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INTRODUCTION

This pamphlet provides an explanation of the proposed income
tax treaty between the United States and Canada as amended by
two proposed protocols. The proposed treaty was signed on Septem-
ber 26, 1980, and was amplified by an exchange of notes signed the
same date. The proposed first protocol was signed on June 14, 1983,
and was also amplified by an exchange of notes signed the same
date. A competent authority agreement, to be renewed on ratifica-
tion of the proposed treaty, was concluded on January 26, 1984.
The proposed second protocol was signed on March 27, 1984. A
similar treaty between the two countries, effective since 1942, is
currently in force. The proposed treaty and proposed protocols have
been scheduled for a public hearing on April 26, 1984, by the
Senate Committee on Foreign Relations.

Before amendment by the two proposed protocols, the proposed
treaty was the subject of hearings before the Senate Committee on
Foreign Relations on September 24, 1981.1 The committee did not
issue a report with respect to the proposed treaty before amend-
ment by the proposed protocols.

The proposed treaty is similar to other recent U.S. income tax
treaties, the proposed 1981 U.S. model income tax treaty (the “U.S.
model treaty’”), and the model income tax treaty of the Organiza-
tion of Economic Cooperation and Development (the “OECD model
treaty”). However, there are certain important deviations from the
U.S. model treaty, in part reflecting the close economic and physi-
cal 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 invest-
ment and U.S. tax treaties in general. This is followed in part
:hree by a detailed, article-by-article explanation of the proposed

reaty.

'For a description of the treaty before amendment, see Staff of the Joint Committee on Tax-
ation, “Explanation of Proposed Income Tax Treaty Between the United States and Canada,”
JCS-48-81, September 22, 1981,
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I. SUMMARY
In General

The principal purposes of the proposed income tax treaty be-
tween the United States and Canada are to reduce or eliminate
double taxation 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 intended 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 sit-
uations, its right to tax income derived from its territory by resi-
dents 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 and XIV). Similarly, the treaty contains the
standard “commercial visitor”” exemptions under which residents of
one country performing personal services in the other will not be
required to file tax returns or pay tax in the other unless their con-
tact with the other exceeds certain specified minimums (Articles
XIV, XV, XVI, and XVII). The proposed treaty provides that divi-
dends, 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, XII, and XIII). Generally, however, dividends, interest, and
royalties received by a resident of one country from sources within
the other country are to be taxed on a restricted basis by the
source country (Articles X, XI, and XII).

In situations where the country of source retains the right under
the proposed treaty to tax income derived by residents of the other
country, 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 treaty had not come into
effect (Article XXIX). In addition, it contains the standard provi-
sion that the treaty will not be applied 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

®)
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(Article XXIX); that is, the treaty will be applied only to the bene-
fit of taxpayers.

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 the
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. citizens. 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 local law sometimes
controls which profits are attributed to a permanent establishment
and 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 resi-
dence to the other country is taxable only in the country of the car-
rier’s residence. Also, the countries give up the right to tax income
that a resident 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 general-
ly seeks a 5 percent limit on direct dividends. The present treaty,
however, 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 Cana-
dian 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 (Arti-
cle XI), the same as under the present treaty. Exemptions are pro-
vided in some limited cases such as interest on commercial credit.
The U.S. model exempts interest from tax at source (provides a
zero rate). A zero rate is not generally achieved in U.S. treaties,
but it has been achieved in some cases 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 roy-
alties and thus may be taxed at source at 10 percent. The present
treaty allows a 15 percent rate generally, and also exempts copy-
right royalties from tax at source. The U.S. model exempts royal-
ties from tax at source. It does not distinguish between copyright
and other royalties.

(8) The language of the capital gains provisions (Article XIII)
would give Canadians who owned U.S. real estate on the date the
treaty is signed a step-up in basis for purposes of computing gain
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on the sale of the property to the effective date of the treaty. 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 XXI). 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,
:onsiderably broader than the limited provision in the present

reaty.

(11) The proposed treaty would exempt certain entities (such as
charitable organizations) that are tax-exempt in their home coun-
tries from tax in the other country. An exemption from tax at
source is also provided for dividends and interest paid to pension
plans and feeder entities resident in the other country. An exemp-
tion from the U.S. excise tax on private foundations is provided a
Canadian exempt organization that receives substantially all of its
support from non-U.S. persons.

(12) The proposed treaty contains a provision designed to limit its
benefits to residents of the two countries that is narrower than
similar provisions in the U.S. model treaty and some other recent
treaties.

(18) The second protocol to the proposed treaty prevents the
United States from taxing social security payments made to Cana-
dian residents who are not U.S. citizens. The U.S. model, and some
recent U.S. treaties, retain the right of the United States to tax
these payments.

Issues

. The proposed treaty (and proposed protocols) presents the follow-
ing 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 is 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. A further concern is that Canada may require higher
equity-debt ratios of foreign-owned corporations than of Canadian-
owned corporations.

The U.S. model and most recent U.S. income tax treaties gener-
ally contain a nondiscrimination clause that obligates the treaty
countries to tax local corporations owned by residents of the other
country no more harshly than locally owned local corporations.
The United States frequently agrees by treaty to treat U.S. corpo-
rations owned by residents of the treaty partner as well as it treats
U.S. corporations owned by U.S. persons. The nondiscrimination
provision of the proposed treaty, however, applies a “most favored
nation” approach by requiring each country to treat domestic cor-
porations owned by residents of the other country as well as it
treats domestic corporations owned by residents of any third coun-
try. Thus, the proposed treaty would indirectly obligate the United
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States to treat U.S. corporations owned by Canadians as well as it
treats U.S. corporations owned by U.S. persons. Canada, by con-
trast, has not promised in any of its treaties to treat foreign-owned
Canadian corporations as well as Canadian-owned Canadian corpo-
rations. Therefore, Canada need not treat U.S.-owned Canadian
corporations as well as it treats Canadian-owned Canadian corpora-
tions. On the one hand, it could be argued that this nondiscrimina-
tion provision represents a significant concession by the United
States without a corresponding Canadian concession. On the other
hand, it can be argued that U.S. internal law does not discriminate
against foreign-owned U.S. corporations, so that the United States
has not made a significant concession on this point.

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 insist-
ence of Canada, the nondiscrimination provision in the proposed
treaty is not so 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. treaty guidelines. However, the nondiscrimination provision
in the proposed treaty is much broader than that contained in the
present treaty with Canada which applies only to individual U.S.
citizens resident in Canada. 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
discriminate against U.S. investors in circumstances not generally
permitted in tax treaties. At the present, staff does not have suffi-
cient information to identify and evaluate the provisions of Canadi-
an tax law which may be viewed as discriminating against U.S. in-
vestors 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
investment income paid to residents of the other country. The pro-
posed 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 min-
eral royalties will be increased to the Canadian statutory rate (25
percent of the gross amount of the royalties). (The U.S. tax will in-
crease to 30 percent of the gross royaﬁ':ies‘) In an exchange of notes
accompanying the first protocol, the countries have promised to ne-
gotiate if either increases its statutory rate. The U.S. and OECD
Ixig;iels do not contain a limitation on the taxation of mineral roy-
alties.

(3) Real property.—Under the proposed treaty, certain Canadian
investors get an effective step-up in the basis of their U.S. real
property interests (for purposes of computing the U.S. tax on sale
of the property interests) to the effective date of the new treaty.
This treatment generally applies if a Canadian investor either
owned the interest on September 26, 1980, the date of signature of
the proposed treaty, or acquired it in a non-recognition transaction
from a Canadian investor who owned it on that date. Residents of
other countries will not get this kind of basis step-up for U.S. tax
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purposes. Some may argue that Canadian investors should not
obtain such preferential treatment on their U.S. real estate invest-
ments. Conversely, others may argue that the limitations on taxing
real estate related gains should be expanded to protect U.S. inves-
tors in Canada from Canadian tax.

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

The proposed treaty will allow treaty exemption for U.S. real
estate gains of Canadian investors through the first taxable year
that begins on or after January 1 of the year of ratification. If rati-
fication occurs in late 1984, then U.S. real estate gains of Canadian
investors will generally be exempt through at least all of 1985. In
the case of a taxpayer with a fiscal year beginning December 1,
gains will be exempt through November 30, 1986. Treaty exemp-
tion for non-Canadian investors will end at the end of 1984.

In imposing tax on foreign persons who dispose of U.S. real prop-
erty interests, Congress provided a special rule for any new treaty
that is renegotiated to resolve conflicts between an existing treaty
and the US. tax. The Act imposing the tax (the Foreign Invest-
ment in Real Property Tax Act, included in Public Law 96-499) pro-
vided that any new treaty that resolved such conflicts and that was
signed before January 1, 1985, could delay imposition of the tax
until the date (not later than two years after the new treaty was
signed) specified in the new treaty. The proposed first protocol re-
solves conflicts between the existing treaty and the U.S. tax. How-
ever, it delays imposition of the tax for a greater period than that
contemplated by Congress. That protocol was signed on June 14,
1983. This raises the issue whether the treaty should extend the ef-
fective date of the U.S. tax beyond June 14, 1985, the date two
years after signature of the protocol resolving the conflicts.

Moreover, this delayed effective date may allow certain Canadian
investors additional time to avoid virtually all U.S. and Canadian
tax on the appreciation of the U.S. real property prior to the de-
layed effective date. For example, assume that a Candian corpora-
tion owns all the shares of a U.S. corporation whose principal asset
is U.S. real property that it uses in U.S. business. The U.S. corpora-
tion liquidates into the Canadian corporation. That transaction is
free of Canadian tax, and the Canadian corporation takes a
stepped-up basis for Canadian tax purposes in the U.S. real proper-
ty. The transaction is also exempt from U.S. tax under the current
treaty. The Canadian corporation takes a carryover basis for U.S.
tax purposes, but if it sells the property before the delayed effective
date, the sale may be free of U.S. tax. The sale will bear Canadian
tax only to the extent of the appreciation between the liquidation
and the sale. This example presents the issue whether a transfer
during this extra year should avoid any significant U.S. or Canadi-
an tax on appreciation that occurs before the delayed effective date
of the proposed treaty, even for property not eligible for the trea-
ty’s step-up rule. The committee could make clear its view that a
proper purpose of income tax treaties is to prevent double taxation,
but that, as a general matter, treaties should not eliminate U.S.
tax on income that is not subject to tax in any other country.
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(4) Exempt organizations.—Unlike other U.S. tax treaties, the
proposed treaty would exempt charitable organizations of either
country from tax imposed by the other. In addition, Canadian pri-
vate foundations which receive substantially all their support from
non-U.S. persons would be exempt from the 4-percent U.S. excise
tax on income of private foundations. An exemption is also provid-
ed for pension funds and feeder entities but the exemption is limit-
ed to interest and dividends received from sources within the other
country.

() gonventions.—The proposed treaty contains a provision that

would permit U.S. persons to deduct for U.S. income tax purposes
those expenses incurred in attending business conventions in
Canada. At the time this provision was negotiated, deductions for
conventions held in all foreign countries, including Canada, were
subject to substantial restrictions pursuant to amendments to the
Code made by the Tax Reform Act of 1976. 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. (In 1983, the Code was amended to permit deduc-
tions for conventions in certain Caribbean Basin countries that ex-
change tax information with the United States.) Accordingly, the
treaty provision would not have any impact on U.S. taxpayers at-
tending Canadian conventions. Unless a contrary intention is ex-
pressed by the Senate, however, the inclusion of this provision in
the treaty could be taken as precedent for other negotiations. It
should be noted that Canada also has statutory provisions denying
Canadian taxpayers deductions for attending foreign business con-
ventions, so the principal impact of the provision is to allow Cana-
dians deductions for Canadian tax purposes for attending business
conventions in the United States.
. (6) Foreign tax credit.—One issue involving the foreign tax credit
is which Canadian taxes are creditable for U.S. purposes. Treas-
ury’s technical explanation says that the Canadian general corpo-
rate tax will continue to be creditable even though Canada imposes
a flat rate tax on natural resource income that is not deductible in
computing the general corporate tax. Canada has imposed a flat
raze tax on natural resource income with an effective 12-percent
rate.

Another issue is whether Canadian taxes that are creditable only
by virtue of the treaty should be permitted to offset U.S. tax on
income from other foreign countries. Before amendment by the
proposed protocol, the proposed treaty would not have allowed that
result. After amendment by the proposed protocol, the proposed
treaty allows that result. If the treaty allows taxpayers to credit
otherwise noncreditable Canadian taxes that are high, U.S. taxpay-
ers who pay such taxes may have an incentive to invest in low tax
foreign countries rather than in the United States. However, the
Canadian taxes that the treaty specifically makes creditable might
very well be creditable anyway under Treasury regulations.

(7) Imputation credit.—Canada has a modified “imputation” cor-
porate tax system that provides some relief to resident sharehold-
ers from the double taxation of corporate earnings. Individual
shareholders resident in Canada who receive dividends from a Ca-
nadian corporation must gross up that dividend by 50 percent of
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the dividend. The full dividend plus the gross-up is included in
income and is taxed. However, an individual shareholder may
credit an amount equal to one-half of the dividends against his tax
liability. Nonresident shareholders do not receive the imputation
credit under Canadian law. Accordingly, nonresident shareholders
may be subject to a higher combined corporate and personal tax
than a Canadian shareholder would be. Relief is granted to U.S.
shareholders under the U.S. treaties with France and the United
Kingdom, which have imputation corporate tax systems similar to
Canada’s. The issue raised is whether the United States should
insist on greater relief for its shareholders in Canadian companies.
The reduction of the dividend withholding tax does provide some
relief. However, the imputation credit may give Canadian share-
holders a greater Canadian tax reduction than the withholding tax
reduction gives comparable U.S. shareholders.

(8) Canadian legislation interpreting treaties.—On June 23, 1983,
the Canadian Government introduced legislation (the proposed
“Income Tax Conventions Interpretation Act”) in Parliament that
would provide that, absent an indication to the contrary, undefined
treaty terms are to have the meaning that they have under inter-
nal law as it changes from time to time. This legislation would
overrule The Queen v. Melford Developments, Inc., 82 Dominion
Tax Cases 6281 (1982), decided by the Supreme Court of Canada,
which held that such treaty terms have the meaning they had
under internal law at the time of the making of the treaty.

That proposed Canadian legislation would provide that, notwith-
standing any tax treaty, Canada includes and has always included
the Canadian Continental Shelf. Therefore, Canada would have the
right to tax income arising on its Continental Shelf. The proposed
treaty does not affect that proposed legislation. Under the proposed
treaty, income earned on the Canadian Continental Shelf would be
subject to Canadian tax. Under the present treaty, there is no ex-
plicit reference to the Canadian Continental Shelf, and thus the
treatment of the Canadian Continental Shelf is unclear. The retro-
active application of the legislation’s proposed definition of Canada
was of particular concern to U.S. drilling contractors that operated
on the Canadian Continental Shelf.

The Canadian Government has reintroduced the proposed
Income Tax Conventions Interpretations Act, but has made it pro-
spective for taxable years endirg after June 23, 1983. In addition, a
January 26, 1984, competent authority agreement has substantially
restricted the ability of Canada to impose tax on drilling contrac-
tors that operate on the Canadian Continental Shelf. This restric-
tion applies retroactively as well as prospectively.

In addition, the proposed Income Tax Interpretations Act con-
tains a provision designed to prevent non-Canadian taxpayers from
using treaties to lower their Canadian taxes below the taxes that
comparable Canadian taxpayers would pay. The current U.S.-
Canada treaty allows, in computing the profits of a Canadian per-
manent establishment of a U.S. resident, the deduction of all ex-
penses reasonably allocable to that permanent establishment.
Canada does not allow taxpayers (whether or not Canadian resi-
dents) to deduct certain expenses, including the petroleum and gas
revenue tax or provincial income or mining taxes or resource royal-
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ties. Canada, by statute, allows a “resource allowance” deduction;
this deduction is at least in part in lieu of a deduction for these
actual expenses incurred in the petroleum business. Some U.S. tax-
payers with Canadian permanent establishments contend that they
may deduct, for Canadian purposes, both (1) the statutory resource
allowance and (2) the actual expenses that Canada’s statute makes
nondeductible. The proposed Canadian legislation makes it clear
that nonresidents of Canada that do business in Canada through
Canadian permanent establishments may deduct only the amounts
deductible by a comparably situated Canadian resident. This legis-
lative provision, too, will apply only to taxable years ending after
June 23, 1983. The proposed treaty, too, makes it clear that it does
not allow a permanent establishment to deduct any expenditure
that is not generally allowed under the tax laws of the country
where the permanent establishment is located.

(9) Anti-treaty shopping provisions.—Many recent U.S. treaties
(and the U.S. model) contain provisions that limit the use of the
treaty by corporations and other legal entities to those that are
controlled by persons who are residents of the treaty partner. The
purpose of these provisions is to prevent third country residents
from establishing an entity in a treaty partner to take advantage
of reduced withholding rates or other treaty benefits (“treaty shop-
ping”). The proposed treaty contains only {imited anti-treaty shop-
ping provisions. These provisions deny treaty benefits only to cer-
tain trusts and to Canadian nonresident owned investment compa-
nies. While an argument might be made that a broader anti-treaty
shopping provision is appropriate, Canada is a high tax countrsy
that imposes taxes on resident entities at rates comparable to U.S.
rates. Canada also imposes significant withholding taxes on pay-
ments from Canadian entities to foreign investors. Also, Canada
has a history of concern about tax avoidance and evasion. The one
concern would be that abuse possibilities could develop in the
future, and it has proved difficult to renegotiate treaties once
abuses develop.

(10) Exemption for social security payments to Canadian resi-
dents.—In 1983, Congress imposed a 30-percent withholding tax on
one-half of the amount of social security benefit payments to non-
resident aliens. The proposed treaty, as amended by the proposed
second protocol, prevents the United States from taxing benefit
payments to Canadian residents (unless they are U.S. citizens). The
U.S. model treaty retains the right of the United States to tax
these payments. Some existing treaties, however, such as those
with Japan and the United Kingdom, prevent U.S. taxation of
social security payments made to residents of the treaty partner
(unless they are U.S. citizens). In imposing the tax on social securi-
ty benefit payments to nonresident aliens, Congress indicated that
it did not intend to override treaties in force at the time of the en-
actment of the legislation. This treatment in the proposed treaty
raises the issue whether new treaties, submitted for ratification
after imposition of the tax on social security benefit payments to
nonresident aliens, should prevent imposition of that tax.

(11) Denial of Canadian tax deductions for advertising carried by
U.S. broadcasters.—In 1976, the Canadian Parliament amended the
Canadian tax law to deny deductions, for purposes of computing
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Canadian taxable income, for an advertisement directed primarily
to a market in Canada and broadcast by a foreign television or
radio station. This provision, which supplemented a similar provi-
sion for print media, became fully effective in 1977. The purpose of
this provision was to strengthen the market position of Canadian
broadcasters along the U.S.-Canadian border.

At the time Canada adopted this provision, the United States
and Canada were renegotiating the income tax treaty between the
two countries. The Treasury Department negotiators raised U.S.
concerns with the Canadians, but the Canadian negotiators did not
negotiate on the subject of this provision. The proposed treaty does
not address the issue.

The Senate Committee on Finance has reported a bill (H.R. 3398)
that includes a provision that would deny deductions or expenses of
advertising primarily directed to U.S. markets and carried by a for-
eign broadcaster, if the broadcaster were located in a country that
denied its taxpayers a deduction for advertising directed to its mar-
kets and carried by a U.S. broadcaster. Although the bill does not
mention Canada by name, Canada is the only known country to
which the bill would apply. The Senate began consideration of that
bill on March 2, 1984, but returned it to the calendar on that date
by unanimous consent.



II. OVERVIEW OF UNITED STATES TAXATION OF INTERNA-
TIONAL TRADE AND INVESTMENT AND TAX TREATIES

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 taxes non-
resident alien individuals and foreign corporations on their U.S.
source income which is not effectively connected with the conduct
of a trade or business in the United States (sometimes referred to
as “noneffectively connected income”). They are also taxed on their
U.S. source income and certain limited classes of foreign source
income which is effectively connected with the conduct of a trade
or business in the United States (sometimes referred to as “effec-
tively connected income.”)

Income of a nonresident alien or foreign corporation which is ef-
fectively 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 comput-
ing effectively connected taxable income, but only if and to the
extent they are related to income that is effectively connected.

U.S. source fixed or determinable annual or periodical income
(including interest, dividends, rents, salaries, wages, premiums, and
annuities) that is not effectively connected income and that is re-
ceived by a nonresident alien or foreign corporation is subject to
tax at a rate of 30 percent of the gross amount paid. This tax is
often reduced or eliminated in the case of payments to residents of
countries with which the United States has an income tax treaty.

The 30-percent (or lower treaty rate) tax imposed on U.S. source
noneffectively connected income paid to foreign persons is collected
by means of withholding (hence these taxes are often called with-
holding taxes).

Certain exemptions from the gross tax are provided. Bank ac-
count interest is defined as foreign source interest and, therefore, is
exempt. Exemptions are also provided for certain original issue dis-
count and for income of a foreign government from investments in
U.S. securities<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>