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CROSS-BORDER LAW

Greater U.S. mvestment expected i B.C.
through unlimited liability companies

By Shauna Towriss

Amendments to the Business
Corporations Act (B.C.) permit the
incorporation of unlimited liability
companies (ULCs). These amend-
ments are expected to be brought
into force by regulation in the fall,
making B.C. the third Canadian
province to offer the option of
incorporating ULCs.

The main advantage of ULCs
accrues to U.S. businesses and
investors interested in doing busi-
ness in Canada. This is because
Canadian ULCs enjoy a special
hybrid status which allows them to
be taxed as flow-through entities in
the U.S. and as regular corpora-
tions in Canada. The hybrid nature
and special tax treatment of ULCs
is very useful for structuring cross-
border transactions involving U.S.
companies investing in Canada.
What is a ULC?

A ULC is a company whose
shareholders may be exposed to
unlimited liability for the debts
and other obligations of the ULC.
When triggered, such liability is
joint and several among the share-
holders, but the complete extent of
the liability may depend on the
ULCs jurisdiction of incorpora-
tion. Integral to the attractiveness
of using an ULC is the beneficial
tax treatment that ULCs receive
pursuant to the U.S. Income Tax
Regulations. For many years, U.S.
companies have used Canadian

ULCs in connection with a variety
of cross-border transactions in an
effort to capitalize on this advanta-
geous tax treatment. To this end,
B.C. Finance Minister Carole
Taylor explained to the B.C. Leg-
islature on March 14 that the goal
of introducing ULCs in B.C. is to
increase the province’s inter-
provincial competitiveness and to
attract greater U.S. investment.

The use of ULCs by U.S. com-
panies became prevalent after
1997 when the United States Trea-
sury introduced what have since
become known as the “check-the-
box” regulations. These regula-
tions differentiate between two
types of business entities for U.S.
tax purposes: “per se”’ corpora-
tions and “eligible entities”.

“Per se” corporations are com-
panies and other business associa-
tions that are deemed to be corpo-
rations and are taxed as such in the
U.S. An exception to this level of
corporate taxation exists for “eli-
gible entities”. An “eligible entity”
is any company with unlimited lia-
bility for all of its shareholders.
All Canadian ULCs qualify as
“eligible entities” because unlim-
ited liability of their shareholders
is a standard characteristic. Under
the U.S. “check-the-box” regula-
tions, an “eligible entity”” may, sub-
ject to certain rules, elect to be
classified as a partnership (if it has
multiple owners) or as a disre-
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garded entity (if it has a single
owner). This opportunity for Cana-
dian ULCs to elect not to be
treated as a corporation for U.S.
tax purposes but to be treated
instead as a partnership or disre-
garded entity creates a serious tax
advantage by permitting the flow-
through of the profits and losses of
the Canadian ULC to its U.S.
shareholders. The Canada Rev-
enue Agency still treats ULCs as
regular corporations for Canadian
tax purposes and requires them to
file corporate income tax returns
in this country.

The benefits derived by U.S.
businesses and investors from the
flow-through status of an ULC are
numerous and include the ability
to claim the U.S. foreign tax credit
for income tax paid in Canada by
the ULC, the avoidance of double
taxation under the transfer pricing

rules, the consolidation of losses
and the possibility of “double-dip-
ping” with respect to deductible
interest on loans to the ULC by its
U.S. parent. As a result of these
and other benefits, ULCs are often
used with respect to the acquisi-
tion of Canadian targets by U.S.
companies.
The B.C. ULC Advantage

A review of some of the bene-
fits offered by B.C. ULCs reveals
that the B.C. ULC regime directly
addresses the major shortcomings
of Alberta and Nova Scotia ULCs.

For example, in B.C., similar to
Nova Scotia, shareholders of an
ULC will be held directly jointly
and severally liable to the creditors
of the ULC where, on the dissolu-
tion or liquidation of the ULC, the
assets are insufficient to pay for
the debts and liabilities of the
ULC. This differs from Alberta
where shareholders are jointly and
severally liable for any liability, act
or default of the ULC during its
existence and operation with no
requirement that the ULC be liqui-
dated or dissolved before the lia-
bility is triggered. In B.C., liability
of former shareholders only arises
if the existing shareholders are
unable to satisfy the debts and lia-
bilities of the ULC, and even then,
a former shareholder will not be
liable for anything that occurred
after he ceased to be a shareholder.
There is a one-year look-back
window such that liability will not
attach to a former shareholder if
that shareholder ceased to be a
shareholder one or more years
before the liquidation or dissolu-
tion. In Alberta the look-back
period is two years and in Nova

Scotia it is one year.

Another significant advantage
for U.S. businesses and investors
interested in incorporating a B.C.
ULC is that the Business Corpora-
tions Act (B.C.) does not contain
any residency requirements for
directors of a company. This
means that all directors may reside
outside of Canada. This is the
same as the Nova Scotia require-
ments, but contrasts with Alberta,
which requires 25 per cent of the
board of directors to be resident
Canadians.

Another benefit of the B.C.
ULC regime is that the Business
Corporations Act (B.C.) is one of
the most modern corporate
statutes in Canada. Furthermore,
similar to Alberta, the B.C. ULC
regime prescribes quite modest
fees for the incorporation and
maintenance of B.C. ULCs. This
contrasts with Nova Scotia, where,
despite some fee reductions
brought about in April, the costs
associated with incorporating and
maintaining ULCs are still quite
high.

Conclusion

The ULC provisions of Bill 14
address many of the shortcomings
that commentators and corporate
counsel have identified in the
Alberta and Nova Scotia ULC
regimes and the introduction of
B.C. ULCs to the Canadian corpo-
rate landscape provides another
very useful tool for businesses and
investors engaged in U.S.-Canada
cross-border transactions.

Shauna Towriss is an associate
in the business law department at
Clark Wilson LLP in Vancouver:

Adapt businesses to new laws

CHINA
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may pay tax at 24 per cent or 15
per cent (down from the regular 33
per cent) if they invest in various
special zones in China. Another
major preference is the 5-year tax
holiday for production FIEs that
operate for over ten years: a two-
year exemption and a subsequent
three-year 50 per cent reduction
starting from the first year they
make a profit.

Under the New Law, geograph-
ical areas play a less significant
role, and the five-year tax holiday
has been repealed. The tax prefer-
ences will be predominantly based
on industries (high-techs, environ-
mental protection, infrastructure
and agriculture may qualify for tax
exemptions or deductions), applic-
able to both DEs and FIEs,
although preferences in less-devel-
oped western China will remain.

Apart from the regular 25 per
cent tax rate, the new statutory rate
will be: (1) 15 per cent for
“encouraged” high-tech enter-

prises to be designated by the state
council, regardless of their loca-
tion in China; and (2) 20 per cent
for small-scale enterprises earning
a “small profit” and NREs gener-
ating income from sources in
China.
Elimination of tax preferences
The current law offers tax
refunds to FIEs if dividends are re-
invested in China. This benefit
will be abolished under the New
Law, so Canadian investors that
intend to re-invest the dividends
back in China should do so to the
greatest extent possible in 2007.
The current law gives a 50 per
cent tax reduction for export-ori-
ented FIEs in China, which
arguably violates the WTO princi-
ples. The New Law will abolish
this reduction, so Canadian
investors in China should export as
much as possible in 2007 in order
to maximize this tax reduction.
The current law allows group
loss relief, which allows the tax
losses incurred by overseas
branches of a RE to be offset
against the profits of its PRC oper-

ations. Under the New Law, tax
losses can continue to be carried
forward for a maximum of five
years, but group loss relief is
repealed. Accordingly, Canadian
investors should consider using the
group loss relief as much as pos-
sible before Jan. 1, 2008.
Withholding tax

Currently, FIEs are specifically
exempted from withholding tax on
dividends to their foreign share-
holders. The New Law provides
that withholding tax at the rate of
20 per cent applies to the PRC-
sourced income derived by a non-
resident enterprise without a PE or
place of business in the PRC, but
this obligation “can be exempted
or reduced by the State Council.”
It is not clear whether the state
council will retain this exemption.
The safe strategy for Canadian
investors would therefore be to pay
those dividends right now, before
the New Law takes effect.
Grandfathering provisions

A five-year transition period is
provided to mitigate the impact on
FIEs. The tax rate will be gradu-
ally increased to 25 per cent during
this period subject to the imple-
mentation regulations to be

announced by the state council. If
the enterprises already enjoy a pre-
scribed period of tax preference,
they can continue to enjoy it until
the expiry of that prescribed
period. However, for enterprises
that have not made any profits and
thus have not enjoyed the five-year
tax holiday, the period for enjoying
preferential treatment will be cal-
culated from 2008.

Conclusion

The New Law provides a legal
framework to unify the two sets of
existing income tax laws applic-
able to FIEs and DEs. However,
many questions need to be
answered by the state council and
tax authorities. The period before
the New Law takes effect provides
for a great, and probably the last,
opportunity for Canadian investors
in China to make most of the tax
benefits available under current
tax policies and minimize the
impact of the New Law.

In the long term, Canadian
investors should adapt their busi-
ness plans to the New Law. For
example, General Electric China
has announced it will invest 50
million U.S. dollars in its
Shanghai-based technology center
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for products serving environ-
mental protection. Canada should
use its strong position in energy
and environmental technologies to
compete for a larger portion of the

pie.



