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Asset management companies may be affected by new measures in the 2019 federal 
budget. The budget introduces several changes that may have an important effect on the 
industry, including:  

• Mutual funds — Allocation to redeemers methodology  

• Character conversion transactions 

• Cross-border securities lending arrangements. 

Mutual funds — Allocation to redeemers methodology  

Generally, a mutual fund trust is entitled to a deduction for capital gains or ordinary income 
allocated to unitholders. Where a mutual fund trust disposes of investments to fund a 
redemption of its units, any accrued gain on the investments is realized by the trust and is 
subject to tax, and may be taxed again in the hands of the unitholder who realizes a gain 
on the disposition of his or her units. The capital gains refund mechanism can provide a 
refund to the mutual fund trust for tax it has paid on its capital gains attributable to 
redeeming unitholders to avoid double tax, however this mechanism does not work 
optimally in all circumstances.  

Mutual fund trusts have adopted the “allocation to redeemers methodology” to effectively 
match the capital gains realized by the mutual fund trust with the capital gains realized by 
the redeeming unitholders on their units. The mutual fund trust may then claim a deduction 
of the capital gains allocated and the unitholders may reduce their redemption proceeds by 
the allocated gains.  
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In response to perceived abuses in respect of the deferral of income as well as character 
conversion, the budget proposes measures to limit mutual fund trusts from allocating 
income or capital gains to redeeming unitholders in excess of the capital gain that the 
unitholders would otherwise realize of the redemption of their units. Under this change, the 
mutual fund trust would be prohibited from deducting any excess allocation in computing its 
income for the taxation year, and instead the excess allocation would need to be 
distributed to the remaining unitholders at the end of the year.  

These allocation to redeemer proposals applies to taxation years that begin on or after 
March 19, 2019.  

KPMG observations 
This budget’s proposed changes appear to target mutual fund trusts structured as 
exchange traded funds (ETFs) where, generally, the only investors who redeem units 
are the designated broker (DB) or market maker. The formula in the proposed legislation 
essentially limits the redeeming investors allocation to the taxable capital gains realized 
by the fund and one-half of the sum of the proceeds of disposition of the unit on 
redemption and the allocated amount less the investor’s tax cost of their units. The 
proposed formula has a number of operational challenges for a mutual fund trust, such 
as ascertaining the DB’s tax cost for the units disposed, in order to comply with the 
proposals. Additionally, since many DBs are taxable on income account, limiting the 
allocation to redeeming investors to capital gains alone (even when not in excess of the 
gain that the redeeming investors otherwise would realize) may result in certain 
inequities for investors that remain in the fund until the end of the taxation year. 

These proposed changes may force certain mutual fund trusts to rely much more 
heavily on the “capital gains refund” mechanism which, as noted, does not always 
provide an accurate mechanism for matching capital gains at the mutual fund level with 
gains that relate to redeeming unitholders. Furthermore, where mutual fund trust units 
are traded, accrued gains at the trust level may not correspond to accrued gains at the 
unitholder level since some unitholders will have a higher cost base in their units as a 
result of acquiring units from another holder at a price which already reflects the accrued 
gains inside the mutual fund trust. 

 
Character conversion transactions  

The 2013 federal budget introduced rules to prevent investment funds from offering 
investment products that used derivative contracts to reduce tax by converting the returns 
on an investment (that would have the character of ordinary income) to capital gains, only 
50% of which are included in income. The rule included an exemption for commercial 
contracts whereby the economic return from a purchase or sale agreement is based on the 
economic performance of the actual property being purchased or sold.  

The 2019 federal budget proposes further amendments to the existing rule to expand this 
treatment to what Finance considers a misuse of the commercial transaction exception. 
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Specifically, the budget proposes an additional qualification for the commercial transaction 
exception in the Income Tax Act’s definition of “derivative forward agreement”. In general 
terms, this amendment provides that the commercial transaction exception is not 
applicable if it can reasonably be considered that one of the main purposes of the series of 
transactions that includes an agreement to purchase a security in the future (or an 
equivalent agreement) is for a taxpayer to convert into a capital gain an amount paid on the 
security, by the issuer of the security, during the period that the security is subject to the 
agreement. 

This measure applies to transactions entered into on or after March 19, 2019. It will also 
apply after December 2019 to certain transactions that were entered into before March 19, 
2019, including those that extend or renew the terms of the agreement on or after March 
19, 2019. This grandfathering will incorporate the same growth limits used under the 
transitional relief provided under the derivative forward agreement rules introduced in 2013 
to ensure that no new money flows into grandfathered transactions on or after March 19, 
2019. 

KPMG observations 
The new purpose test is highly subjective and may lead to uncertainties for taxpayers. 
Additionally, the proposed legislation and commentary do not recognize that certain 
structures may have otherwise been subject to the offshore fund property rules in in the 
Income Tax Act and, in some cases, may result in deemed income even when the 
economic performance of the referenced property under the contract may have 
otherwise been in a loss position. 

 
Cross-border securities lending arrangements  

Securities lending is an established capital markets practice that may involve a non-
resident lending a share to a Canadian resident, and the Canadian resident agreeing to 
return an identical share to the non-resident at a future date. Typically, the Canadian-
resident securities borrower must make payments to compensate the non-resident 
securities lender for any dividends paid on the borrowed share (dividend compensation 
payments) and post collateral to secure the return of an identical share to the securities 
lender.  

Under the current rules, where the securities lending arrangement is “fully collateralized”, 
the dividend compensation payment is deemed to be a dividend subject to withholding 
taxes. For the purposes of these rules, a securities lending arrangement is “fully 
collateralized” if the Canadian resident securities borrower posts collateral in the form of 
money or government debt obligations with a value of at least 95% of the value of the 
borrowed security throughout the term of the securities lending arrangement. If the 
securities lending arrangement is not “fully collateralized”, the dividend compensation 
payment is deemed to be a payment of interest, which generally will not be subject to 
withholding tax if the securities borrower deals at arm’s length with the securities lender. 
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The budget proposes to change these rules such that dividend withholding tax applies to 
dividend compensation payments under cross-border securities lending arrangements for 
shares of Canadian corporations.  

In determining the rate of withholding, the securities lender is deemed to be the beneficial 
owner of the share and the dividend is deemed to be paid by the issuer of the securities. In 
this case, the 5% treaty rate is not available, as the securities lender is deemed to own 
shares that give it less than 10% of the votes and value of the shares of the issuer.  

Under the current rules, dividend compensation payments made by Canadian residents to 
non-residents in respect of a foreign corporation share may be characterized as dividends 
subject to withholding tax. As the non-resident securities lender would not have been 
subject to Canadian dividend withholding tax in respect of dividends on such a share if it 
had continued to be held by the non-resident securities lender, the budget proposes to 
expand the exemption in subsection 212.1(2.1) to apply to any dividend compensation 
payment made by a Canadian resident to a non-resident under a “fully collateralized” 
securities lending arrangement.  

The budget proposes a new rule that provides that if a lender under a securities lending 
arrangement or specified securities lending arrangement is not dealing at arm’s length with 
either the borrower or issuer, the lender is deemed not to deal at arm’s length for any 
payment or deemed payment of interest. In this case, withholding tax would be applicable.  

These rules generally apply to payments made on or after March 19, 2019, subject to 
temporary grandfathering rules.  

KPMG observations 
These proposed relieving measures will broaden the existing exemption from Canadian 
dividend withholding tax. As a result, the exemption will include any dividend 
compensation payment made by a Canadian borrower to a non-resident under a 
securities lending arrangement if the securities sending arrangement is fully 
collateralized and the lent security is a foreign share.  

These proposed changes will also apply to situations where the arrangement is 
designed to fail the requirements for the “securities lending arrangement” definition in 
the Act. In such cases, dividend compensation payments may not be deemed to be 
either dividend or interest payments, and taxpayers have taken the position that such 
payments are merely payments under a derivative contract to which withholding tax 
does not apply. The proposed changes extend the characterization rules to apply also to 
“specified security lending arrangements”—a term introduced in 2018—to broaden the 
application of withholding tax under the rules.  

We would anticipate that withholding agents and custodians would need to make certain 
operational changes both in respect of their compliance systems as well as for certain 
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procedural matters in the determination of the beneficial owner’s treaty status and the 
applicable withholding tax rate. 

 
We can help 

Your KPMG adviser can help you assess the effect of the tax changes in this year’s federal 
budget on the financial services industry, and point out ways to take advantage of their 
benefits or ease their impact. We can also keep you abreast of the progress of these 
proposals as they make their way into law. 
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