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INTERNATIONAL CORPORATE
STRUCTURES AND THE NEW PROTOCOL
- TO THE
CANADA-U.S. INCOME TAX CONVENTION

By Martha O’Brien*

(hereinafter the “Protocol” and the “Convention” respectively) was ratified on

November 9, 1995 and became effective, for the majority of its provisions, on
January 1, 1996.2 While in general the Protocol reduces tax barriers to trade and
investment between Canada and the U.S. for both individuals and corporations,
complex new limitation on benefits or “anti-treaty shopping” rules could have severe
and unanticipated effects for some Canadian trusts and corporations. This article
will analyze new Article XXIX A of the Convention as it applies to Canadian resident
corporations, and describe some of the practical effects and pitfalls that corporate
and commercial, as well as tax lawyers, will want to be aware of when advising their
clients who have U.S. interests or who are planning expansion into the U.S.

The Third Protocol to the Canada-United States Income Tax Convention, 1980!

BACKGROUND TO TAX TREATIES
Canada has approximately 60 bilateral taxation conventions or treaties, the objec- -
tives of which include the encouragement of trade between Canada and the other
Contracting State by prevention of double taxation of the same taxpayer in respect
of the same income by both Contracting States. Double taxation typically occurs
when a person is considered, according to the respective domestic laws of the Con-
tracting States, to be subject to taxation in both Contracting States, or where a resi-
dent of one Contracting State has income derived in the other Contracting State that
is taxable by that other State.

The benefits of tax treaties are generally available to individuals, corporations and
other entities which are residents of the Contracting States. The issue of residence
is one which could be, and has been, the exclusive subject of papers much longer
and more detailed than this one. For the purpose of this discussion, the important
rule is that a corporation incorporated in Canada after April 26, 1965, or, if incorpo-
rated before April 27, 1965 and which has in any year been resident in or carried on
business in Canada, or which has been continued in Canada, is a resident of Canada
under Canadian law and the Convention, even where it is managed or controlled out-
side of Canada.

A critical provision in most tax treaties is a “tie-breaker” rule, which ensures that
a taxpayer is resident, and therefore taxable on world income, in only one of the Con-
tracting States. Another typical treaty benefit is reduced rates of income tax
imposed by the Contracting State of source on dividends, branch profits, interest
and royalties paid to a resident of the other Contracting State. Certain types of cross-
border income may be exempted from tax in either the country of source or the
country of residence.

* Ms. O’Brien practises as a tax specialist with Coopers & Lybrand's Vancouver office. She wishes to
thank her colleague Brad Sakich, C.A., for many helpful additions and comments.
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Where there is no applicable tax treaty, Canada imposes a general income tax (or
withholding tax) of 25% on the income of non-residents that has its source in
Canada.* The U.S. general withholding tax rate is 30%.5

EFFECT OF THE PROTOCOL
Under the Convention, withholding tax rates were already reduced to 10 or 15 per-
cent on most cross-border payments between the U.S. and Canada. The Protocol sig-
nificantly reduces withholding tax rates on cross-border direct dividends,$ branch
profits” and interest,8 and expands the categories of royalties® and interest pay-
ments!® that are exempt from withholding tax. However, the Protocol also contains
provisions that deny treaty benefits to certain Canadian resident corporations and
trusts that up to now have been entitled to treaty benefits.!" Where treaty benefits
are denied, these Canadian corporations and trusts will be subject to a doubling or
tripling of the withholding tax imposed on their U.S. source income. Since Canada
provides a foreign tax credit (or, alternatively, a deduction from income) that allows
a Canadian resident to deduct foreign tax paid from the Canadian tax that would oth-
erwise be payable on the same income, only in a few circumstances will denial of
treaty benefits ultimately result in higher total Canadian and U.S. tax payable. How-
ever, there could be sé.vere cash flow consequences for Canadian businesses that
lose their entitlement to treaty benefits under the Protocol, particularly if the impo-
sition of higher withholding tax rates was unanticipated.

A comparison of the pre-1996 Convention withholding tax rates and the Protocol
withholding tax rates is set out below.

Pre-1996 1996 1997 and after
Dividends!? .

a. direct 10% 6% 5%

b. portfolio 15% 15% 15%
Branch Profits 10% 6% -5%
Interest - ' 15% 10% 10%
Royalties!3 10% 10% : 10%

THE LIMITATIONS ON BENEFITS PROVISIONS

General

As mentioned above, the limitation on benefits, or anti-treaty shopping provisions in
Article XXIX A of the Protocol effectively deny the benefits of the Convention to cer-
tain Canadian residents which previously were entitled to treaty benefits. There is
no reciprocal provision denying benefits to certain U.S. residents. The technical
explanation' to the Protocol, prepared by the U.S. Treasury Department and
accepted by the Minister of Finance for Canada as accurately reflecting understand-
ings reached in the course of negotiations as to the interpretation and application of
the Protocol, states that Canada prefers to combat treaty-shopping abuses by rely-
ing on general anti-avoidance rules.!

Treaty shopping is generally understood to refer to the use of conduit entities,
such as corporations, partnerships or trusts; resident in a country that has an
advantageous tax treaty with the country where business or investment is to be
undertaken, by persons who are not residents of a Contracting State and therefore
would not otherwise be entitled to the treaty benefits. For example, a company
incorporated in Canada, owned and controlled by residents of the Cayman Islands,
and doing business in the U.S., would, prior to the coming into force of the Protocol,
be entitled to the benefits of the Convention in respect of its U.S. source income,
even though the company is controlled by residents of a tax haven. The appropri-
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ateness of denial of treaty benefits in this kind of situation is not contentious. How-
ever, the anti-treaty shopping rules in the Protocol may apply in situations where
there is no treaty shopping intention or effect and no actual abuse of the Convention
can be demonstrated. Even some corporations that are entirely Canadian owned
may be affected.

Another objection to the limitation on benefits (“LOB") provisions is their com-
plexity and ambiguity. The technical explanation will be of some assistance in inter-
preting and applying the LOB rules, but there remain a great number of issues that
are unresolved. For Canadians and their advisors, a significant obstacle is the fact
that the LOB rules are to be interpreted according to the domestic tax law of the
U.S.,'S which is unfamiliar to Canadians and is much more complex than Canadian tax
law, both in its actual provisions and in the way it is interpreted and applied admin-
istratively and judicially.

The LOB provisions in the U.S.-Netherlands.Convention! are very similar to those
in the Protocol. However, the U.S.-Netherlands rules are accompanied by numerous
specific definitions for terms that are general or ambiguous in the Protocol. While it
may in some circumstances be useful to compare the U.S.-Netherlands provisions in
attempting to interpret the Canadian LOB rules, it should be remembered that the
absence of specific definitions in the Protocol may indicate lack of agreement on
such definitions during prolonged negotiations, or agreement that the meanings
ascribed to various terms by U.S. tax law would apply. By implication, the U.S.-
Netherlands definitions are not applicable, although the U.S. authorities may use
them as guidelines.!8 Since the U.S. and Canada have agreed that the technical expla-
nation accurately reflects understandings reached during negotiations, it should be
more authoritative than the definitions in the Netherlands treaty, even though it is
less precise.

The reduced withholding tax rates, are available to three groups of Canadian res-
ident corporations which can be broadly described as follows. The first group is cor-
porations which are “qualifying persons”, discussed below. The second group are
corporations who carry on related, substantial active businesses in both the U.S.
and Canada, through either a U.S. subsidiary or a U.S. branch. The third group are
foreign controlled holding or investment corporations where the shareholders are
residents of countries that have comprehensive tax conventions with the U.S.

“Qualifying Persons”

New Article XXIX A paragraph 1 provides that qualifying persons shall be entitled to

all of the benefits of the Convention, and persons who are not qualifying persons

shall not be entitled to any benefits of the Convention, subject to the limited excep-
tions in paragraphs 3, 4 and 6 of Article XXIX A (emphasis added).

Paragraph 2 of Article XXIX A defines “qualifying person” for the purposes of the
Convention.” The important portions of the definition for this discussion are sub-
paragraphs (a),(c), (d) and (e), which, in plain language, provide that qualifying per-
sons are Canadian residents who are ‘

i. natural persons;

ii. most public companies and their Canadian resident, directly or indirectly con-
trolled subsidiaries, provided each corporation in the chain is a qualifying per-
son; and '

iii. Canadian private companies that are controlled (more than 50% by votes and
value) by qualifying persons or residents or citizens of the U.S. and which do not
pay more than fifty percent of their gross income as deductible expenses to per-
sons which are not qualifying persons or residents or citizens of the U.S. ‘

For simplicity of expression, residents or citizens of the U.S. will be referred to
hereafter in this article as “U.S. persons”.
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Paragraph 5 of Article XXIX A defines “recognized stock exchange” for the pur-
poses of the Article as Nasdaq, a stock exchange registered with the Securities and
Exchange Commission as a national securities exchange,? and the Alberta, Mon-
treal, Toronto, Vancouver and Winnipeg stock exchanges.?!

There are some notable exclusions from the definition of qualifying person. For
example, a joint venture that takes the not uncommon form of a corporation incor-
porated in Canada, 50 percent owned by a Canadian qualifying company and 50 per-
cent by a foreign company, will not be a qualifying person, even though it will be a
Canadian controlled private corporation under the Income Tax Act.2

A company of which 51 percent of the votes and value are owned directly or indi-
rectly by six (as opposed to five) Canadian qualifying public companies is not a qual-
ifying person, unless it also meets the “base erosion test”, described below. The arbi-
trariness of the limitation on acceptable ownership to five public qualifying
companies is inexplicable, since treaty shopping concerns are addressed by the
requirement that where the Canadian subsidiary is indirectly owned, each corpora-
tion or trust in the chain must be a qualifying person or U.S. resident.

The Base Erosion Test

The base erosion test is fundamental to the LOB rules for private corporations and
is essentially a comparison of deductible expenses to gross income. If deductible
expenses paid to persons who are neither qualifying persons nor U.S. persons
exceed 50 percent of gross income, the base erosion test will not be met. The idea is
that even if the shares of a company are controlled by Canadians, if the earnings of
the corporation flow to persons who are neither Canadians nor Americans, there is
potential for treaty shopping abuse.

“Gross income” and “deductible expenses” are not defined in the Protocol or the
technical explanation. These terms will therefore bear the interpretation they have
under U.S. tax law. Gross income for U.S. purposes in manufacturing, merchandising
and mining businesses means total sales less the cost of goods sold, plus any income
from investments and from incidental or outside operations or sources.

At the 1994 Canadian Tax Foundation Conference,® Carol A. Dunahoo, associate
international tax counsel for the U.S. Department of the Treasury, opined that pay-
ments such as those for the purchase of raw materials for use by the Canadian cor-
poration would be included in cost of sales, and therefore would not be expenses
deductible from gross income. The same was said to apply to rental payments for
factory premises. The Tax Policy Branch of the Department of Finance was not able
to provide any additional guidance as to what the terms gross income and
deductible expenses include, other than to state that deductible expenses, in their
view, were deductible expenses under Canadian tax law. At this time, discussions by
the Tax Policy Branch with the U.S. Treasury Department indicate that the U.S. Trea-
sury has not developed any detailed interpretation of these terms in the context of
this or any other U.S. treaty. :

The following example illustrates the base erosion test (see figure 1). Canco is a
‘Canadian resident private company, the shares of which are held 51 percent by Cana-
dian resident qualifying persons and 49% percent by a UK. holding company. Canco
distributes specialized waste-water treatment systems under an exclusive distribu-
tion agreement and trademark licence from the U.K. shareholder. Canco’s territory
includes B.C., Alberta, Washington, Oregon and northern California. It has a branch
office in Portland, Oregon. It pays 15 percent of its gross profit on each system sold
in Canada to the U.K. holding company as commission, and trade mark royalties of
$50,000 annually. In addition, Canco has borrowed $1 million (Cdn) from the U.K.

holding company at 10 percent interest.
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Figure 1

In 1995, Canco has gross income of $800,000 (Cdn) and pays $120,000 in commis-
sions, and $150,000 in interest and royalties to the U.K. shareholder. The total
deductible expenses paid to the U.K. shareholder amount to 33.3% of Canco’s gross
income, so Canco is a qualifying person.

In 1996, Canco’s gross income drops to $400,000. The total commissions, royalties
and interest paid to the U.K. is $210,000, which exceeds 50 percent of gross income,
In 1997, Canco will not be a qualifying person (although it will still be entitled to the
five percent U.S. withholding tax rate on branch profits and the exemption from U.S.
tax for the first $500,000 of branch profits under the active business rule in para-
graph 3 of Article XXIX A, discussed below).

This situation would be aggravated if any of the payments to the U.K. were denom-
inated in a foreign currency, and the Canadian dollar dropped in value against that
currency as this would increase the interest cost as a percentage of income. This will
be of concern especially where the Canadian company in question is highly lever-
aged or has a narrow gross margin. It should also be noted that Canadian sub-
sidiaries of foreign banks that are neither qualifying persons nor U.S. citizens or res-
idents are not qualifying persons, so that even if Canco’s loan were from a resident
Canadian subsidiary of a foreign bank, rather than from a non-resident, the interest
deduction would be counted as an expense against gross income. Office rent paid to
a Canadian subsidiary of a foreign corporation will also figure in the deductible
expense side of the base erosion test.

One effect of Canco ceasing to be a qualifying person is that any subsidiaries of
Canco will also cease to be qualifying persons. In a more complex fact situation, this
could in turn cause companies which pay significant proportions of their deductible
expenses to Canco or its subsidiaries to lose their status as qualifying persons if they
also pay large portions of their deductible expenses to third-country residents. It
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may be difficult to know, particularly in the case of arm's-length relationships
between private companies, whether a payee is a qualifying person in any given fis-
cal year. Canadian companies that have U.S. source income should review their

major expense deductions to ensure they will still be qualifying persons under the
new limitation on benefits rules.

Canadian Residents Who Are Not Qualifying Persons: The Active Business Rule
Paragraph 3 of Article XXIX A provides a second avenue for obtaining limited treaty
benefits where the Canadian resident is not a qualifying person.2* In essence, certain
kinds of U.S. derived income of a Canadian corporation that is not a qualifying per-
son will still be entitled to the reduced withholding tax rates provided the income is
connected with or incidental to a substantial Canadian active business.

Paragraph 3 is not an easy provision to interpret or apply. The drafting is ambigu-
ous and is exacerbated by awkward grammar and the use of non-parallel language.
The technical explanation is of some assistance in determining the intention of the
paragraph, and thus the likely interpretation by the American tax authorities and
courts, but does not resolve all ambiguities. As well, the technical explanation
diverges in some respects from the actual wording of the paragraph, which may
necessitate clarification from the U.S. authorities.

First of all, and this is easily overlooked, the Canadian resident who is not a qual-
ifying person does not have to be carrying on the active trade or business in Canada.
It is sufficient if a person related to the Canadian resident is carrying on the active
trade or business. The related person need not be a qualifying person, or even a
Canadian resident. :

U.S. source income that is derived in connection with or which is incidental to the
Canadian trade or business will be entitled to treaty benefits. If such income is not
derived in connection with or incidental to the Canadian business, it will be taxed at
the ‘general withholding rate of 30 percent. For the purposes of the active business
rule, a business of making or managing investments does not qualify unless it is car-
ried on by a bank, insurance company, registered securities dealer or deposit-taking
financial institution.

On the issue of what constitutes a “substantial” Canadian business, the technical
explanation states that the Canadian trade or business need not be as large as the
U.S. income generating activity, but it may not represent only a very small percent-
age of the size of the U.S. activity. Size will be measured in terms of income, assets,
or other similar criteria.

The technical explanation gives some guidance, at least as to the intention of the
negotiators, with respect to what constitutes income that is derived, directly or indi-
rectly, from the U.S. in connection with an active trade or business engaged in by a
Canadian resident in Canada. ‘

If the income-generating activity in the U.S. is “upstream”, “downstream” or paral-
lel to that conducted in Canada it will be considered to be connected with the active
Canadian business. If the U.S. activity consisted of selling the output of a Canadian
manufacturer (*downstream” activity) or providing inputs to the manufacturing
process (“upstream activity”) or of manufacturing or selling in the U.S. the same
sorts of products as are sold by the Canadian business (“parallel activity™) the
income will be “connected”, according to the technical explanation. This will apply
whether the U.S. activity is carried on in the U.S. through a branch or a subsidiary or
sister corporation of the Canadian resident.

Vertically Integrated operations obviously qualify for treaty benefits under the
active business rule. The primary difficulty here is in determining what constitutes
a parallel activity. If the Canadian business is importing and distributing golf and ten-
nis equipment and the U.S. business involves importing and selling sports equip-

ment generzlly as well 25 manufacturing 2and distributing outdnor fumiture. are the
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businesses parallel? Is oil production a paralle! activity to natural gas production? [s
the hotel business parallel to the resort club business? These are the types of ques-
tions that will have to be resolved wherever a Canadian resident company may not
be a qualifying person because of the base erosion test or because it is not con-
trolled by qualifying person or U.S. persons.

The technical explanation devotes one sentence to the issue of what constitutes
income incidental to the active Canadian business. It simply states that income is
considered “incidental” to the Canadian trade or business if, for example, it arises
from the short-term investment of working capital of the Canadian resident in U.S.
securities. The example corresponds to Canadian interpretation of incidental
income in the context of the small business deduction, but it does not give a very
clear picture of the boundaries of incidental income.

The following are two examples where a combination of factors could result in
denial of treaty benefits in a situation where treaty benefits would previously have
been available. It is submitted thatthere is no abuse of the Convention in the fact sit-
uations described in these examples.

Suppose Canco (from the earlier example) invests its retained earnings which are
not needed as working capital in a variety of Canadian and U.S. investments such as
shares of U.S. and Canadian corporations, short- and long-term corporate bonds and
Canadian real estate. The investment income is probably not incidental to the active
business, since the investments are of a long-term nature. In 1997, when Canco is not
a qualifying person, and since Canco is not a bank, insurance company, registered
securities dealer or deposit-taking financial institution, the incomie derived from U.S.
securities that are taxable under U.S. law will be subject to the 30 percent withhold-
ing rate. '

Another common situation in which treaty benefits will be lost is where two broth-
ers, both Canadian residents, set up a Canadian company to invest primarily in
Canadian securities and real estate. They own the shares of the company 50-50. A
small percentage of the Canadian company's assets, never exceeding 15 percent, is
invested in U.S. securities.

Some time later, one brother is transferred by his employer to Chile for a five-year
period, and ceases to be a Canadian resident. The investment company ceases to be
a qualifying person, since it is no longer controlled by Canadian residents. The U.S.
source dividend and interest income is clearly incidental to the main business of the
Canadian company of making and managing Canadian investments. However, since
the Canadian company is not a bank, insurance company, registered securities
dealer or deposit-taking financial institution, its Canadian business does not qualify
as the type of active Canadian trade or business of which the U.S.-derived income is
entitled to treaty benefits. The U.S. withholding rate on its U.S. source income will be
30 percent under the Protocol, rather than the 15 percent that applied to portfolio
dividends and interest prior to January 1, 1996.

Canadian Resident Holding Companies That Are Not Qualifying Persons: The

Derivative Benefits Rule :

Canadian holding or investment companies that are not controlled by qualifying per-

sons, U.S. persons, or a combination of these, face complex new rules in paragraph

4 of Article XXIX A in order to qualify for the lower withholding rates for dividends,

branch profits, interest and royalties sourced in the U.S. ' :
The scheme of paragraph 4 is to accord treaty benefits where a Canadian resident

corporation is at least 90 percent controlled, directly or indirectly, by a combination

a. qualifying persons

b. U.S. persons
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c. residents of U.S. tax treaty partners who are entitled to all the benefits of the tax
treaty between the U.S. and their country of residence including a withholding
tax rate that is no higher than the rate for the same type of income under the
Canada-U.S. Convention.

In addition, the base erosion test applies and the active business rule of paragraph
3 may apply.

The underlying rationale of paragraph 4 is that a Canadian corporation Wthh is
not a qualifying person because it is not controlled by persons who are Canadians
or Americans, should nevertheless be entitled to the low withholding tax rates if the
persons who control the corporation would be entitled to the same or lower with-
holding tax rate under the treaty between the U.S. and their country of residence if
they had invested directly in the U.S. In short, if the person would have been entitled
to equally advantageous treatment if he had invested in the U.S. directly, he will be
entitled to Canadian treaty benefits as a result of having invested in the U.S. through
a Canadian corporation.

To qualify for treaty benefits for dividends (including branch profits), interest and
royalties, a Canadian resident company which is not a qualifying person must meet
the following requirements:

a. greater than 90% of its shares by votes and value must be owned, directly or indi-
rectly by a combination of qualifying persons, U.S. persons or other persons

(i) who are residents of third countries that have comprehensive income tax
treaties with the U.S. and are entitled to all of the benefits provided by the U.S.
under those conventions;

(i) would be qualifying persons if they were residents of Canada or would be
entitled to treaty benefits under the active business rule in paragraph 3 if they
were Canadian residents and carried on their business in Canada; and

(iii) are entitled under the tax treaty between their country of residence and
the U.S. to a rate of withholding tax in respect of the particular class of
income for which benefits are claimed no higher than the rate applicable
under the Convention;

and

b. the amount of deductible expenses paid by the Canadian resident company to
persons who are not qualifying persons or U.S. persons during the preceding fis-
cal period must be less than 50% of gross income (the base erosion test).
(Emphasis added).

Examples

The derivative benefits rules can best be understood by analyzing examples utiliz-

ing both simple and complicated international structures.

A simple fact situation where the derivative benefits rule will allow treaty benefits
is that of a Netherlands private company owned by members of a family of Dutch res-
ident individuals which has a wholly owned Canadian subsidiary, “Canco”. Canco
owns Canadian real estate and other investments and has a wholly owned U.S. sub-
sidiary, “U.S. Sub” (see figure 2).

The Netherlands has a comprehensive tax treaty with the U.S. If the Netherlands
company and its shareholders were residents of Canada, they would be qualifying
persons under the U.S.-Canada treaty. The maximum rate of withholding tax for
direct dividends under the U.S.-Netherlands treaty is five percent, and the Nether-
lands company would be entitled to this rate of withholding tax from a directly
owned U.S. subsidiary. Therefore, under paragraph 4, Canco will be entitled to the
treaty rate of five percent on its dividend income from U.S. Sub.

An area where the derivative benefits rule may be of assistance, but also requires
a considerable amount of research and analysis to apply, is that of multinationals
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with Canadian and U.S. subsidiaries. Figure 3 illustrates the complexity of the rule
and the difficulties that will be encountered in. applying it.

Cancois a private corporation resident in Canada. Its shares are held 20 percent by
qualilying persons, and 80 percent by corporations resident in the Netherlands, Swe-
den, Germany and the U.K. Canco has a Canadian subsidiary (*Activesub™) that car-
ries on an active pulp and paper products business. Activesub has a U.S. subsidiary
(“U.S. Sub™) that carries on an active forest products business, one division of which
is pulp and paper oriented. Canco has a second Canadian subsidiary, Caninvest,
which carries on an investment business, but is not a bank, insurance company, reg-
istered securities dealer or deposit-taking institution.

The Swedish shareholder holds 30 percent of the shares in Canco and carries on
an active pulp and paper business in Sweden. The UK., German and Netherlands
shareholders are subsidiaries of multinational conglomerates, and each holds
between 12 and 20 percent of Canco. The subsidiaries do nothing but hold the Cahco
shares for their parent companies. The parent companies do not carry on any par-
ticular businesses other than holding the shares of numerous subsidiaries carrying
on a variety of businesses in numerous different countries.

Caninvest and Activesub are not qualifying persons since Canco is not a qualifying
person. The U.S. source income of Caninvest will not be eligible for treaty benefits
under paragraph 3 since it is not connected with or incidental to an active business
carried on in Canada by Caninvest, Canco or Activesub.

The dividend income of Activesub received from U.S. Sub may also fail to qualify
for treaty benefits under paragraph 3, even though Activesub’s business is substan-
tial in relation to U.S. Sub’s, because their businesses may not be similar enough to
be considered parallel. If U.S. Sub’s pulp and paper division represents only 20 per-
cent of its overall forest products business, it is not clear that the U.S. authorities
would consider that U.S. Sub is manufacturing or selling the same sorts of products
that are being manufactured and sold in Canada by Activesub. It might be possible
to argue that the proportion of Activesub’s dividend income from U.S. Sub that rep-
resents the profits of the pulp and paper division of U.S. Sub should benefit from the
reduced withholding rates.

. To determine if requirement a.(i) is met, the U.S. income tax conventions with Swe-
den, UK, Germany and the Netherlands must be reviewed, as well as the share-
holdings in Canco of each of the corporations resident in these countries.

The conventions between the U.S. and Germany and between the U.S. and the
Netherlands contain anti-treaty shopping provisions that are quite similar to Article
XXIX A, but the Canadian tax adviser will have to review them carefully to ensure the
corporations in question are qualifying persons under the applicable treaties. The
U.K.-US. treaty has anti-treaty shopping provisions that are not similar to Article
XXIX A. The U.S.-Sweden treaty does not contain anti-treaty shopping rules. For the
purposes of this exercise, it is assumes that each of the foreign shareholders is enti-
tled to all treaty benefits under the relevant treaty with the U.S.

The requirement in a.(ii) is that each foreign shareholder would qualify for treaty
benefits, if it were resident in Canada and carried on the business that it actually car-
ries on in its home country in Canada, either as a qualifying person as defined in
paragraph 2, or under the active business rule in paragraph 3.

To make it easier, it is assumed that all the shareholders would be qualifying per-
sons under the Convention if they were resident in Canada. (However, if the foreign
shareholders did not qualify under paragraph 2, it would be necessary for each of
them, or a company related to each of them, to carry on a substantial pulp and paper
business in the country of residence. In fact, only the Swedish shareholder qualifies
under the active business rule of paragraph 3.)
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Requirement a.(iii) also necessitates a close review of the tax treaties between the
U.S. and the countries of residence of the Canco shareholders, and the percentages
each shareholder owns of Canco. This is because the low direct dividend rate
requires different levels of shareholdings under different treaties. Each treaty must
provide for a five percent or lower direct dividend rate, and each shareholder must
have a sufficient shareholding to qualify for that rate.

To be entitled to the low direct dividend rate of five percent under the U.S.-Sweden
treaty, the Swedish resident corporation, either alone or with not more than two
other corporations, has to have at least 50 percent of the shares. The Netherlands
shareholder must have 25 percent of the shares to qualify for the five percent with-
holding rate under the Netherlands' treaty with the U.S. In this fact situation, there-
fore, the Swedish and Netherlands shareholders do not qualify under paragraph 4.
Since all the requirements of part a. must all be met by the holders of 90 percent or
more of Canco's shares, Canco does not qualify for the limited treaty benefits of para-
graph 4. '

From this example it can be seen that it is extremely important to analyze all the
governing factors very carefully. And again, if the Canadian resident corporation is
not eligible for treaty benefits because of Article XXIX A, the U.S. withholding tax it
pays after the Protocol comes into force will double or triple, rather than decreasing.

This example also demonstrates how the LOB rules can apply where there is no
hint of treaty shopping. All of the countries involved are high tax jurisdictions with
comprehensive tax treaties with the U.S. The failure to qualify for treaty benefits
results from different requirements in the various U.S. treaties, and specifically
because the Canadian direct dividend definition is less strict than that in most of the
other U.S. treaties. From the Canadian viewpoint the allocation of jurisdiction to tax
on the basis of residence is effectively reversed, and tax revenue which would have
flowed to the Canadian fisc is diverted in large part to the American treasury as a
result of the Canadian foreign tax credit. ‘

Paragraph 6: The Last Resort

Paragraph 6 allows a person resident in Canada which is not entitled to treaty bene-

fits under paragraph 2, 3 or 4 to request the competent authority of the U.S. to deter-

mine, on the basis of all the factors including the history, structure, ownership and

operations of that person, whether

(a) its creation and existence did not have as a principal purpose the obtaining of
benefits under the Convention that would not otherwise be available; or

(b) it would not be appropriate, having regard to the purpose of this Article, to deny
the benefits of the Convention to that person.

The person shall be granted the benefits of the Convention by the United States
where the competent authority determines that subparagraph (a) or (b) applies.

This provision may well provide an avenue of relief for Canco and its subsidiaries
in the preceding example. If Canco had been operating under the same or a similar
structure for some time on January 1, 1996, and the structure reflects commercial
objectives of the group, it would presumably be clear that a principal purpose for the
creation and existence of Canco and its subsidiaries was not the obtaining of treaty
benefits. It has a legitimate, active business in Canada, it has U.S. income derived in
the same sector of the economy, its ultimate shareholders are taxpayers resident in
countries with which the U.S. has treaties and which have tax rates which are com-
parable to or higher than in the U.S.

However, the request to the U.S. competent authority for relief is not the method
of choice for obtaining treaty benefits. It is neither quick nor inexpensive, and the
subjectivity of the test renders the outcome uncertain. The technical explanation
states that a taxpayer will be expected to present its case to the competent author-
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ity for an advance determination based on the facts, and that if relief is granted it will
be retroactive to the time the relevant treaty provision entered into force or the
structure was established, whichever is later.

Paragraph 7: The Notwithstanding Clause

Paragraph 7 of Article XXIX A provides that the provisions of Article XXIX A shall not
be construed as restricting in any manner the right of Canada or the U.S. to deny ben-
efits under the Convention where it can reasonably be concluded that to do other-
wise would result in an abuse of the provisions of the Convention.

This is the provision which allows Canada (and the U.S.) to deny treaty benefits to
U.S. residents where it considers that abusive treaty shopping would otherwise
result. Although the circumstances where treaty benefits will be denied to U.S. resi-
dents by Canada is not the focus of this article, the recent judgment of the Supreme
Court of Canada in The Queen v. Crown Forest Industries Ltd 2 contained a clear con-
demnation of treaty shopping as contrary to the intentions of Canada and the US.in
entering into the residence provisions of the Convention.

Tax Effects of Denial of Treaty Benefits

In most cases, the denial of treaty benefits will not result in an actual increase in the
combined tax burden, due to the foreign tax credit (or optional deduction) allowed
by Canada. Since the usual rate of tax for corporations in Canada on foreign source
income exceeds 30 percent, a full credit against Canadian tax otherwise payable will
usually be available for tax paid to the U.S. A discussion of the technicalities of the
foreign tax credit mechanism is beyond the scope of this article, but the following
are examples of the types of problems that could arise.

One situation is where a non-qualifying Canadian corporation has a branch oper-
ation in the U.S. and either the Canadian business is considered not to be substan-
tial in relation to the U.S. business, or the income derived in the U.S. is not connected
with or incidental to the Canadian business. The U.S. branch will pay U.S. income tax
at approximately 40 percent and U.S. withholding tax on branch profits will be
charged at 30 percent on the remainder for a total of approximately 58 percent. The
Canadian resident will be entitled to a foreign tax credit only to the extent of the
Canadian tax otherwise payable on the income, approximately 45 percent. The cor-
poration’s overall tax burden in respect of its U.S. income will have increased by 13
percent by reason of the LOB rules.

Another example of an increase in the combined tax burden is where the active
business rule does not apply because the income of the Canadian and U.S. businesses
of a Canadian corporation that is not a qualifying person and its U.S. subsidiary are
not considered to be connected. Dividends paid by the U.S. subsidiary paid out of
active business earnings will not be taxable in Canada, but are also not eligible for a
foreign tax credit. The U.S. subsidiary will pay approximately 40 percent U.S. tax as a
resident of the U.S., and the Canadian parent will pay 30 percent withholding tax on
the dividend, instead of the Protocol rate of five percent. Thus the total tax burden of
parent and subsidiary on the income of the U.S. subsidiary will be 70 percent rather
than 45 percent if treaty benefits were available.

Cash flow difficulties will be exacerbated in a situation where treaty benefits are
denied to a Canadian parent on dividends received from a subsidiary and the Cana-
dian parent is in a loss position. Since the Canadian parent will have no Canadian tax
otherwise payable it will not be able to use the foreign tax credit. However, an
optional provision will apply by which the Canadian parent can elect to increase its
income to the amount necessary to use the credit, and then add the same amount to
its non-capital losses available for carry forward to subsequent profitable years.
While eventually the U.S. tax paid will be offset by deducting the additional losses
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against future profits to reduce Canadian tax, the tax withheld in the loss year will be
a cash outlay in a year when the corporation may be short of funds. In addition, the
election to increase federal income to utilize the credit may result in additional
provincial corporate tax.

SUMMARY

The LOB rules reach well beyond what can reasonably be perceived as treaty shop-
ping. In effect, the rules substantially amend the definition of resident in the Conven-
tion as it applies to Canadian corporations. Whether or not the application of the LOB
rules results in an increased tax burden for cross-border businesses, they will require
Canadian corporations who have, or intend to have, U.S. source income to take into
account the extremely complex rules whenever changes to the U.S. or Canadian busi-
ness or corporate structure or the ownership of the Canadian corporation are con-
templated. From a Canadian tax policy standpoint, the effect of the LOB rules could
result in a substantial re-direction of tax revenues from Canada to the U.S.
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