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Canadian investors and the Canadian investment industry will be interested in recent 
comments by Finance on the tracking arrangement rules. Finance has recognized industry 
concerns that the tracking arrangement rules, in some certain circumstances, should not 
cause the foreign affiliate regime to apply to investments in foreign investment funds, and 
indicated that it is prepared to recommend amendments to these rules. Specifically, 
Finance notes that it intends to recommend changes so that a non-resident corporation will 
not be considered a controlled foreign affiliate of a taxpayer in certain circumstances under 
subsection 95(11) or 95(12) of the Act. 

Finance made these comments in a comfort letter released March 25, 2019. 

Background — Subsections 95(8) to (12) 
The tracking arrangement concepts were proposed in the 2018 federal budget and later 
enacted at the end of 2018. The budget identified a concern about taxpayers avoiding 
the pick-up of foreign accrual property income (FAPI) for an investment in a non-
resident corporation by using certain arrangements avoiding controlled foreign affiliate 
status. 

A property is defined to be a “tracking interest” in respect of a person or partnership (the 
“tracked entity”) under subsection 95(8). Generally, a property is considered a “tracking 
interest” if all, or a part of, the property’s fair market value can reasonably be considered 
to be determined by reference to certain criteria (the “tracked property and activities”), 
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and the tracked property and activities represent less than all of the property and 
activities of the tracked entity. 

Where the tracking is embedded in shares of a foreign affiliate, subsections 95(10) and 
(11) apply. In summary, subsection 95(11) deems the tracked property and activities to 
be those of a separate, notional corporation, and the shareholders that own shares of 
the class that tracks those activities to own shares of the separate, notional corporation 
having full voting rights. 

Where tracking is not embedded in shares of a foreign affiliate (i.e., subsection 95(11) 
does not apply), a foreign affiliate of a taxpayer is generally deemed to be a controlled 
foreign affiliate if the taxpayer (or certain persons not dealing at arm’s length with the 
taxpayer) holds a tracking interest in respect of the affiliate, under subsection 95(12). 

These rules apply to taxation years of a foreign affiliate of a taxpayer that begin after 
February 26, 2018, subject to an election for subsection 95(11) to not apply to taxation 
years of a foreign affiliate that begin after February 26, 2018 and before October 25, 
2018.   

 
Investment industry concerns 

In response to the tracking arrangement regime, the investment industry identified certain 
concerns about the application of the tracking arrangement rules to investment funds that 
are non-resident corporations. Among other issues, the industry noted that: 

• Non-resident investment funds may be structured as different classes of a single 
corporation (an “umbrella corporation”), but not necessarily for tax reasons 
(including Canadian tax reasons) 

• Non-resident investment funds may establish different classes for the purposes of 
hedging investors’ foreign currency exposure back to the currencies of their 
countries of residence 

• The Act already includes a provision (section 94.1) to address policy concerns 
relating to the deferral of tax through investing in non-resident entities that derive 
their value primarily from portfolio investments 

• Computing FAPI accruals is a costly and challenging exercise for investors, and 
information may not be available to an investor to reliably compute FAPI, and 

• Where a Canadian asset manager invests seed capital in investment funds that 
are classes of a non-resident umbrella corporation, the shares may be mark-to-
market property. 
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Finance agrees to recommend tracking arrangement changes 

Finance recognizes in the comfort letter that, at least in some respects, the application of 
the tracking arrangement rules to investment funds that are non-resident corporations is 
beyond the intended scope of the tracking arrangement rules proposed in the 2018 budget. 
As a result, Finance states that it is prepared to recommend amendments to the Act to 
address two issues. 

First, Finance notes that neither subsection 95(11) nor (12) should apply to deem an 
umbrella corporation to be a controlled foreign affiliate of the taxpayer if it cannot 
reasonably be considered that one of the purposes of a taxpayer acquiring or holding 
shares of an umbrella corporation (rather than shares of a non-resident corporation 
housing a single fund) is to permit the taxpayer to avoid an income inclusion under 
subsection 91(1). 

Second, Finance says that where a non-resident investment fund hedges investors’ foreign 
currency exposure back to the currencies of their countries of residence, such hedging 
should not cause:  

• A taxpayer to be considered to have a tracking interest in respect of the fund, or  

• If a taxpayer otherwise has a tracking interest in respect of the fund (e.g. an 
umbrella corporation), the tracked property and activities of the taxpayer’s tracking 
interest to be considered distinct from the tracked property and activities of tracking 
interests of other taxpayers. 

KPMG observations 
In the letter, Finance seems to generally accept that an investment fund hedging foreign 
currency exposure back to the currencies of investors’ counties of residence, by itself, 
should not cause the tracking arrangement rules to apply. The more general proposal, 
however, depends on the application of a “one of the purposes” test, which may be 
challenging and impractical to apply in practice.  

In response to the comfort letter, industry participants have commented that Finance’s 
proposed relief does not go far enough and may not sufficiently account for globally and 
commercially recognized investment fund vehicles that investment managers have 
established internationally that do not purposely intend to avoid Canadian taxation.   

 
We can help 
 
Your KPMG adviser can help you assess the effect of the tracking arrangement rules. We 
can also keep you abreast of the progress of these recommended proposals as they make 
their way into law. 
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