
U.S. tax reform, which includes a significant reduction in the 
corporate tax rate, has many Canadian companies rethinking their 
expansion plans south of the border, including the best way to 
structure their U.S. operations. 

Other considerations for cross-border expansion include the impact 
of new tariffs on goods crossing the Canadian-American border 
and the new United-States-Mexico-Canada Agreement, which if 
signed and ratified will replace the current North American Free 
Trade Agreement. These developments demand a response from 
companies on both sides of the border.

Having the right strategy and structure in place is critical for any 
cross-border expansion to be successful. The plan must also be 
somewhat flexible for if and when policies and regulations change.

The benefits of cross-border expansion 

Doing business in the U.S., the world’s largest economy, has 
always been attractive for growing Canadian companies given 
its geographic proximity, English-speaking business environment 
and similar consumer culture. New, lower taxes and improved 
write-offs for corporations south of the border are also providing 
extra incentives.

The U.S. enacted generational tax reform with its Tax Cuts and Jobs 
Act, which generally took effect on January 1, 2018. For businesses, 
a major change included the reduction in the corporate tax rate to 
21% from a high of 35%. The new U.S. rates are more on par with 
corporate tax rates in Canada — which range from about 15% to 
31% depending on the province and the company’s size and annual 
revenues — and create an opportunity for different structuring 
options in the U.S. 

Another benefit for corporations is the ability to immediately write 
off the cost of capital spending on machinery, equipment, and 
certain other forms of tangible property for the next five years, 
which is considered a powerful incentive to boost investment in the 
country.

The U.S. tax reform package also saw the country switch from a 
global to a quasi-territorial tax system for corporate tax purposes, 
which generally means each subsidiary pays the tax rate of the 
country in which it is legally established. 

Canadian companies can enjoy even more benefits by setting up 
operations south of the border. However, they should also be 
aware of additional roadblocks, including the different tax and legal 
system in the U.S., which can also vary from state to state. 

GUIDE

NEW LANDSCAPE FOR CANADIAN 
COMPANIES EXPANDING INTO THE U.S.

November 2018

https://www.bdo.ca/en-ca/insights/tax/international-tax/missed-nafta-deadline-triggers-tariffs-for-canadian-businesses/
https://www.bdo.ca/en-ca/insights/tax/tax-alerts/nafta-usmca-overview/
https://www.congress.gov/bill/115th-congress/house-bill/1/text
https://www.congress.gov/bill/115th-congress/house-bill/1/text


New landscape for Canadian companies expanding into the U.S.  |  2

How some Canadian corporations are affected by U.S. reform

With U.S. tax reform, Canadian companies have more flexibility 
to operate in the U.S. at a lower tax cost than before it took effect 
in 2018. Consider a Canadian manufacturing company that has a 
choice between setting up its operations in Canada or the U.S. Given 
that the corporate tax rates are now more aligned between the two 
countries, and given the new capital expenditure incentives in the 
U.S., Canadian companies may choose to set up a new plant south 
of the border, especially if it’s closer to their end markets. 

WEBINAR ON DEMAND

 
A Canadian technology company could also be lured to set up shop 
in the U.S. not just because of the more favourable tax rates than in 
the past, but also because the country has a much larger population 
of skilled workers and investors to draw from. That’s despite 
generous Canadian government tax incentives that many Canadian 
tech companies benefit from, such as the Scientific Research and 
Experimental Development (SR&ED) Program. 

For smaller companies, regardless of the industry, a major 
consideration with outside expansion is how much of their 
operations need to remain in Canada so that owners can benefit 
from the lifetime capital gains exemption of more than $848,000 in 
2018 when the business is eventually sold.

The Canadian government is expected to unveil new measures in 
the coming months to encourage Canadian companies to maintain 
and grow their operations in Canada. Many business leaders seek 
robust policy changes to support Canadian businesses in their drive 
to stay competitive and grow. At the same time, the government is 

weighing the impact of any action on the wider tax and economic 
picture – for both the short and long term. Among the headline 
challenges: Canada’s forecasted deficits in the coming years and the 
country’s massive debt. 

Regardless of government actions, the key for Canadian-controlled 
companies seeking cross-border expansion is to balance the 
opportunities and the risks, and to ensure the structure is as tax 
efficient as possible.

How to structure your U.S. operations

Canadian companies expanding into the U.S. need to ensure they 
have the right corporate structure in place to properly navigate the 
tax, legal and trade rules that affect their business. There are two 
primary structuring options for companies seeking an international 
business expansion: a foreign branch or a foreign affiliate. 

XX A foreign branch is an extension of the Canadian company, 
which allows a business to operate in another country without 
establishing a new legal entity. The advantages are that it’s 
relatively quick and easy to set up and, if the branch isn’t 
profitable (which can happen in the early years), any losses 
incurred can be used against Canadian income. 

One of the key disadvantages of a foreign branch is risk 
associated with potential legal action. If a foreign branch is 
involved in legal action, all company assets, including Canadian 
assets, may be exposed, regardless of jurisdiction. This can be 
especially concerning when operating in litigious countries. 

A second disadvantage is that income from a foreign branch is 
also subject to immediate taxation in Canada with no deferral of 
profits, and may be subject to local country tax and withholding 

https://event.on24.com/eventRegistration/EventLobbyServlet?target=reg20.jsp&referrer=https%3A%2F%2Fwcc.on24.com%2Fwebcast%2Fgroupregistration%2F1775720&eventid=1775720&sessionid=1&key=950AC5CA188E4DE793690FF5524AF596&regTag=325950&sourcepage=register
https://www.bdo.ca/en-ca/insights/tax/tax-articles/considering-options-for-international-business-expansion/
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taxes on payments back to Canada. Local countries such as 
the U.S. have branch profits taxes that impose dividend-like 
withholding tax when profits are deemed repatriated back to 
Canada. Foreign exchange exposure also needs to be taken into 
consideration, and how it will impact the bottom line.

XX A foreign affiliate is a legal entity created in another country 
to carry on business activities outside of Canada. When the 
Canadian entity owns more than 10% of the shares of a foreign 
corporation, it is considered a foreign affiliate. When the 
Canadian entity owns at least 50% of the shares, the foreign 
entity is called a controlled foreign affiliate (CFA). 

There are two key advantages to owning a foreign affiliate. One is 
the safe harbour provisions, which allow active business income 

of the foreign affiliate to be repatriated tax-free as a dividend to 
the Canadian parent. However, if the foreign affiliate is earning 
passive income, such as income from rents, royalties, or interest, 
that income may be immediately taxed in Canada under the 
Foreign Accrual Property Income regime (known as FAPI). Note 
that FAPI only applies to a CFA. In addition to the safe harbour 
provisions, a foreign affiliate can also provide legal liability 
protection around the foreign operations. 

Companies setting up a foreign affiliate must also follow transfer-
pricing rules for all transactions between the affiliate and its 
Canadian parent.

Strategies for repatriating profits

To ensure tax efficiency, Canadian also needs to figure out the most efficient way to bring profits back home. Companies need to be cautious 
to avoid incurring unnecessarily high effective tax rates, or running afoul of transfer pricing and other tax initiatives such as Base Erosion and 
Profits Shifting (BEPS).

Three of the most common methods of repatriation include using dividends, interest, and management fees:

XX Dividends: XX Interest: XX Management fees: 

Canada’s tax system makes dividends an 
attractive method of repatriation. If for 
example the U.S. subsidiary generates 
active business income, dividends can 
be returned to Canada free of Canadian 
income tax. Also withholding taxes under 
the Canada-U.S. Tax Treaty can be reduced 
to 5%.

If the U.S. entity is earning passive income 
(such as income from interest, rent or 
royalties), profit repatriation through 
dividends can become more complicated. 
Generally, such income is taxable in 
Canada, though the business should also 
get a credit for any tax paid in the U.S. 

To enable an interest payment, the 
Canadian corporation can loan surplus 
funds to its U.S. subsidiary, instead of 
getting a loan from a bank, for example. 
The interest payments on the loaned funds 
can then be repatriated back to Canada and 
be taxed at Canadian tax rates, with a tax 
deduction in the U.S. That said, companies 
doing this need to be aware of “earnings 
stripping” rules in the foreign jurisdiction, 
which can limit interest deductions. The Tax 
Cuts and Jobs Act, for example, introduced 
restrictive earnings stripping rules for U.S. 
corporations that pay interest to both 
related and unrelated parties. Certain 
interest payments under the Canada-U.S. 
Tax Treaty will attract a 0% withholding tax 
rate, making this option attractive. Also, the 
interest rate charged on these related-party 
loans must be market-based (i.e., adhere to 
transfer pricing rules). 

If the Canadian parent company provides 
services to its U.S. subsidiary, management 
fees can be an effective way to repatriate 
profits. In this scenario, the Canadian 
parent company charges the foreign 
affiliate at fair market value for any 
services provided. This can include a wide 
range of charges such as support fees, 
administrative fees, headquarter fees, 
technical support fees. These generally 
don’t attract withholding tax when paid; 
however, a transfer pricing analysis will be 
crucial to support any management fees 
charged between related companies.

There are a wide variety of other 
methods of profit repatriation that can 
be used instead of or in addition to the 
three mentioned here. Companies are 
encouraged to seek expert advice on 
the best strategy for their individual 
corporation and its needs.
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Key concerns for Canadian companies expanding into the U.S.

For most Canadian companies, expanding into the U.S. is a sign 
of success. But to maintain that success longer term, companies 
crossing the border need to understand and navigate the constantly 
changing economic and political landscape, using them to their 
advantage.

Companies eyeing a cross-border expansion should consider 
the following:

Hone your business strategy: Canadian companies looking to 
expand into the U.S., or any other country, need to ensure they have 
the right strategy in place. The plan must also have some built-in 
flexibility for when policies and regulations inevitably change. Too 
often, companies dive into another jurisdiction without thinking 
through which markets to focus on, who will be on the ground and 
how it will be managed from Canada. What are the one-, two-, 
and five-year plans? How much capital is required? How will it be 
financed? Understanding the business expansion strategy will make 
it easier to develop an appropriate tax-structuring plan. 

Proper tax planning: Tie tax planning into a business model 
from the start. The recent tax overhaul in the U.S. means business 
models are being looked at differently today, with new issues to 
consider and potentially implement in the operations. Companies 
need to consider the tax implications of doing business in the U.S., 
regardless of the structure, long before they register their first sale.

Be flexible, but stay the course: Recent changes to the U.S. tax 
system show just how dramatically the business environment can 
change, seemingly overnight. Choices made today regarding a 
corporate structure may need to be altered in the future. Protect 
your options but also maintain flexibility for the future. To stay 
nimble, stay in touch with tax, legal and business experts and be 
sure to consult them before making any changes to avoid costly 
surprises down the road. 

Regardless of size, scope or sector, Canadian companies looking to 
do business in the U.S. need to approach cross-border expansion 
with caution and a well-thought-out business plan that balances 
business needs with appropriate protection from potential tax, legal, 
and liability issues.
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