.ca” domain name.96 It seems unlikely that 
either of these factors would be a significant impediment to digital businesses actively 
seeking to avoid becoming subject to Canadian income tax.

If a non-resident digital content provider is not carrying on business in Canada, the next 
thing to consider is whether payments for one-time purchases of digital content are subject 
to gross-basis source taxation under part XIII of the ITA. As previously noted, paragraph 
212(1)(d) requires withholding tax on “rents, royalties and similar payments”, which is specifi-
cally defined to include any payment “for the use of or the right to use in Canada any property…or 
other thing whatever”. This provision may be broad enough to apply to payments for digital 
content. There is an exemption for “royalties or similar payments on or in respect of a 
copyright in respect of the production or reproduction of any literary, dramatic, musical or 
artistic work”,97 but it is unclear whether this exemption applies to routine purchases of 
digital content because such purchases may not involve production or reproduction of the 
digital signal by the purchaser. Additionally, subsection 212(5) requires that tax be withheld 
on payments made to a non-resident for “a right in or to the use of a motion picture film or a film, 
video tape, or other means of reproduction in connection with television that has been or is to be used 
or reproduced in Canada to the extent that the amount paid relates to that use or reproduction”. This 
language may be sufficiently broad to capture many digital video purchasers.

The fact that the CRA has not provided significant guidance in respect of the application 
of Part XIII withholding tax to payments made to non-residents for the purchase of digital 
content in a non-treaty context is problematic, because the implications to Canadian 
customers making such payments to non-residents located in jurisdictions that do not have 
tax treaties with Canada are potentially significant. As mentioned above, a Canadian 
customer is generally not going to know in which jurisdiction the digital provider is located, 
resulting in significant uncertainty for the customer and major enforcement challenges for 
the CRA. Moreover, there are no specific exemptions from withholding tax obligations 
granted to consumers (as opposed to business customers), who are generally less sophisti-
cated and less able to properly determine their withholding tax obligations. There are also 
no requirements for financial intermediaries, such as banks and credit card companies, to 
withhold tax on behalf of consumers. The CRA has, instead, focused its guidance on the 
characterization and taxation of digital content for treaty purposes.

As mentioned earlier, the CRA follows the guidelines contained in the OECD Commentary 
for characterizing payments made for digital content for treaty purposes. Thus, most 
payments for one-time purchases of digital content should reasonably be characterized as 
income from the sale of goods for treaty purposes and should only be subject to Canadian 
income tax if the non-resident digital business has a PE in Canada.

95 Some commentators have asserted that it is generally accepted in the tax community that websites, servers and 
ISPs are not agents or employees to whom the extended definition of carrying on business in paragraph 253(b) 
of the ITA could apply: see Jack Bernstein, “E-Commerce Taxation” (2012) 20:10 Canadian Tax Highlights 9-11.

96 CRA document no. 2008-0279141E5, 23 June 2008.
97 ITA, para. 212(1)(d)(vi).
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Cloud computing: Continual use of computer software and other digital content

Much of the commentary above is similarly applicable to payments for the continual use of 
computer software and digital content under a cloud computing model. Such payments are 
generally characterized as either income from services or royalties in the non-treaty context, 
depending on the facts of the particular situation. If a payment is made for services, the 
location where the services are rendered is critically important, as a 15 percent gross-basis 
withholding tax is applied to payments made to non-residents as “fees, commissions or other 
amounts in respect of services rendered in Canada”.98 Although the CRA has, on many occasions, 
opined that physical presence is generally required in Canada (i.e., an employee or agent) in 
order for this withholding obligation to apply,99 the CRA has not provided specific comments 
in respect of the location where digital on-demand access or streaming services are 
rendered. The question is therefore: can a website or server render services in Canada and, if 
so, does it have to be permanently situated in Canada to do so? This question is important 
because these withholding tax obligations exist whether or not the non-resident has a PE in 
Canada; but the answer is unclear.

If such payments are not subject to Canadian taxation as services, they may be subject to 
part XIII withholding tax as royalties under subparagraph 212(1)(d)(i) being for “the use of or 
the right to use in Canada any property…or other thing whatever”. As the use must be in Canada, 
the location of the relevant property is important in determining whether withholding tax is 
applicable. IaaS cloud providers may be subject to this withholding tax if the infrastructure 
provided to customers is located in Canada. In contrast, payments to PaaS and SaaS cloud 
providers should not be subject to withholding tax if their services are delivered entirely 
outside of Canada.100

Again, the situation is clearer from a treaty perspective, as the CRA follows the guidance 
in the OECD Commentary that generally treats payments for continual use software or 
digital content as business profits. Thus, such payments made to a non-resident vendor 
should only be subject to Canadian income tax if they are attributable to a PE in Canada.

Wider resort to withholding tax

The CRA’s adoption of the guidance contained in the OECD Commentary regarding the 
characterization of digital transactions reduces the application of source taxation to income 
earned by a non-resident digital business located in treaty countries from Canadian 
customers. As mentioned above, recent Canadian tax treaties have specifically excluded 
payments in respect of computer software from being taxed as royalties. Otherwise, there is 
no discernable trend in the interpretation or application of domestic or treaty law to extend 
source taxation to digital transactions, whether through greater source taxation or a 
broadening of the PE concept.

Recent discussion in the Canadian tax community has focused more on how to provide 
withholding tax relief, whether through a more efficient waiver application process or, 
otherwise, in respect of income from services rendered in Canada earned by non-residents 

98 Regulation 105.
99 For discussion of these CRA technical interpretations, see Ryan Keey, “Regulation 105 and E-Commerce Issues”, 

2013(8) Tax Times (Carswell) 1-3 (26 April 2013).
100 Ormrod and Bain, supra note 35.



27

MADUKE & MIKLAUCIC

 

who do not have a Canadian PE, out of concern for the ability of Canadian businesses to 
retain required foreign-based technical expertise. There has been little discussion of 
expanding withholding tax to other types of business income.

Information reporting and net-basis taxation

An election to tax income that is otherwise subject to gross-basis withholding tax on a net 
basis is only available to non-residents in respect of rental income earned from Canadian 
real property (as noted above) and Canadian timber royalties.101

101 ITA, s. 216.
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