
cOMPETITION LAW NOW gIvES
MANUfAcTURERS, DISTRIBUTORS
LATITUDE WhEN IT cOMES TO SET-
TINg PRIcES

h. Todd greenbloom 

Tim Hortons’ desire to serve fresher donuts and

Timbits gives us a fresh look at how manufacturers

can establish pricing and stay within the bounds of

the new Competition Act.

Before March 2009, the Competition Act provided

rules to keep manufacturers and distributors,

whether alone or together with others, from increas-

ing prices to the public artificially. In March 2009,

the Competition Act was changed to give manufac-

turers and distributors more flexibility in setting

prices while still maintaining restrictions on a man-

ufacturer acting alone or with others.

Under the old version of  the Competition Act,

there were two restrictions: 

(i) section 61, which prohibited persons engaged

in producing or supplying a product from

attempting to influence upward, or discourag-

ing reductions in, the price at which another

person could offer products for sale, whether

the influencing was by agreement, threat or

promise; and 

(ii) conspiring with another person to enhance

unreasonably the price of  a product. 

Under the new version of  the Competition Act, the

two restrictions are: 

(i) a person cannot abuse a dominant position, and 

(ii) a person cannot conspire with a competitor to

fix, maintain, increase or control the price for

the supply of  a product. 

In addition, under the current version of  the

Competition Act, an aggrieved person can apply to

have the Competition Tribunal look into a person

who has, by agreement, threat or promise, allegedly

influenced upward, or discouraged the reduction of,

a retail price. (This is similar to the Act’s old price-

maintenance provisions, but it decriminalizes the

offence and requires that there be an adverse effect

on competition in a market).

Fairview Donut Inc. v the TDL Group Corp. is a

recent case which shows how these sections apply

under the old and new versions of  the Competition

Act. 

At one point in time, Tim Hortons’ franchisees

baked their donuts from scratch. Tim Hortons saw

a number of  difficulties with this methodology.

There were concerns about having a sufficient num-

ber of  trained bakers available, for example, and

about the freshness of  the product versus the

amount of  waste. 

The solution Tim Hortons came up with was to

This newsletter is designed

to bring news of changes

to the law, new law,

interesting deals and other

matters of interest to our

commercial clients and

friends. We hope you will

find it interesting, and

welcome your comments.

Feel free to contact any of

the lawyers who wrote or

are quoted in these articles

for more information, or

call the head of our

Corporate/Commercial

Group, John C. Papadakis

at 416.597.3998 or

jpapadakis@blaney.com.

IN THIS ISSUE:

Competition Law Now
Gives Manufacturers,
Distributors Latitute When
It Comes to Setting Prices
H. Todd Greenbloom

The Franchisees Tried to
Roll Up the Rim and Tim
Horton’s Won
H. Todd Greenbloom

Budget Increases Taxes on
Income Earned Here by
Non-Residents; Raises
Questions About Possible
Impacts on Foreign
Investment
Paul L. Schnier

J U N e  2 0 1 2

Blaneys on Business

Businesses evolve. Their products and processes change. Sometimes, where such change
involves others, multiple legal issues can arise. The iconic Canadian franchisor, Tim
Hortons, initiated some changes in its processes which raised questions of  good faith and
compliance with the Competition Act. Blaney McMurtry’s Todd Greenbloom, an author-
ity on these matters, writes about the issues as debated in the Ontario Superior Court of
Justice and decided upon in March by Mr. Justice George R. Strathy. 



“It was made clear that the Competition Act is concerned with the

impact on pricing to the public and not with the allocation of  profits between the var-

ious parties in the supply chain.”

B L A N E Y S  O N  B U S I N E S S

B L A N E Y  M c M U R T R Y | E x P E c T  T h E  B E S T  |  J U N E  2 0 1 2

eliminate “scratch baking” and replace it with sup-

plying partially-frozen baked goods that could be

completed on the franchisee’s premises. This new

method, par baked goods, ensured product consis-

tency across the system and allowed for fresher

goods, as it would be easier to meet any store’s par-

ticular demand requirements. 

In order to implement this new method of  baking,

Tim Hortons entered into a joint venture with an

Irish bakery with expertise in par baked goods. The

par baked goods were then delivered to a joint ven-

ture between Tim Hortons and the Irish baker at a

predetermined price for each donut. The joint ven-

ture then sold the donuts to the ultimate distributor,

who added its own markup. 

The franchisees complained and sought relief  on

the basis of  the price-influencing and conspiracy

sections of  the old version of  the Competition Act

mentioned above and the conspiracy section of  the

new version of  the Competition Act.(The events in

question straddled both versions of  the Act.)

Ultimately the franchisees lost on all arguments, but

the case illustrates how the same set of  circum-

stances will be viewed with the new version of  the

Competition Act. 

First, it should be observed that the franchisees did

not attempt to use the abuse-of-dominant- position

provisions in the new version of  the Competition

Act. This was likely an acknowledgment of  the

inherent difficulties, which include having to estab-

lish that there is a significant anti-competitive effect. 

In giving his reasons for rejecting the retail price

maintenance claim, Mr. Justice George R. Strathy of

the Ontario Superior Court of  Justice made it clear

that manufacturers and distributors are entitled to

make profits. It was made clear that the

Competition Act is concerned with the impact on

pricing to the public and not with the allocation of

profits between the various parties in the supply

chain. The amendments to the Competition Act,

such as the removal of  the offences related to price

maintenance, were enacted to promote innovative

pricing programs and increase certainty for

Canadian businesses.

The conspiracy sections of  the older version of  the

Competition Act required the following: 

(i) a conspiracy with another person, 

(ii) an unreasonable enhancement of  the price, 

(iii) a subjective intent to put the agreement into

effect, and 

(iv) an objective intent to lessen competition undu-

ly. 

The franchisees argued that they met these tests on

the basis that the agreement with the Irish baker

[test (i)] imposed an unreasonably high price on the

sale of  the products to the distributor; that this

resulted in unreasonably high prices to the fran-

chisees that were above market prices [test (ii)], and

that the agreement was put in place with the intent

of  enhancing the price and making the franchisees

less profitable [tests (iii) and (iv)]. 

Mr. Justice Strathy rejected the franchisees’ claim on

the basis that the mark-up did not enhance the

price, but reallocated profit.  He concluded that it is

not reasonable that a higher price for inputs would

reduce competition, especially when the franchisees

could sell donuts to the public at whatever price

they wanted and, given that the quick service restau-

rant business is highly competitive, there was no

lessening of  competition.

The new version of  the Competition Act could

arguably make it easier for the franchisees to estab-
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“A duty of  good faith often exists, however, where there is an

imbalance of  power between the contracting parties.”
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lish their case. Under the new version, the test is not

just enhancing unreasonably the price, but fixing,

maintaining and controlling the price, as well as

increasing the price. Furthermore, the price does

not necessarily have to be enhanced unreasonably. 

That being said, the new version of  the

Competition Act requires that the “conspiracy”

must be not just between any two people but

between competitors, where a competitor is a per-

son who it is reasonable to believe would be likely

to compete with respect to the product in the

absence of  a conspiracy. Furthermore under the

new version, there is no conspiracy if  it can be

established that the agreement was part of  a broad-

er or separate agreement, where the broader or sep-

arate agreement, when considered alone, does not

breach the section. 

Mr. Justice Strathy determined that if  not for the

arrangement with Tim Hortons, the Irish baker

would not have come to Canada. For that reason

alone, the Irish baker was not a competitor and so

the conspiracy sections would not apply. As added

commentary, he noted that the agreement with the

Irish baker was part of  a broader arrangement for a

legitimate business purpose, and on that basis the

conspiracy sections also would not apply.

The Tim Horton’s case illustrates the flexibility that

might be accorded to manufacturers and distribu-

tors in setting prices. Caution must still be exercised

in setting prices, but there is now more room for

creativity, so long as the pricing structure is not an

agreement with a competitor, especially if  the agree-

ment carves up a market or controls the price of

supply.

ThE fRANchISEES TRIED TO ROLL UP
ThE RIM AND TIM hORTON’S WON

h. Todd greenbloom

Unlike other jurisdictions, there is no general duty

of  good faith in Ontario contract law – no auto-

matic blanket requirement that one party to a con-

tract perform under the contract in a way that has

regard for the legitimate interests of  the other party. 

A duty of  good faith often exists, however, where

there is an imbalance of  power between the con-

tracting parties. Franchises and employment are two

examples of  situations where such a duty of  good

faith applies.

A recent case involving Tim Hortons provides a

useful summary of  the manner in which the duty of

good faith applies in Ontario.

The Tim Hortons franchisees complained that

changes imposed by Tim Hortons reduced their

profitability and, as such, were contrary to the duty

of  good faith. The changes arose from decisions

relating to lunch menu items, and the manner in

which donuts should be baked. 

Some of  the specific allegations made by the fran-

chisees were:

• Tim Hortons decisions had the effect of  shift-

ing profits from the franchisees to Tim

Horton’s

• requiring the franchisees to use partially-baked

goods, instead of  goods made totally in-house,

was an inappropriate change

• Tim Hortons misrepresented the costs of

implementing the changes.

Some of  the factors that the judge used in coming

to his decision were:
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“A franchisor is not required to prefer the franchisees’ interest over

the franchise owners. So long as a franchisor takes into account the interests of  the

franchisees, the franchisor is allowed to act self-interestedly.”
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• the franchise agreements contemplated the

kinds of  changes that Tim Hortons required

• nothing in the franchise agreements assured the

franchisees of  any kind of  profit

• nothing in the franchise agreements denied Tim

Hortons the right to earn a profit.

Tim Hortons was completely successful. 

In delivering his decision, Mr. Justice George R.

Strathy of  the Ontario Superior Court of  Justice

gave a useful summary of  the factors to be consid-

ered in determining whether or not a duty of  good

faith has been reached. The following is a summary

of  those factors:

1. Changes can be made to methods of  operation,

even where the changes may have an adverse

effect on the franchisee, where the type of

change is contemplated in the franchise agree-

ment and the decisions are not motivated by

improper or extraneous considerations.

In this case, it was determined that the change

did represent an improved method of  opera-

tions and that this improvement should pertain,

even if  it did not improve profitability. An

influencing factor in reaching the conclusion

was that the particular change was contemplat-

ed by, and permitted by, the express provisions

of  the franchise agreements.

2. The duty of  good faith is imposed in order to

secure the performance of  the contract that the

parties made. The decisions of  the franchisor

should not eviscerate the objectives of  the

agreement or substantially nullify the bar-

gained-for objective or benefit. 

Since most franchisees continued to make a

reasonable level of  profit, it was determined

that the decisions made by Tim Hortons could

not be said to deprive the franchisees of  the

benefits of  their agreement, or to defeat the

purpose of  the franchise agreement. In part, it

was recognized that a lower profit margin, or

absolute loss, on a small group of  products,

could still have an overall benefit to the fran-

chisees (e.g. the loss encourages customer loy-

alty and may attract customers who would oth-

erwise patronize a competitor).

3. “The party’s conduct must be considered in the

context of, and in conjunction with, the con-

tract the party made. It is not a stand-alone duty

that trumps all other contractual provisions.” 

Given that there was a determination that the

changes were permitted by the franchise agree-

ments, there should not be another overarching

obligation that would defeat the contract itself.

4. Decisions made by a franchisor must take into

account the interests of  the franchisees.

Discretions cannot be made arbitrarily or capri-

ciously.

Justice Strathy concluded that, in the end, even

though there may have been a diversion of  rev-

enue from the franchisees to the franchisor, the

end product was better and the actual cost was

lower than the alternative. Given the sound

business reasons for the decisions, they could

not be said to be arbitrary or capricious. 

Justice Strathy determined that the decisions

made by Tim Hortons did not eviscerate the

objectives of  the agreement but were part of  a

reasonable evolution of  the system and had

benefits for both parties.It could not be said

that Tim Horton’s acted in an arbitrary or capri-

cious manner in light of  its having consulted

with the franchisees throughout the process.

5. A franchisor is not required to prefer the fran-

chisees’ interest over the franchise owners. So

long as a franchisor takes into account the

interests of  the franchisees, the franchisor is
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“...some non-residents will now have to pay the Government of

Canada new or increased taxes on income that they earn from [their Canadian]

operations.”
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allowed to act self-interestedly. Essentially, the

duty of  good faith does not prevent a fran-

chisor from diverting revenue from the fran-

chisee to itself. This presumably is reinforced

by the franchise agreement contemplating the

franchisor earning profits from different

aspects of  the operations.

The lessons learned from this case include:

(01) To the extent possible, it is appropriate for a

contract to anticipate future needs and incor-

porate rights that will enable those needs to be

addressed. 

(02) Furthermore when a change is being imple-

mented, there should be a sound business rea-

son for making the change and the other party

should be consulted throughout. 

BUDgET INcREASES TAxES ON
INcOME EARNED hERE BY NON-RESI-
DENTS; RAISES qUESTIONS ABOUT
POSSIBLE IMPAcTS ON fOREIgN
INvESTMENT

Paul L. Schnier

While the Spring federal budget has been advertised

as one of  “belt-tightening,” it is not only Canadians

who are sharing in the pain.  One budget proposal

will have a significant impact on non-residents who

own and finance Canadian operations. 

In a nutshell, some non-residents will now have to

pay the Government of  Canada new or increased

taxes on income that they earn from these opera-

tions.

What that may mean for the continuation of  the

businesses, the production of  goods and services of

Canadian companies that they create, and the

Canadian jobs that go along with them, remains to

be seen.

All that can be certain for the moment is that

because income that has escaped Canadian tax will

now be assessed, the cost to non-residents of  oper-

ating a business in Canada will rise and the number

of  after-tax dollars with which they will be left will

fall. 

If  a non-resident entity wishes to carry on business

in Canada through a Canadian corporation, it will

often choose to finance this venture through debt in

order to minimize its Canadian tax burden. (As

interest payments on this debt generally will be

deductible to the Canadian corporation, the

Canadian profit will be minimized).  Furthermore,

at present, Canadian withholding tax does not apply

to interest payments on most arm’s length debt and

is reduced under Canada’s tax treaties (in some cases

to zero) on non-arm’s length debt.  Some foreign

entities can thus extract their Canadian profits with

no Canadian tax whatsoever.  

“Thin capitalization” rules exist under the Income

Tax Act to moderate this “leakage.”  These rules

prohibit the deduction of  interest payments when

taxes are calculated if  the Canadian corporation’s

debt-equity ratio is greater than 2:1.  Specifically, if

the debt owing to “specified non-residents” (those

owning 25 per cent or more of  the shares of  the

Canadian company) exceeds twice the equity invest-

ed in the corporation, interest on the excess debt is

not deductible.  

The budget proposes that this rule be amended in

three significant ways:

1. The debt-equity ratio is reduced from 2:1 to

1.5:1. (It is interesting to note that until the year

2000 this ratio was 3:1. So, this is not the first

time that we have seen a reduction.),
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2. the rule will now apply to partnerships, and

3. disallowed interest will be characterized as div-

idend income.

The change in the debt-equity ratio from 2:1 to 1.5:1

is a straightforward reduction by 25 per cent of  the

amount of  profit that a Canadian corporation can

pay to its non-resident shareholders tax-free.  While

interest rates are currently at record lows, this

change may not seem material. If  rates were to rise

again to levels in the teens, however, this could

amount to a significant cost.  

Second, the thin capitalization rules have not

applied to partnerships until now.  Therefore, in the

past, it has been possible for a foreign entity to

structure its Canadian operations through a part-

nership of  corporations and to lend unlimited funds

to this partnership.  All of  the Canadian partner-

ship’s profits, therefore, have been  extractable

through interest payments to the foreign entity.

Under the budget proposals, partnership debt will

now be attributed to the corporate partners based

on their respective profit sharing ratios in the part-

nership.  This debt will therefore become subject to

the thin capitalization rules.  Rather than disallow-

ing the deduction of  the interest payment at the

partnership level, however, it will be added back to

the income of  the corporate partner.  
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e x p e c t  t h e  b e s t

Finally, as stated, Canadian withholding tax on inter-

est payments to non-arm’s length parties is reduced

under many of  Canada’s international tax treaties, in

some cases to zero (as is the case under the Canada-

U.S. Tax Treaty).  There is therefore a strong pref-

erence to pay profits out of  Canada by way of  inter-

est.  The third thin capitalization proposal converts

any disallowed (or added back) interest to dividends,

which are subject to withholding tax at rates as high

as 25 per cent.  This rate may be reduced under a tax

treaty as well but, in no case, is the rate reduced to

zero.

The proposal lowering the debt-equity ratio will

apply to taxation years that begin after 2012.  The

other proposals began to apply on March 29, 2012,

the date that Finance Minister James Flaherty pre-

sented the budget to Parliament.  

Although the budget documents talk about aligning

the Canadian rules with other jurisdictions, the gov-

ernment’s intent, clearly, is to reduce tax revenue

leakage by limiting the ability of  foreign entities to

avoid tax on their Canadian operations.  

Whether it discourages investment in Canadian

operations by foreign-based multinational corpora-

tions and other non-resident entities remains to be

seen. 
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