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Canada, like most countries, taxes non-residents on
their income derived from businesses carried on in its
territory. In the absence of a tax treaty, the general
meaning of “carrying on business in Canada” is very
broad and does not even require the existence of a
fixed place of business. One of the most important
effects of the vast majority of international tax trea-
ties is precisely to permit such taxation only in cases
where the non-resident operates through what is
called a “permanent establishment” (or a “fixed base”
in the case of professionals such as lawyers or ac-
countants).

When a non-resident corporation decides to carry on
business in Canada (in a broad sense), it therefore
becomes crucial to determine whether or not we are
in the presence of a permanent establishment, and
whether measures can or should be taken in order to
avoid taxation.

Tax treaties do not typically deal with sales or value-
added taxes, such as the GST, HST or QST, nor are
they the subject-matter of this article. Those taxes
are governed by their own rules, so that a corpora-
tion which is not subject to income taxation may still
have to register for sales tax purposes, with conse-
guent obligations to collect them and report accord-

ingly.
What is a permanent establishment?

The wording of most treaties on this issue is quite
similar. Let’s take the Germany-Canada treaty (the
“Treaty”) as an example. The general principle is sim-
ple enough in appearance: “...the term ‘permanent
establishment’” means a fixed place of business
through which the business of an enterprise is wholly
or partly carried on”. The Treaty then goes on to list
things that constitute a permanent establishment: a
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place of management, branch, office, factory, work-
shop, mine, oil or gas well or quarry. A building site or
a construction site or installation project can also con-
stitute a permanent establishment, provided it lasts
more than twelve months.

These terms are still quite vague and can be given a
broad meaning. For example, there is no requirement
that the office, construction site, etc. actually belong
to the foreign corporation, if its business is “wholly or
partly” carried on through it. Thankfully, the Treaty
goes on to provide more specific guidance.

Here are some activities which do not, in and of them-
selves, constitute a permanent establishment under
the Treaty:

“(a) the use of facilities solely for the purpose of
storage, display or delivery of goods or merchandise
belonging to the enterprise;

(b)  the maintenance of a stock of goods or mer-
chandise belonging to the enterprise solely for the
purpose of storage, display or delivery;

(c)  the maintenance of a stock of goods or mer-
chandise belonging to the enterprise solely for the
purpose of processing by another enterprise;

(d) the maintenance of a fixed place of busi-
ness solely for the purpose of purchasing  goods or
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merchandise or for collecting information, for the
enterprise;

(e) the maintenance of a fixed place of business
solely for the purpose of carrying on, for the enter-
prise, any other activity of a preparatory or auxilia-
ry character”;

or any combination of the above, so long as the
overall activity is of a “preparatory or auxiliary
character”.

As soon as you leave the strict confines of these
exceptions, you may find yourself with the dreaded
permanent establishment. For example, referring
to (d) above, maintaining an office in Canada for
any purpose other than purchasing goods or mer-
chandise or collecting information (for example,
using the office to conduct occasional product
demonstrations) will fall outside of the exemption.

A broker, agent, importer, wholesaler or distributor
does not necessarily constitute a permanent estab-
lishment of its foreign principal, as long as it acts
independently and in the ordinary course of its
business. However, and this is very important, the
local representative should not have the ability to
conclude contracts ( i.e. make commitments) on
behalf of its principal, unless those commitments
only relate to the matters described in paragraphs
(a) to (e) quoted above. This is not usually a prob-
lem with distributors because they purchase the
goods in their own name and then sell them for
their own account. In the case of an agent, howev-
er, the crucial point is that the agent never be al-
lowed to accept purchase orders in the territory. Its
job is to solicit and receive customers’ orders. It is
up to the principal to accept them, and to send cus-
tomers notification of its acceptance, from the
comfort of its own foreign base. Once the order is
accepted, and a legal relationship is formed be-
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tween the principal and the customer, it is okay
under (a) above for the agent to fill the order by
arranging for delivery of goods stored under its
control.

What then?

Being found to have a permanent establishment in
Canada may or may not translate into higher taxes
overall, as any taxes payable in Canada may give
rise to a credit in the home country. But the allo-
cation of revenues and expenses to the Canadian
branch can be a messy business; so, in most cases,
companies will be well advised to take advantage
of the applicable tax treaty and avoid taxation of
the parent company entirely. This will sometimes
be achieved by incorporating a Canadian subsidi-
ary, as the Treaty makes clear that a subsidiary or
affiliate will not usually be considered to be a per-
manent establishment of its parent company. Care
must be taken in defining its role and responsibili-
ties, in particular to make sure that the subsidiary
is acting for its own account and not as its parent’s
agent. A clear delineation of responsibilities be-
tween the corporate entities will preferably be
reflected in a simple written contract between
them.

An ounce of prevention...

This publication is for general information only and does not consti-
tute legal or other professional advice. For more information re-
garding the subject matter of this article please contact:
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