[JOINT COMMITTEE PRINT]

EXPLANATION OF PROPOSED
INCOME TAX TREATY BETWEEN
THE UNITED STATES AND CANADA

PrEPARED FOR THE USE OF THE

COMMITTEE ON FOREIGN RELATIONS
UNITED STATES SENATE

BY THE STAFF OF THE

JOINT COMMITTEE ON TAXATION

SEPTEMBER 22, 1981

U.S. GOVERNMENT PRINTING OFFICE
83-237 O WASHINGTON : 1981 JCS-48-81







CONTENTS

Introduetion. - ..
L. SO e e s s s s s S v i
II. Overview of United States Taxation of International Trade
and Investments and Tax Treaties_ - ____._._._____

A. United States Tax Rules.______________
B. United States Tax Treaties—In General.

II1. Explanation of Proposed Tax Treaty. ...

Article I. Personal Scope_.._._____
Article II. Taxes Covered_._____.
Article ITI. General Definitions._-
Article IV. Residence._____________
Article V. Permanent Establishment_ _
Article VI. Income from Real Property.
Article VII. Business Profits__________
Article VIII. Transport-_..__
Article IX. Related Persons_
Article X. Dividends____._.
Article XI. Interest._...._
Article XII. Royalties __.
Article XIII. Gains___ ... __.___________
Article XIV. Independent Personal Services_
Article XV. Dependent Personal Services. -
Article XVI. Artistes and Athletes_ .. __.__________
Article XVII. Withholding of Taxes in Respect of
Independent Personal Services_____
Article XVIII. Pensions and Annuities_______
Article XIX. Governmental Service.
Article XX. Students...___________
Article XXI. Exempt Organizations.
Article XXII. Other Income_______
Article XXIIT. Capital___________________
Article XXIV. Elimination of Double Taxation..___
Article XXV, Nondiscrimination__._______________
Article XXVI. Mutual Agreement Procedure._
Article XXVII. Exchange of Information..._______
Article XXVIII. Diplomatic Agents and
OTHEETS..... - - s s s s =
Article XXIX. Miscellaneous Rules_







INTRODUCTION

This pamphlet provides an explanation of the proposed income tax
treaty between the United States and Canada. The proposed treaty
was signed on September 26, 1980, and was amplified by an exchange
of notes signed the same date. A similar treaty between two countries,
effective since 1942, is currently in force. The proposed treaty has
been scheduled for a public hearing on September 24, 1981, by the
Senate Committee on Foreign Relations.

The proposed treaty is similar to other recent U.S. income tax
treaties, the U.S. model income tax treaty, and the model income tax
treaty of the Organization of Economic Cooperation and Development
(OECD). However, there are certain important deviations from the
U.S. model, in part, reflecting the close economic and physical ties
between the two countries.

The first part of the pamphlet is the summary of the applicable
provisions of the proposed treaty. The second part provides an over-
view of U.S. tax rules relating to international trade and investment
and U.S. tax treaties in general. This is followed by a detailed, article-
by-article explanation of the proposed treaty.
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I. SUMMARY
In General

The principal purposes of the proposed income tax treaty between
the United States and Canada is to reduce or eliminate double taxa-
tion of income earned by citizens and residents of either country from
sources within the other country, and to prevent avoidance or evasion
of the income taxes of the two countries. The proposed treaty is in-
tended to continue to promote close economic cooperation between the
two countries and to eliminate possible barriers to trade caused by
overlapping taxing jurisdictions of the two countries. It is intended
to enable the countries to cooperate in preventing avoidance and
evasion of taxes.

As in other U.S. tax treaties, these objectives are principally
achieved by each country agreeing to limit, in certain specified situa-
tions, its right to tax income derived from its territory by residents of
the other. For example, the treaty contains the standard tax treaty
provision that neither country will tax the business income derived
from sources within that country by residents of the other unless the
business activities of the taxing country are substantial enough to
constitute a permanent establishment or fixed base (Articles VII or
X1V). Similarly, the treaty contains the standard “commercial visi-
tor” exemptions under which residents of one country performing
personal services in the other will not be required to file tax returns
and pay tax in the other unless their contact with the other exceeds
certain specified minimums (Articles XIV, XV, XVI, and XVII).
The proposed treaty provides that dividends, interest, royalties,
capital gains and certain other income derived by a resident of either
country from sources within the other country generally may be taxed
by both countries (Articles X, XI, XIT, and XIIT). Generally, how-
ever, dividends, interests, and royalties received by a resident of one
country from sources within the other country are to be taxed on a
restricted basis (Articles X, XT, and XIT).

In situations where the country of source retains the right under the
proposed treaty to tax income derived by residents of the other coun-
try, the treaty generally provides for the relief of the potential double
taxation by the country of residence allowing a foreign tax credit or,
in a limited case, a partial exemption.

This treaty contains the standard provision (the “saving clause”)
contained in U.S. tax treaties that each country retains the right to tax
its citizens and residents as if the treatv had not come into effect
(Article XXIX). In addition, it contains the standard provision that
the treaty will not be avplied to deny any taxpayer any benefits he
would be entitled to under the domestic law of the country or under
any other agreement between the two countries (Article XXTX) ; that
is, the treaty will only be applied to the benefit of taxpayers.
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The treaty differs in certain respects from many U.S. income tax
treaties and the U.S. model. It also differs in significant respects from
the present treaty. Many of these differences accrue to th;e benefit of
U.S. businesses. :

(1) The proposed treaty does not generally cover U.S. citizens who
are not also U.S. residents. The U.S. model does cover such U.S, citi-
zens. However, the U.S. has rarely been able to negotiate coverage for
nonresident citizens.

(2) The proposed treaty does not contain a definition of the term
“business profits,” although certain categories of business profits are
defined in other articles. This leaves to local law the definition of that
term in some cases, and accordingly the profits that must be attributed
to a permanent establishment before those profits can be taxed by the
country of source. Most U.S. treaties, and the U.S. model, define the
term business profits. .

(3) The transportation article, Article VIII, covers income from
the operation or rental of motor vehicles and railway cars. Income
derived by a common carrier which is a resident of one country from
the carriage of passengers or freight from the country of residence to
the other country is taxable only in the country of the carrier’s resi-
dence. Also, the countries give up the right to tax income that a resi-
dent of the other country earns from the short-term (183 days or less)
use or lease of rolling stock or motor vehicles in the host country. This
provision reflects Canada’s physical proximity to-the United States.

(4) The limit on the dividend withholding tax that the country of
source may impose is 10 percent in the case of a direct investor and
15 percent in all other cases (Article X). The United States generally
seeks a 5 percent limit on direct dividends. The present treaty, how-
ever, allows a 15 percent rate.

(5) The treaty does not permit U.S. shareholders in Canadian cor-
porations any relief similar to the imputation credit allowed Canadian
shareholders. The United States has obtained relief in the United
Kingdom and French treaties.

(6) The withholding tax on interest is limited to 15 percent. (Article
XT), the same as under the present treaty. Exemptions are provided
in some limited cases such as commercial credit. The TU.S. model ex-
empts interest from tax at source (provides a zero rate). A zero rate is
not generally achieved in many treaties, but is at times achieved for
interest earned by banks on loans made to the source country.

(7) The withholding tax on royalties is limited to 10 percent. gen-
erally and is eliminated for certain copyright royalties (Article XII).
Movies and certain television royalties are not copyright royalties and
thus may be taxed at source at 10 percent. The present treaty allows a
15 percent rate generally, and also exempts copyright royalties from
tax at source. The U.S. model exempts royalties from tax at source.
It does not distinguish between copyright and other royalties.

(8) The language of the capital gains provisions (Article XIIT)
would limit the situations in which Canadian investors in U.S. cor-
porations and other entities hold U.S. real estate would be taxed
under the recently enacted legislation taxing foreign investors on
their gains from the sale of real estate. On its face it would also give
Canadians who owned U.S. real estate on the date the treaty is signed
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a step-up in basis for purposes of computing gain on the sale of the
property to the effective date of the treaty. Also, the treaty states
that the United States to tax Canadians on certain dispositions of
U.S. real property interests only as long as Canada would tax U.S.
persons on similar interests in Canadian real property. The present
treaty is the only U.S. treaty that exempts gains from the sale of
real property from tax.

(9) The treaty permits a resident of one country a charitable con-
tribution deduction for donations to charities of the other country
(Article XXT). This provision is not found in the U.S. model or most
other U.S. income tax treaties. It is contained in the present treaty.

(10) The nondiscrimination provision is more limited than the
model provisions and other provisions found in many treaties. For
example, it does not cover residents of one country who own stock in a
corporation of the other country. The provision is, however, consider-
ably broader than the very limited provision in the present treaty.

(11) An organization exempt from tax in one country may be
exempt from tax in the other country. An exemption from tax at
source is also provided for dividends and interest paid to pension plans
resident in the other country. An exemption from the U.S. excise
tax on private foundations is provided a Canadian exempt organiza-
tion that receives substantially all of its support from non-U.S.
persons.

(12) Residents of one country may, under certain condition treat
a contribution to a charity of the other country as a deductible charita-
ble contribution.

Specific Issues

The proposed treaty presents the following specific issues:

(1) Nondiscrimination—Canada’s tax system evidently contains
certain provisions that discriminate against foreign investors as op-
posed to Canadian investors. For example, it 1s understood that
in certain cases Canadian corporations receive a surtax exemption
if they are owned by Canadians but not if they are owned by foreign
persons. Another area of concern in this regard is Canadian natural
resource taxation.

The United States generally insists that its tax treaties contain a
broad nondiscrimination provision that would prohibit the treaty
partner from discriminating against U.S. investors. At the insistence
of Canada, the nondiscrimination provision in the proposed treaty is
not as comprehensive as that sought by the United States or as that
contained in the U.S. or the OECD model treaties or the U.N. guide-
lines. On the other hand, the nondiscrimination provision in the pro-
posed treaty is much broader than that contained in the present treaty
with ‘Canada which only applies to individual U.S. citizens resident
in Canada. We understand Smt the provision is the broadest agreed
to by Canada in any of its treaties.

This raises the issue of whether the United States should enter into
a treaty that countenances the right of a developed country to dis-
criminate against U.S. investors in circumstances not generally per-
mitted in tax treaties. At the present, staff does not have sufficient in-
formation to idéntify and evaluate the provisions of Canadian tax law
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which may be viewed as discriminating against U.S. investors but
which would be permitted under the proposed treaty language.

(2) Mineral royalties.—The present treaty contains an overall 15-
percent limit on the rate of tax that either country can impose on in-
vestment income paid to residents of the other country. The proposed
treaty removes this overall limitation but replaces it with limitations
on the level of source basis taxation of various types of investment
income. There is, however, no limitation on taxation of mineral rents
and royalties. Accordingly, the Canadian tax on mineral royalties will
be increased to the 25 percent of gross Canadian statutory rate. The
U.S. rate will increase to the statutory 30 percent rate. The U.S. and
OECD models do not contain a limitation on the taxation of mineral
royalties.

(3) Real property.—The proposed treaty contains special rules for
Canadian residents investing in U.S. real property that differ from
U.S. real estate legislation. (The proposed treaty was negotiated be-
fore the real estate legislation was enacted.) Among the more impor-
tant of these differences is that it states that Canadian investors get a
step-up in the basis of their U.S. real property (for purposes of com-
puting the U.S. tax on sale of the property) to the effective date
of the new treaty. Other differences include various limitations on
the situations where the United States can tax Canadians on their
sales, their interest in U.S. corporations, and other entities whose
assets include U.S. real estate. Also the treaty contains a provision
which states that either country can tax gains on the sale of real
property holding companies by residents of the other unless the
other country would tax foreign investors in its real property hold-
ing companies in comparable circumstances. The purpose of this last
limitation is not clear. Some may argue that Canadian investors
should not be allowed such preferential treatment on their U.S. real
estate investments. Conversely, others may argue that the limitations
on taxing real estate related gains should be expanded to protect U.S.
investors in Canada from Canadian tax.

The present treaty exempts gain from tax at source. Accordingly, it
cail be argued that a step-up in basis would be a reasonable transition
rule.

(4) Exempt organizations.—Unlike other U.S, tax treaties, the pro-
posed treaty would exempt charitable organizations of either country
from tax imposed by the other. In addition, Canadian private founda-
tions which receive substantially all their support from non-U.S. per-
sons would be exempt from the 4-percent U.S. excise tax on income
of private foundations. An exemption is also provided for pension
funds but the exemption is limited to interest and dividends received
from sources within the other country.

(5) Conwentions—The proposed treaty contains a provision that
would permit U.S. persons to deduct expenses incurred in attending
business conventions in Canada. At the time this provision was nego-
tiated, deductions for conventions held in all foreign countries, in-
cluding Canada, were subject to substantial restrictions pursuant to
amendments to the Code made by the 1976 Act. However, the Code
was amended in 1980 to permit deductions for conventions in Canada
and Mexico on the same basis as those held in United States and its
possessions. Accordingly, the treaty provision would no longer have
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any impact on U.S. taxpayers attending Canadian conventions. Unless
a contrary intention is expressed by the Senate, however, the inclu-
sion of this provision in the treatv could be taken as pre,cedent for
other negotiations. (The Jamaican protocol, discussed below, also con-
tains a convention provision.) It should be noted that Canada also
has statutory provisions denying Canadian taxpayers deductions for
attending fore1gn business conventions, so the principal impact of the
provision is to allow Canadians deductions for Canadian tax purposes
for a.ttendmg business conventions in the United States.

(8) Foreign tax credit.—The U.S. foreign tax credit provided for
by the treaty is to be applied on a per-country basis: that is, Canadian
taxes will only be permitted to offset U.S. tax imposed on Canadian
income. This contrasts with the Code limitation which is computed
on an overall, worldwide basis. The interaction between the treaty
limitation and the limitations provided by the Internal Revenue Code
is complex, and a number of questions arise as to exactly how the
two overlapping systems are to be applied. Also, there appears to be
some uncertainty as to the application of the treaty per country lim-
itation where income is resource to Canada under the treaty. However,
the treaty rules are used only if the taxes are not creditable under
the Code.

Another issue is which Canadian taxes are creditable for U.S. pur-
poses. Treasury’s technical explanation says that the Canadian general
corporate tax will continue to be creditable even if Canada imposes a
flat rate tax on natural resource income that is not deductible in com-
puting the general corporate tax. The technical explanation refers to
a possible 8-percent tax, but it is now possible that the tax will be
significantly higher. This issue is relevant only to persons realizing
income from natural resources.

(7) Imputation credit—Canada has a modified “imputation” cor-
porate tax system that provides some relief to resident shareholders
from dual corporate shareholder tax. Individual shareholders resident
in Canada who receive dividends from a Canadian corporation must
gross up to that dividend by 50 percent of the dividend. The full divi-
dend plus the gross-up is included in income and is taxed. However, he
may credit an amount equal to one-half of the dividends against his
tax liability. Nonresident shareholders do not get the imputation
credit. Accordingly, nonresident shareholders may be subject to a
higher combined corporate and personal tax than a Canadian share-
holder would be. Relief is granted under U.S. treaties with France
and. the United Kingdom. The issue raised is whether the United
States should insist on complete relief for its shareholders in Canadian
companies. The reduction of the dividend withholding tax does pro-
vide some relief.



II. OVERVIEW OF UNITED STATES TAXATION OF INTER-
NATIONAL TRADE AND INVESTMENT AND TAX TREA-
TIES

A. United States Tax Rules

The United States taxes U.S. citizens and residents and U.S. cor-
porations on their worldwide income. The United States generally
taxes nonresident alien individuals and foreign corporations only on
their U.S. source income.

Income of a nonresident alien or foreign corporation which is effec-
tively connected with the conduct of a trade or business in the United
States is subject to tax at the normal graduated rates on the basis of net
taxable income. Deductions are allowed in computing effectively con-
nected taxable income, but only if and to the extent they are connected
with income which is effectively connected.

U.S. source fixed or determinable, annual or periodical income (e.g.
interest, dividends, rents, salaries, wages, premiums, annuities) which
is not effectively connected with a U.S. trade or business is subject to
tax at a rate of 30 percent of the gross amount paid to the nonresident
alien or foreign corporation. This gross tax on fixed or determinable
income is often reduced or eliminated in the case of payments to resi-
dents of countries with which the U.S. has an income tax treaty. The
30-percent (or lower treaty rate) tax imposed on U.S. source nonef-
fectively connected income paid to foreign persons is collected by
means of withholding (hence they are often called withholding taxes).

Certain exemptions from the gross tax are provided. Bank account
interest is defined as foreign source interest and, therefore, is exempt.
Exemptions are also provided for certain original issue discount and
for income of a foreign government from investments in U.S. securi-
ties. Our treaties also provide for exemption from tax in certain cases.

Net U.S. source capital gains are also subject to the 30 percent tax
but only in the case of a nonresident alien who is present in the
United States for at least 183 days during the taxable year. Other-
wise foreign corporations and nonresident aliens are only subject, to
U.S. taxation (at the graduated rates) on those capital gains that
are effectively connected with the conduct of a trade or business in
the United States.

Prior to June 18, 1980, noneffectively connected capital gains from
the sale of U.S. real estate were subject to U.S. taxation only if re-
ceived by a nonresident alien who was present in the United States
for at least 183 days. However, in the Omnibus Reconciliation Act of
1980 a provision was added to the Internal Revenue Code that the sale,
exchange or disposition of U.S. real estate by a foreign corporation
or a nonresident alien would be taxed as effectively connected income.
Also taxable under the legislation are dispositions by foreign investors

8)
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of their interests in certain U.S. corporations and other entities whose
assets include U.S. real property and associated personal property.

The source of income received by nonresident aliens and foreign
corporations is determined under special rules contained in the In-
ternal Revenue Code. Under these rules interest and dividends paid
by a U.S. citizen or resident or by a U.S. corporation are considered
U.S. source income. However, if the U.S. corporation derives more
than 80 percent of its gross income from foreign sources, then div-
idends and interest paid by such corporation will be foreign source
rather than U.S. source. Conversely, dividends and interest paid by
a foreign corporation, which has at least 50 percent of its income
as effectively connected income, are U.S. source to the extent of the
ratio of its effectively connected income to total income.

Rents and royalties paid for the use of property in the United States
is considered U.S. source income. The property use can be either tan-
gible property or intangible property (e.g., patents, secret processes
and formulas, franchises and other like property).

Since it taxes U.S. persons on their worldwide income, double taxa-
tion of income can arise because income earned abroad by a U.S.
person will be taxed by the country in which the income is earned
and also by the United States. The United States seeks to mitigate this
double taxation by allowing U.S. taxpayers to credit their foreign in-
come taxes against the U.S. tax imposed on their foreign source in-
come. A fundamental premise of the foreign tax credit is that it may
not offset the U.S. tax on U.S. source income. Therefore, the foreign
tax credit provisions contain a limitation that insures that the foreign
tax credit only offset the U.S. tax on foreign source income. This
limitation is computed on a world-wide consolidated bases. Hence, all
income taxes paid to all foreign countries are combined to offset U.S.
taxes on all foreign income. Separate limitations on the foreign tax
credit are provided for certain interest. DISC dividends, and oil
income.

A U.S. corporation that owns 10 percent or more of the stock of
a foreign corporation may credit foreign income taxes paid or deemed
paid by that Toreign corporation on earnings that are received as divi-
dends. These deemed paid taxes are included in total foreign taxes paid
for the year the dividend is received and go mto the general pool of
taxes to be credited.

B. United States Tax Treaties—In General

The traditional objectives of U.S. tax treaties have been the avoid-
ance of international double taxation and the prevention of tax avoid-
ance and evasion. To a large extent, the treaty provisions designed to
carry out these objectives supplement Code provisions having the same
objectives, modifying the generally applicable statutory rules with
provisions which take into account the particular tax system of the
treaty country. Given the diversity of tax systems in the world, it
would be virtually impossible to develop in the Code rules which uni-
laterally would achieve these objectives for all countries.

Notwithstanding the unilateral relief measures of the United States
and our treaty partners, double taxation might arise because of dif-
ferences in source rules between the United States and the other coun-
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try. Likewise, if both countries consider the same deduction allocable

to foreign sources, double taxation can result. Significant problems

arise in the determination of whether a foreign tax qualifies for the

U.S. foreign tax credit. Also, double taxation may arise in those

limited situations where a corporation or individual may be treated

gs a}tl resident of both countries and be taxed on a worldwide basis by
oth.

In addition, there may be significant problems involving “excess”
taxation—situations where either country taxes income received by
nonresidents at rates which exceed the rates imposed on residents.
This is most likely to occur in the case of income taxed at a flat rate
on a gross income basis. (Most countries, like the United States, gen-
erally tax domestic source income on a gross income basis when it is
received by nonresidents who are not engaged in business in the coun-
try.) In many situations the gross income tax is imposed at a rate
which exceeds the tax which would have been paid under the net in-
come tax system applicable to residents.

Another related objective of U.S. tax treaties is the removal of bar-
riers to trade, capital flows, and commercial travel caused by over-
lapping tax jurisdictions and the burdens of complying with the tax
laws of a jurisdiction where the contacts with, and income derived
from, that jurisdiction are minimal.

The objective of limiting double taxation is generally accomplished
in treaties by the agreement of each country to limit, in certain speci-
fied situations, its right to tax income earned from its territory by
residents of the other country. For the most part, the various rate re-
ductions and exemptions by the source country provided in the treaties
are premised on the assumption that the country of residence will tax
the Income in any event at levels comparable to those imposed by the
source country on its residents. The treaties also provide for the elimi-
nation of double taxation by requiring the residence country to allow a
credit for taxes which the source country retains the right to impose
under the treaty. In some cases, the treaties may provide for exemption
by the residence country of income taxed by the source country pur-
suant to the treaty.

Treaties first seek to eliminate double taxation by defining the term
“resident” so that an individual or corporation generally will not be
subject to tax as a resident by each of the two countries. The treaty
also provides that neither country will tax business income derived
from sources within it by residents of the other country unless the
business activities in the taxing jurisdiction are substantial enough
to constitute a branch or other permanent establishment or fixed base.
The treaties contain commercial visitation exemptions under which
individual residents of one country performing personal services in
the other will not be required to file tax returns and pay tax in that
other country unless their contacts exceed certain specified minimums,
for example, presence for a set number of days or earnings of over a
certain fixed dollar amount.

The treaties deal with passive income such as dividends, interest,
or royalties, or capital gains, from sources within one country derived
by residents of the other country by either providing that they are
taxed only in the country of residence or by providing that the with-
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holding tax generally imposed on those payments is reduced. As
described above, the U.S. generally imposes a 30 percent tax and seeks
to reduce this tax in some cases on some income to zero in its tax
treaties.

In its treaties, the United States, as a matter of policy, retains the
right to tax its citizens and residents on their worldwide income as if
the treaty had not come into effect, and provides this in the treaties
in the so-called “saving clause.” Double taxation can therefore still
arise. Double taxation can also still arise because most countries will
not exempt passive income from tax at source.

This double taxation is further mitigated either by granting a
credit for income taxes paid to the other country, or, in the case of
some of our treaty partners, by providing that income will be exempt
from tax in the country of residence. The United States provides in its
treaties that it will allow a credit against United States tax for income
taxes paid to the treaty partners, subject to the limitations of U.S. law.
An important function of the treaty is to define the taxes to which it
applies to provide that they will be considered creditable income taxes
for purposes of the treaty.

The treaties also provide for administrative cooperation between
the countries. This cooperation includes a competent authority mechan-
ism to resolve double taxation problems arising in individual cases, or
more generally, by consultation between tax officials of the two
governments.

Administrative cooperation also includes provision for an exchange
of tax-related information to help the United States and its treaty
partners administer their tax laws. The treaties generally provide for
the exchange of information between the tax authorities of the two
countries where such information is necessary for carrying out the
provisions of the treaty or of their domestic tax laws. The obligation
to exchange information under the treaties typically does not require
either country to carry out measures contrary to its laws or administra-
tive practices or to supply information not obtainable under its laws
or in the normal course of its administration, or to supply information
which would disclose trade secrets or other information the disclosure
of which would be contrary to public policy.

The provisions generally result in an exchange of routine informa-
tion, such as the names of U.S. residents receiving investment income.
The TRS (and the treaty partner’s tax authorities) also can request
specific tax information from a treaty partner. This can include
information to be used in a criminal investigation or prosecution.



III. EXPLANATION OF PROPOSED TAX TREATY

A detailed, article-by-article explanation of the proposed income
tax treaty between the United States and Canada is presented below.

ArticleI. Personal Scope

The personal scope Article describes the persons who may claim
the benefits of the treaty. .

The proposed treaty applies generally to residents of the United
States and to residents of Banada, with specific exceptions designated
in other articles. This follows other U.S. 1ncome tax treaties, the U.S.
model income tax treaty, and the OECD model income tax treaty. The
treaty also applies, in Limited cases, to persons who are residents of
neither Canada nor the United States. The term “resident” is defined
in Article IV.

Article Il. Taxes Covered

The proposed treaty applies to taxes on income and capital which
are imposed by either country. At present, neither Canada nor the
United States imposes a tax on capital.

In the case of the United States, the proposed treaty applies to the
Federal income taxes imposed by the Internal Revenue Code, In addi-
tion, the proposed treaty applies to certain U.S. taxes for specified
limited purposes. The proposed treaty applies to the U.S. accumu-
lated earnings tax and the personal holding company tax, only
to the extent provided in Article X (Dividends). The pro-
posed treaty applies to the exise tax imposed by the United States on
private foundations but only to the extent necessary to implement the
special provisions of Article XXI(4), relating to exempt organiza-
tions. It also applies to the social security tax but only to the extent
il{eclcss)ary to implement the rules in Article XXIX(4) (Miscellaneous

ules).

In the case of Canada, the treaty applies to the income taxes im-
posed by the Federal Government of Canada under Parts I, XIII, and
XIV of the Income Tax Act. These taxes will be treated as creditable
income taxes for purposes of the U.S. foreign tax credit granted by
Article XXIV(1) (Relief from Double Taxation).

The proposed treaty also contains a provision generally found in
TU.S. income tax treaties to the effect that it will apply to substantially
similar taxes which either country may subsequently impose. It also
contains a provision that it will apply to taxes on capital that either
country may later impose.

It is understood that the Treasury and the government of Canada
agreed that the general Canadian corporate tax would be considered a
substantially similar tax if Canada were to enact a low flat-rate tax on
natural resource revenues even though that tax is not deductible in
computing income under the general rules of Part I of the Canadian

12
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Income Tax Act. The Treasury technical explanation indicates that
an eight percent tax on oil and gas production revenues would be
consistent with this understanding. It is now understood that the tax
may be substantially higher. This leaves unclear the effect of the under-
standing described in the technical explanation.

Because the proposed treaty generally applies only to income taxes,
it does not generally cover the U.S. excise tax on insurance premiums
imposed under section 4371 of the Code, nor does it cover a similar
Canadian excise tax on net insurance premiums paid by residents of
Canada for coverage of a risk situated in Canada. Accordingly, the
countries can continue to impose those taxes without restriction.
The exchange of information under the proposed treaty is not
limited to the taxes covered by the treaty. (See Article XXVI (Ex-
change of Information).)

Article II1. General Definitions

Certain of the standard definitions found in most U.S. income tax
treaties are contained in the proposed treaty.

Under the proposed treaty, the term “Canada’” means the territory
of Canada, including any area beyond the territorial seas of Canada
which, in accordance with international law and the laws of Canada, is
an area within which Canada may exercise rights with respect to the
seabed and subsoil and their natural resources. Therefore, income
earned on the Canadian Continental Shelf is covered. This definition
is substantially similar to that contained in the present convention
except that the reference to “the provinces, territories and Sable
Island” has been deleted as unnecessary.

The “United States” means the United States of America, but not
including Puerto Rico, the Virgin Islands, Guam or any other United
States possession or territory. The definition of the United States also
includes, when the term is used ir. a geographical sense, any area
beyond the territorial seas of the United States, which, in accordance
with international law and the laws of the United States, is an area
within which the United States mey exercise rights with respect to
the sea beds and subsoil and their ratural resources. The intent is to
cover the U.S. continental shelf consistent with the definition of con-
tinental shelf contained in section 638 of the Code.

The proposed treaty would define the term “Canadian tax” as mean-
ing the Canadian income taxes described in the taxes covered article
and the term “United States taxes” as meaning the U.S. taxes on in-
come described in that article. The term does not include capital taxes
nor does it include the penalty taxes, excise tax, and social security
taxes which are covered to a limited degree by the treaty.

“Person” includes an individual, an estate or trust, a company and
any other body of persons. A “company” is any body corporate or any
entity which is treated asa body corporate for tax purposes. The Cana-
dian component authority is the Minister of National Revenue or his
authorized representative. The U.S. competent authority is the Secre-
tary of Treasury or his delegate. In fact, the U.S. competent authority
function has been delegated to the Commissioner of the Internal Reve-
nue Service, who has redelegated the authority to the Assistant Com-
missioner (Compliance) with the concurrence, in certain cases involv-



14

ing interpretation, of the Assistant Commissioner (Technical). This
authority has again been redelegated in certain cases to the Director of
International Operations and to the Director, Examination Division.

International traffic means any voyage of a ship or aireraft to trans-
port passengers or property, other than voyages for the principal pur-
poses of transporting passengers or property between places within
a country. Thus, voyages that include stops 1n both countries are not
included if the principal purpose of the voyage is to transport pas-
sengers or property within one country.

The proposed treaty also contains the standard provision that, unless
the context otherwise requires, or the competent authorities of the
two countries establish a common meaning, all terms are to have the
meaning which they have under the law of the particular country
applying the proposed treaty.

Article V. Fiscal Residence

The assignment of a country of residence is important because the
benefits of the proposed treaty generally are available only to a resident
of one of the countries as that term is defined In the treaty. Further-
more, double taxation is often avoided by the treaty assigning one of
the countries as the country of residence where under the laws of the
countries the person might be a resident of both. The term “residence”
is not defined in the present treaty.

Under U.S. law, residence of an individual is important because a
resident alien is taxed on his worldwide income, while a nonresident
alien is taxed only on U.S. source income and on his income that is effec-
tively connected with a U.S. trade or business. The Code, however, does
not define the term. Instead, IRS regulations state that an alien is a
resident of the United States if he is actually present in the U.S. and
is not a mere transient or sojourner. Whether he is a transient is deter-
mined by his intentions as to the length and nature of his stay. (See
Treas. Reg. § 1.871-2(b).) Generally, a corporation is resident in the
United States if it is organized in the United States.

Under the proposed treaty, a person (either an individual or an
entity such as a corporation or partnership) is considered to be a
resident of a country if, under the laws of that country, the person is
subject to taxation by that country because it is his country of domicile,
residence, place of management, place of incorporation, or by reason
of other criterion of a similar nature. An estate or trust will be con-
sidered to be a resident of a country only to the extent that the income
it derives is subject to tax, either in its hands or in the hands of its
beneficiaries by that country.

The provision of the proposed treaty is generally based on the fiscal
domicile article of the U.S. and OECD model tax treaties and
is similar to the provisions found in other U.S. tax treaties. Consistent
with most U.S. income tax treaties, citizenship alone does not establish
residence. As a result, U.S. citizens residing overseas are not entitled
to the benefits of the treaty as U.S. residents. This result is contrary
to U.S. treaty policy as expressed in the U.S. model, but the U.S. model
result is achieved in very few treaties.

A set of rules is provided to determine residence in the case of a
person who, under the basic treaty definition, would be considered
to be a resident of both countries (e.g., a U.S. citizen who is resident in
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Canada). In the case of a dual resident individual, the individual will
be deemed for all purposes of the treaty to be a resident of the coun-
try in which he has a permanent home (where an individual dwells
with his family), his center of vital interests (his closest economic and
personal relations), his habitual abode, or his citizenship. If the resi-
dence of an individual cannot be determined by these tests, the compe-
tent authorities of the countries will settle the question by mutual
agreement.

A corporation that is a dual resident of both the United States and
Canada because of Article IV, and which is created under the laws of
either country (or a political subdivision), will be treated as a resident

- of the country in which first created. Dual residence can arise under
domestic law because Canada treats a corporation as a resident if it is
managed in Canada. Thus, for example, a U.S. incorporated company
with its management in Canada would be resident in Canada under
its internal law. However, under the proposed treaty it would be resi-
dent only in the United States. The residence of a dual resident part-
nership, trust, or estate, and the mode of application of the treaty
to that person will be determined by the competent authorities.

An individual who is an employee performing services of a govern-
mental nature for either country will be treated as a resident of that
country if he is subject to tax by that country as a resident. The same
rule applies to an employee of a local government of one of the coun-
tries. Such an individual’s spouse and children are also residents of the
country that employs him, provided they too are subject to tax by that
country as a resident. Under this rule, a U.S. citizen or resident who
is employed by the U.S. in a foreign country would be considered a
U.S. resident under the treaty.

Article V. Definition of Per t Establish t

The proposed treaty contains a definition of the term “permanent
establishment” which generally follows the pattern of other recent
U.S. income tax treaties, the U.S. model and the OECD model.

The permanent establishment concept is one of the basic devices used
in income tax treaties to avoid double taxation. Generally, an enter-
prise that is a resident of one country is not taxable by the other coun-
try on its business profits unless those profits are attributable to a
permanent establishment of the resident in the other country. In ad-
dition, the permanent establishment concept is used to determine
whether the reduced rates of, or exemption from, tax provided for
dividends, interest, and royalties are applicable, or whether those
amounts will be taxed as business profits. U.S. taxation of business
profits is discussed under Article VII (Business Profits).

In general, a permanent establishment is a fixed place of business
through which a resident of one country engages in business in the
other country. A permanent establishment includes a place of manage-
ment, a branch, an office, a factory, a workshop, and a mine, an oil or
eas well, a quarry, or other place of extraction of natural resources. It
also includes any building site, construction or installation project, if
the site or project lasts for more than 12 months.

The use of a drilling rig or ship in a country to explore for or ex-
ploit natural resources also gives rise to a permanent establishment if
the .ufle in that country is for more than three months in any 12 month
period.
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If a resident of one country maintains an agent in the other country
who has, and regularly exercises, the authority to enter into contracts
in that other country in the name of the resident, then the resident will
be deemed to have a permanent establishment in the other country with
respect to the activities which the agent undertakes on its behalf. This
rule does not apply where the contracting authority is limited to those
activities such as storage, display, or delivery of merchandise which
are excluded from the definition of permanent establishment. The pro-
posed treaty contains the usual provision that the agency rule will not
apply if the agent is a broker, general commission agent, or other agent
of independent status acting in the ordinary course of its business.

This general rule is modified to provide that a fixed place of busi-
ness that is used solely for any or all of a number of specified
activities will not constitute a permanent establishment. These activ-
ities include the use of facilities for storing, displaying, or delivering
merchandise belonging to the resident or for the maintenance of a
stock of goods belonging to the resident for storage, display, or deliv-
ery, or for processing by another person. These activities also include
the maintenance of a fixed place of business for the purchase of goods
or merchandise or the collection of information, for advertising or sci-
entific research, or any other preparatory or auxiliary activities for
the resident.

Thus, any activity that is preparatory or auxiliary in nature would
not be treated as giving rise to a permanent establishment, even though
the activity is not specifically mentioned in the proposed treaty.

The determination of whether a company of one country has a per-
manent establishment in the other country is to be made without regard
to the fact that the company may be related to a resident of the other
country or to a person who engages in business in that other country.
The relationship is thus not relevant; only the activities of the com-
pany being tested are relevant.

The proposed treaty would make certain changes in the present
treaty that could generally limit the cases in which a permanent estab-
lishment exists. The proposed treaty would eliminate the rule in the
present treaty that includes as a permanent establishment the use by a
resident of one country of substantial equipment in the other country.
The proposed treaty would also eliminate the provision of the present
treaty under which a business is considered to have a permanent estab-
lishment if it carries on business in a country through an agent or
empl(gfee who has a stock of goods or merchandise from which he regu-
larly fills orders that he receives.

The proposed treaty specifically states that its provisions are to be
applied in determining whether any person has a permanent estab-
lishment in any country. Thus, the provisions are to be applied to deter-
mine whether a resident of a country other than Canada or the United
States has a permanent establishment in Canada or the United States,
and whether a person resident in Canada or the United States has a
permanent establishment in a third country.

Article VI. Income from Real Property

Under the proposed treaty, income from real property may be
taxed in the country where the real property is located. For purposes
of the treaty, real property will generally have the meaning pro-
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vided under the laws of the country where the property is located,
but will in any case include property which is accessory to real prop-
erty rights, usufruct of real property, and rights to certain payments
regarding natural resources. The term also includes options or similar
rights with respect to real property. Ships, boats, and aircraft will
not be considered real property.

Income from real property includes income from the direct use or
renting of the property. It also includes royalties and other payments
in respect of the exploitation of natural resources (e.g., oil wells) and
gains on the sale, exchange, or other disposition of the royalty rights
or the underlying natural resource. It does not include interest on
loans secured by real property.

Under Article XI1I (Gains), gains on the sale, exchange or other
disposition of the property may also be taxed by the country where
the property is located. Also, gain from the disposition of stock in a
company whose assets consist, directly or indirectly, principally of
real estate may generally be taxed in the country in which the com-
pany’s real estate 1s located.

Generally, gain realized by a nonresident alien or a foreign corpora-
tion from the sale of a capital asset is not subject to U.S. tax unless
the gain is effectively connected with the conduct of a U.S. trade or
business or, in the ease of a nonresident alien, he is physically present
in the United States for at least 183 days in the taxable year. How-
ever, under the Foreign Investment in Real Property Tax Act of
1980, as amended, a nonresident alien or foreign corporation is taxed
by the United States on gain from the sale of a U.S. real property
interest, as if gain was eéectively connected with a trade or business
conducted in the U.S. The real estate provision of Article XIII gen-
erally would not restrict the right of the United States to tax the gain
from the sale of U.S. real estate under the provisions of the 1980 leg-
islation or any similar but later enacted legislation. It also retains the
right of the United States to impose relevant reporting or withholding
requirements. However, language of the article would limit the right
of the United States to tax Canadian investors on their sales of their
interests in U.S. corporations or other entities holding U.S. real estate
under the legislation.

The present convention permits a resident of one country to elect
to be taxed on income from real property in the other country on a
net basis. The proposed treaty does not contain that election, but such
an election is provided for United States real property income under
the Code. Also, the present treaty limits the tax a country may impose
on rental or royalty income from real property to 15 percent. There is
no limit in the proposed treaty. Under its domestic law, Canada would
presently impose a 25 percent tax.

Article V1I. Business Profits

U.S. Code rules—United States law separates the business and in-
vestment income of a nonresident alien or foreign corporation. A non-
resident alien or foreign corporation is subject to a flat 30 percent (or
lower treaty rate) rate of tax on its U.S. source income if that income
is not effectively connected with the conduct of a trade or business
within the United States. The regular individual or corporate rates
apply to U.S. source income which is effectively connected with the
conduct of a trade or business within the United States.
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The taxation of income as business or investment income varies
depending upon whether the income is U.S. or foreign. In general, U.S.
source periodic income, such as interest, dividends, rents, wages, and
capital gains, is effectively connected with the conduct of a trade or
business within the United States only if the asset generating the in-
come is used in or held for use in the conduct of the trade or business,
or if the activities of the trade or business were a material factor in
the realization of the income. All other U.S. source income is treated
as effectively connected income. .

Foreign source income is effectively connected income only if the
foreign person has an office or other fixed place of business in the
United States and the income is attributable to that place of business.
Only three types of foreign source income can be effectively connected
income ; rents and royalties derived from the active conduct of a‘hcen.s-
ing business; dividends, interest, or gain from stock or debt derived in
the active conduct of a banking, financing or similar business in the
United States; and certain sales income attributable to a United States
sales office. .

Except in the case of a dealer, the trading in stocks, securities or
commodities in the United States for one’s own account does not con-
stitute a trade or business in the United States and accordingly income
from those activities is not taxed by the U.S. as business income. This
concept includes trading through a U.S. based employee, a resident
broker, commission agent, custodian or other agent or trading by a
toreign person physically present in the United States.

Proposed treaty rules.—Under the proposed treaty, business profits
of an enterprise of one country are taxable in the other country only to
the extent they are attributable to a permanent establishment in the
other country through which the enterprise carries on, or has carried
on, business. This is one of the basic limitations on a source country’s
right to tax income of a nonresident.

he taxation of business profits under the proposed treaty differs
from United States rules for taxing business profits primarily in
requiring more than merely being engaged in trade or business before
a country can tax business profits. Under the Internal Revenue Code,
all that is necessary for effectively connected business profits to be
taxed is that a tracf; or business be carried on in the United States.
Under the proposed treaty, on the other hand, some level of fixed place
of business must be present.

The Eroposed treaty permits a country to tax business profits at-
tributable to a permanent establishment that no longer exists. Thus,
a country may tax business profits received in a year after the
permanent establishment to which those business profits are attribut-
able has been terminated. This rule applies to business profits received
after the proposed treaty comes into force that are attributable to a
permanent establishment that terminated before the proposed treaty
came into force.

Unlike most U.S. treaties and the U.S. model, the proposed treaty
does not define the term “business profits.” Thus, to the extent not
dealt with in other Articles, the term will be defined under the law of
the two countries. If the definitions cause double taxation, the compe-
tent authorities could agree on a common meaning of the term.
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The business profits of a permanent establishment are determined on
an arm’s-length basis. Thus, there is to be attributed to a permanent
establishment the business profits which would reasonably be expected
to have been derived by it if it were an independent entity engaged
in the same or similar activities under the same or similar conditions
and dealing at arm’s-length with the resident enterprise of which it is
a permanent establishment, or with any other person related to the
resident. Thus, for example, this arm’s-length rule applies to transac-
tions between the permanent establishment and a branch of the resi-
dent enterprise located in a third country. Amounts may be attributed
whether they are from sources within or without the country in which
the permanent establishment is located.

In computing taxable business profits, deductions are allowed for
expenses, wherever incurred, which are incurred for purposes of
the permanent establishment. These deductions include a reasonable
allocation of executive and general administrative expenses, interest,
research and development, and other expenses which are incurred for
purposes of the enterprise as a whole (or for purposes of that part of
the enterprise which includes the permanent establishment). Thus, for
example, a U.S. company which has a branch office in Canada but
which has its head office in the United States will, in computing the
Canadian tax liability of the branch, be entitled to deduct a portion of
the executive and general administrative expenses incurred in the
United States by the head office for purposes of administering the
Canadian branch. However, a country is not required to permit a
deduction for an expense that is not by reason of its nature generally
deductible under its tax laws.

Business profits will not be attributed to a permanent establishment
merely by reason of the purchase of merchandise by a permanent estab-
lishment for the account of the enterprise or by reason of the provision
of executive, managerial or administrative facilities or services for the
resident. Thus, where a permanent establishment purchases goods for
its head office, the business profits attributed to the permanent estab-
lishment with respect to its other activities will not be increased by a
profit element on its purchasing activities. Likewise, the permanent
establishment could be the headquarters office for the company with-
out being taxed in the country on profits generated by that activity.

‘Where business profits include items of income which are dealt with
separately in other articles of the treaty, those other articles, and not
this business profits article, will govern the treatment of those items
of income. Thus, for example, film rentals are taxed under the provi-
sions of Article XII (Royalties), and not as business profits.

Under the proposed treaty, the only business profits that can be
attributed to a permanent establishment are those derived from the
assets or activities of the permanent establishment. In some cases, this
rule is somewhat more restrictive than the Code rule that treats all
U.S. source income, other than investment type income, as effectively
connected income.

Article VIII. Transportation
As a general rule, the United States taxes the U.S. source income of

a foreign person from the operation of ships or aircraft to or from the
United States. An exemption from U.S. tax is provided if the ship or
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aireraft is documented under the laws of a foreign country that grants
an equivalent exemption to the U.S. citizens and corporations. The
United States has entered into agreements with a number of countries
under which that country grants an exemption which results in the
United States exempting that country’s shipping.

The proposed treaty provides that income which is derived by a
resident of one country trom the operation of ships and aircraft in’in-
ternational tratlic are exempt from tax by the other country. Likewise,
gains derived by a resident of one country from the disposition of
ships or aircraft used principally in international traffic are exempt
{1om tax in the other country. lnternational traflic means any trans-
portation by ship or aircraft, except where the transportation 1s solely
bptwe)een places in the other country (Article IT1(1)(d) (Detini-
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