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INTRODUCTION

Thisisatechnical explanation of the Convention between the United States and Canada
signed on September 26, 1980, as amended by the Protocols signed on June 14, 1983 and March
28, 1984. ("the Convention"). References are made to the Convention and Protocol between
Canada and the United States with respect to Income Taxes signed on March 4, 1942, as
amended by the Convention signed on June 12, 1950, the Convention signed on August 8, 1956
and the Supplementary Convention signed on October 25, 1966 (the "1942 Convention"). These
references are intended to put various provisions of the Convention into context. The technical
explanation does not, however, provide a complete comparison between the Convention and the
1942 Convention. Moreover, neither the Convention nor the technical explanation isintended to
have implications for the interpretation of the 1942 Convention.

The technical explanation is an official guide to the Convention. It reflects policies

behind particular Convention provisions, as well as understandings reached with respect to the
interpretation and application of the Convention.
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ARTICLE |
Personal Scope

Article | provides that the Convention is generally applicable to persons who are
residents of either Canada or the United States or both Canada and the United States. The word
"generally" is used because certain provisions of the Convention apply to persons who are
residents of neither Canada nor the United States.

ARTICLE I
Taxes Covered

Paragraph | states that the Convention applies to taxes "on income and on capital”
imposed on behalf of Canada and the United States, irrespective of the manner in which such
taxes are levied. Neither Canada nor the United States presently impose taxes on capital.
Paragraph 1 is not intended either to broaden or to limit paragraph 2, which provides that the
Convention shall apply, in the case of Canada, to the taxes imposed by the Government of
Canada under Parts 1, X111, and XIV of the Income Tax Act and, in the case of the United States,
to the Federal income taxes imposed by the Internal Revenue Code ("the Code™).

National taxes not generally covered by the Convention include, in the case of the United
States, the estate, gift, and generation-skipping transfer taxes, the Windfall Profits Tax, Federal
unemployment taxes, social security taxes imposed under sections 1401, 3101, and 3111 of the
Code, and the excise tax on insurance premiums imposed under Code section 4371. The
Convention also does not generally cover the Canadian excise tax on net insurance premiums
paid by residents of Canadafor coverage of arisk situated in Canada, the Petroleum and Gas
Revenue Tax (PGRT) and the Incremental Oil Revenue Tax (IORT). However, the Convention
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has the effect of covering the Canadian social security tax in certain respects because under
Canadian domestic tax law no such tax is due if there is no income subject to tax under the
Income Tax Act of Canada. Taxes imposed by the states of the United States, and by the
provinces of Canada, are not generally covered by the Convention. However, if such taxes are
imposed in accordance with the provisions of the Convention, aforeign tax credit is ensured by
paragraph 7 of Article XX1V (Elimination of Double Taxation).

Paragraph 2 contrasts with paragraph 1 of the Protocol to the 1942 Convention, which
refers to "Dominion income taxes." In addition, unlike the 1942 Convention, the Convention
does not contain areference to "surtaxes and excess-profits taxes.”

Paragraph 3 provides that the Convention also applies to any taxes identical or
substantially similar to the taxes on income in existence on September 26, 1980 which are
imposed in addition to or in place of the taxes existing on that date. Similarly, taxes on capital
imposed after that date are to be covered.

It was agreed that Part | of the Income Tax Act of Canadais a covered tax even though
Canada has made certain modifications in the Income Tax Act after the signature of the
Convention and before the signature of the 1983 Protocol. In particular, Canada has enacted a
low flat rate tax on petroleum production (the PGRT) which, at the time of the signature of the
1983 Protocol, isimposed generally at the statutory rate of 14.67 percent for the period June 1,
1982 to May 31, 1983, and at 16 percent thereafter, generally reduced to an effective rate of 11
percent or 12 percent after deducting a 25 percent resource allowance. The PGRT is not
deductible in computing income for Canadian income tax purposes. This agreement is not
intended to have implications for any other convention or for the interpretation of Code sections
901 and 903. Further, the PGRT and IORT are not taxes described in paragraphs 2 or 3.

Paragraph 4 provides that, notwithstanding paragraphs 2 and 3 the Convention appliesto
certain United States taxes for certain specified purposes: the accumulated earnings tax and
personal holding company tax are covered only to the extent necessary to implement the
provisions of paragraphs 5 and 8 of Article X (Dividends); the excise taxes imposed with respect
to private foundations are covered only to the extent necessary to implement the provisions of
paragraph 4 of Article XXI (Exempt Organizations); and the social security taxes imposed under
sections 1401, 3101, and 3111 of the Code are covered only to the extent necessary to implement
the provisions of paragraph 4 of Article XXIX (Miscellaneous Rules). The pertinent provisions
of Articles X, XXI, and XXIX are described below. Canada has no national taxes similar to the
United States accumulated earnings tax, personal holding company tax, or excise taxes imposed
with respect to private foundations.

Article Il does not specificaly refer to interest, fines and penalties. Thus, each
Contracting State may, in general, impose interest, fines, and penalties or pay interest pursuant to
its domestic laws. Any question whether such items are being imposed or paid in connection
with covered taxes in a manner consistent with provisions of the Convention, such as Article
XXV (Non-Discrimination), may, however, be resolved by the competent authorities pursuant to
Article XXVI (Mutual Agreement Procedure). See, however, the discussion below of the
treatment of certain interest under Articles XX1X (Miscellaneous Rules) and XXX (Entry Into
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Force).

ARTICLE |11
General Definitions

Article I11 provides definitions and general rules of interpretation for the Convention.
Paragraph 1(a) states that the term "Canada,” when used in a geographical sense, means the
territory of Canada, including any area beyond the territorial seas of Canada which, under
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. This definition differs only in
form from the definition of Canadain the 1942 Convention; paragraph 1(a) omits the reference
in the 1942 Convention to "the Provinces, the Territories and Sable Island” as unnecessary.

Paragraph 1(b)(i) defines the term "United States’ to mean the United States of America.
The term does not include Puerto Rico, the Virgin Islands, Guam, or any other United States
possession or territory.

Paragraph 1(b)(ii) states that when the term "United States" is used in a geographical
sense the term also includes any area beyond the territorial seas of the United States which,
under international law and the laws of the United States, is an area within which the United
States may exercise rights with respect to the seabed and subsoil and their natural resources.

Paragraph 1(c) defines the term "Canadian tax" to mean the taxes imposed by the
Government of Canada under Parts I, X111, and X1V of the Income Tax Act asin existence on
September 26, 1980 and any identical or substantially similar taxes on income imposed by the
Government of Canada after that date and which are in addition to or in place of the then existing
taxes. The term does not extend to capital taxes, if and when such taxes are ever imposed by
Canada.

Paragraph 1(d) defines the term "United States tax” to mean the Federal income taxes
imposed by the Internal Revenue Code as in existence on September 26, 1980 and any identical
or substantially similar taxes on income imposed by the United States after that date in addition
to or in place of the then existing taxes. The term does not extend to capital taxes, nor to the
United States taxes identified in paragraph 4 of Article Il (Taxes Covered).

Paragraph 1(e) provides that the term "person” includes an individual, an estate, atrust, a
company, and any other body of persons. Although both the United States and Canada do not
regard partnerships as taxabl e entities, the definition in the paragraph is broad enough to include
partnerships where necessary.

Paragraph 1(f) defines the term "company" to mean any body corporate or any entity
which istreated as a body corporate for tax purposes.

The term "competent authority” is defined in paragraph 1(g) to mean, in the case of
Canada, the Minister of National Revenue or his authorized representative and, in the case of the
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United States, the Secretary of the Treasury or his delegate. The Secretary of the Treasury has
delegated the general authority to act as competent authority to the Commissioner of the Interna
Revenue Service, who has redel egated such authority to the Associate Commissioner
(Operations). The Assistant Commissioner (Examination) has been delegated the authority to
administer programs for simultaneous, spontaneous and industry wide exchanges of information.
The Director, Foreign Operations District, has been delegated the authority to administer
programs for routine and specific exchanges of information and mutual assistance in collection.
The Assistant Commissioner (Criminal Investigations) has been del egated the authority to
administer the simultaneous criminal investigation program with Canada.

Paragraph 1(h) defines the term "international traffic" to mean, with reference to a resident
of a Contracting State, any voyage of a ship or aircraft to transport passengers or property
(whether or not operated or used by that resident), except where the principa purpose of the
voyage is transport between points within the other Contracting State. For example, in
determining for Canadian tax purposes whether a United States resident has derived profits from
the operation of ships or aircraft in international traffic, a voyage of a ship or aircraft (whether or
not operated or used by that resident) that includes stops in both Contracting States will not be
international traffic if the principal purpose of the voyage is to transport passengers or property
from one point in Canada to another point in Canada.

Paragraph 1(i) defines the term "State" to mean any national State, whether or not a
Contracting State.

Paragraph 1(j) establishes "the 1942 Convention” as the term to be used throughout the
Convention for referring to the pre-existing income tax treaty relationship between the United
States and Canada.

Paragraph 2 provides that, in the case of aterm not defined in the Convention, the
domestic tax law of the Contracting State applying to the Convention shall control, unless the
context in which the term is used requires a definition independent of domestic tax law or the
competent authorities reach agreement on a meaning pursuant to Article XXV1 (Mutua
Agreement Procedure). The term "context" refers to the purpose and background of the provision
in which the term appears.

Pursuant to the provisions of Article XXV, the competent authorities of the Contracting
States may resolve any difficulties or doubts as to the interpretation or application of the
Convention. An agreement by the competent authorities with respect to the meaning of aterm
used in the Convention would supersede conflicting meanings in the domestic laws of the
Contracting States.

ARTICLE IV
Residence

Article IV provides a detailed definition of the term "resident of a Contracting State." The
definition begins with a person's liability to tax as aresident under the respective taxation laws of
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the Contracting States. A person who, under those laws, is aresident of one Contracting State and
not the other need look no further. However, the Convention definition is also designed to assign
residence to one State or the other for purposes of the Convention in circumstances where each of
the Contracting States believes a person to be its resident. The Convention definition is, of course,
exclusively for purposes of the Convention.

Paragraph 1 provides that the term "resident of a Contracting State" means any person
who, under the laws of that State, isliable to tax therein by reason of his domicile, residence,
place of management, place of incorporation, or any other criterion of asimilar nature. The phrase
"any other criterion of asimilar nature” includes, for U.S. purposes, an election under the Code to
be treated asa U.S. resident. An estate or trust is, however, considered to be aresident of a
Contracting State only to the extent that income derived by such estate or trust isliableto tax in
that State either in its hands or in the hands of its beneficiaries. To the extent that an estate or trust
is considered aresident of a Contracting State under this provision, it can be a "beneficial owner”
of items of income specified in other articles of the Convention - e.g., paragraph 2 of Article X
(Dividends).

Paragraphs 2, 3, and 4 provide rules to determine a single residence for purposes of the
Convention for persons resident in both Contracting States under the rules set forth in paragraph
1. Paragraph 2 deals with individuals. A "dual resident” individual isinitially deemed to be a
resident of the Contracting State in which he has a permanent home available to him in both
States or in neither, he is deemed to be aresident of the Contracting State with which his personal
and economic relations are closer. If the personal and economic relations of an individual are not
closer to one Contracting State than to the other, the individual is deemed to be aresident of the
Contracting State in which he has an habitual abode. If he has such an abode in both States or in
neither State, he is deemed to be aresident of the Contracting State of which heisacitizen. If the
individual is acitizen of both States or of neither, the competent authorities are to settle the status
of the individual by mutual agreement.

Paragraph 3 providesthat if, under the provisions of paragraph 1, acompany is aresident
of both Canada and the United States, then it shall be deemed to be aresident of the State under
whose laws (including laws of political subdivisions) it was created. Paragraph 3 does not refer to
the State in which a company is organized, thus making clear that the tie-breaker rule for a
company is controlled by the State of the company's original creation. Various jurisdictions may
allow local incorporation of an entity that is already organized and incorporated under the laws of
another country. Paragraph 3 provides certainty in both the United States and Canada with respect
to the treatment of such an entity for purposes of the Convention.

Paragraph 4 provides that where, by reason of the provisions of paragraph 1, an estate,
trust, or other person, other than an individual or a company, isaresident of both Contracting
States, the competent authorities of the States shall by mutual agreement endeavor to settle the
guestion and determine the mode of application of the Convention to such person. This delegation
of authority to the competent authorities complements the provisions of Article XXVI (Mutual
Agreement Procedure), which implicitly grant such authority.

Paragraph 5 provides a special rule for certain government employees, their spouses, and
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dependent children. Anindividual is deemed to be aresident of a Contracting State if heisan
employee of that State or of a political subdivision, local authority, or instrumentality of that
State, is rendering servicesin the discharge of functions of a governmental nature in any State,
and is subjected in the first-mentioned State to "similar obligations' in respect of taxes on income
as are residents of the first-mentioned State. Paragraph 5 provides further that a spouse and
dependent children residing with a government employee and also subject to "similar obligations’
in respect of income taxes as residents if the first-mentioned State are also deemed to be residents
of that State. Paragraph 5 overrides the normal tie-breaker rule of paragraph 2. A U.S. citizen or
resident who is an employee of the U.S. government in aforeign country or who is a spouse or
dependent of such employee is considered to be subject in the United States to "similar
obligations' in respect of taxes on income as those imposed on residents of the United States,
notwithstanding that such person may be entitled to the benefits allowed by sections 911 or 912 of
the Code.

ARTICLEV
Permanent Establishment

Paragraph 1 provides that for the purposes of the Convention the term "permanent
establishment™ means afixed place of business through which the business of aresident of a
Contracting State iswholly or partly carried on. Article V does not use. the term "enterprise of a
Contracting State," which appears in the 1942 Convention. Thus, paragraph 1 avoids introducing
an additional term into the Convention. The omission of the term is not intended to have any
implications for the interpretation of the 1942 Convention.

Paragraph 2 provides that the term " permanent establishment” includes especially a place
of management, a branch, an office, afactory, aworkshop, and amine, oil or gas well, quarry, or
any other place of extraction of natural resources. Paragraph 3 adds that a building site or
construction or installation project constitutes a permanent establishment if and only if it lasts for
more than 12 months. Paragraph 4 provides that a permanent establishment existsin a Contracting
State if the use of an installation or drilling rig or drilling ship in that State to explore for or
exploit natural resources lasts for more than 3 months in any 12 month period, but not if such
activity exists for alesser period of time. The competent authorities have entered into an
agreement under the 1942 Convention setting forth guidelines asto certain aspects of Canadian
taxation of drilling rigs owned by U.S. persons that constitute Canadian permanent
establishments. The agreement will be renewed when this Convention enters into force.

Paragraph 5 provides that a person acting in a Contracting State on behalf of aresident of
the other Contracting State is deemed to be a permanent establishment of the resident if such
person has and habitually exercises in the first-mentioned State the authority to conclude contracts
in the name of the resident. This rule does not apply to an agent of independent status, covered by
paragraph 7. Under the provisions of paragraph 5, a permanent establishment may exist evenin
the absence of afixed place of business. If, however, the activities of a person described in
paragraph 5 are limited to the ancillary activities described in paragraph 6, then a permanent
establishment does not exist solely on account of the person's activities.
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There are anumber of minor differences between the provisions of paragraphs 1 through 5
and the analogous provisions of the 1942 Convention. One important deviation is elimination of
the rule of the 1942 Convention which deems a permanent establishment to exist in any
circumstance where aresident of one State uses substantial equipment in the other State for any
period of time. The Convention thus generally raises the thresh-hold for source basis taxation of
activities that involve substantial equipment (and that do not otherwise constitute a permanent
establishment). Another deviation of some significance is elimination of the rule of the 1942
Convention that considers a permanent establishment to exist where aresident of one State carries
on business in the other State through an agent or employee who has a stock of merchandise from
which heregularly fills orders that he receives. The Convention provides that a person other than
an agent of independent status who is engaged solely in the maintenance of a stock of goods or
merchandise belonging to aresident of the other State for the purpose of storage, display or
delivery does not constitute a permanent establishment.

Paragraph 6 provides that a fixed place of business used solely for, or an employee
described in paragraph 5 engaged solely in, certain specified activitiesis not a permanent
establishment, notwithstanding the provisions of paragraphs 1, 2, and 5. The specified activities
are:

(a) the use of facilities for the purpose of storage, display, or delivery of goods or
merchandise belonging to the resident whose business is being carried on;

(b) the maintenance of a stock of goods or merchandise belonging to the resident
for the purpose of storage, display, or delivery;

(c) the maintenance of a stock of goods or merchandise belonging to the resident
for the purpose of processing by another person;

(d) the purchase of goods or merchandise, or the collection of information, for the
resident; and

(e) advertising, the supply of information, scientific research, or similar activities
which have a preparatory or auxiliary character, for the resident.

Combinations of the specified activities have the same status as any one of the activities. Thus,
unlike the OECD Model Convention, a combination of the activities described in subparagraphs
6(a) through 6(€) need not be of a preparatory or auxiliary character (except as required by
subparagraph 6(e)) in order to avoid the creation of a permanent establishment. The referencein
paragraph 6(e) to specific activities does not imply that any other particular activities - for
example, the servicing of a patent or a know-how contract or the inspection of the implementation
of engineering plans - do not fall within the scope of paragraph 6(e) provided that, based on the
facts and circumstances, such activities have a preparatory or auxiliary character.

Paragraph 7 provides that aresident of a Contracting State is not deemed .to have a
permanent establishment in the other Contracting State merely because such resident carries on
business in the other State through a broker, general commission agent, or any other agent of
independent status, provided that such persons are acting in the ordinary course of their business.

Paragraph 8 states that the fact that a company which is aresident of one Contracting State

controls or is controlled by a company which is either aresident of the other Contracting State or
which is carrying on abusinessin the other State, whether through a permanent establishment or
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otherwise, does not automatically render either company a permanent establishment of the other.

Paragraph 9 provides that, for purposes of the Convention, the provisions of Article V
apply in determining whether any person has a permanent establishment in any State. Thus, these
provisions would determine whether a person other than aresident of 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 athird State.

ARTICLE VI
Income from Real Property

Paragraph 1 provides that income derived by aresident of a Contracting State from real
property situated in the other Contracting State may be taxed by that other State. Income from real
property includes, for purposes of Article VI, income from agriculture, forestry or other natural
resources. Also, while "income derived .... from real property” includesincome from rights such
as an overriding royalty or anet profits interest in a natural resource, it does not include incomein
the form of rightsto explore for or exploit natural resources which a party receives as
compensation for services (e.g., exploration services); the latter income is subject to the
provisions of Article VII (Business Profits), X1V (Independent Personal Services), or XV
(Dependent Personal Services), as the case may be. As provided by paragraph 3, paragraph 1
applies to income derived from the direct use, letting or use in any other form of real property and
to income from the alienation of such property.

Generaly speaking, the term "real property" has the meaning which it has under the
taxation laws of the Contracting State in which the property in question is situated, in accordance
with paragraph 2. In any case, the term includes any option or similar right in respect of real
property, the usufruct of real property, and rights to explore for or to exploit mineral deposits,
sources, and other natural resources. The reference to "rightsto explore for or to exploit mineral
deposits, sources and other natural resources” includes rights generating either variable (e.g.,
computed by reference to the amount of value or production) or fixed payments. The term "real
property” does not include ships and aircraft.

Unlike Article X111 A of the 1942 Convention, Article VI does not contain an election to
allow aresident of a Contracting State to compute tax on income from real property situated in
the other State on a net basis. Both the Internal Revenue Code and the Income Tax Act of Canada
generaly allow for net basis taxation with respect to real estate rental income, athough Canada
does not permit such an election for natural resource royalties. Also, unlike the 1942 Convention
which in Article X1 imposes a 15 percent limitation on the source basis taxation of rental or
royalty income from real property, Article VI of the Convention allows a Contracting State to
impose tax on such income under itsinternal law. In Canadathe rate of tax on resource royalties
is 25 percent of the gross amount of the royalty, if the income is not attributable to a business
carried on in Canada. In an exchange of notes to the Protocol, the United States and Canada
agreed to resume negotiations, upon request by either country, to provide an appropriate limit on
taxation in the State of sourceif either country subsequently increases its statutory tax rate now
applicable to such royalties (25 percent in the case of Canada and 30 percent in the case of the

This publicly available copy provided courtesy of Gary P Gauvin LLC, Canada/U.S. Tax Experts - Visit us at www.garygauvin.com



United States).

ARTICLE VII
Business Profits

Paragraph 1 provides that business profits of aresident of a Contracting State are taxable
only in that State unless the resident carries on business in the other Contracting State through a
permanent establishment situated in that other State. If the resident carries on, or has carried on,
business through such a permanent establishment, the other State may tax such business profits
but only so much of them as are attributable to the permanent establishment. The referenceto a
prior permanent establishment ("or has carried on") makes clear that a Contracting State in which
a permanent establishment existed has the right to tax the business profits attributabl e to that
permanent establishment, even if thereisadelay in the receipt or accrual of such profits until after
the permanent establishment has been terminated.

Any business profits received or accrued in taxable years in which the Convention has
effect, in accordance with Article XXX (Entry Into Force), which are attributable to a permanent
establishment that was previously terminated are subject to tax in the Contracting State in which
such permanent establishment existed under the provisions of Article VII.

Paragraph 2 provides that where aresident of either Canada or the United States carries on
business in the other Contracting State through a permanent establishment in that other State, both
Canada and the United States shall attribute to that permanent establishment business profits
which the permanent establishment might be expected to make if it were adistinct and separate
person engaged in the same or similar activities under the same or similar conditions and dealing
wholly independently with the resident and with any other person related to the resident. The term
"related to the resident” is to be interpreted in accordance with paragraph 2 of Article IX (Related
Persons). The reference to other related persons is intended to make clear that the test of
paragraph 2 is not restricted to independence between a permanent establishment and a home
office.

Paragraph 3 provides that, in determining business profits of a permanent establishment,
there are to be allowed as deductions those expenses which are incurred for the purposes of the
permanent establishment, including executive and administrative expenses, whether incurred in
the State in which the permanent establishment is situated or in any other State. However, nothing
in the paragraph requires Canada or the United States to allow a deduction for any expenditure
which would not generaly be alowed as a deduction under its taxation laws. The language of this
provision differs from that of paragraph 1 of Article 111 of the 1942 Convention, which states that
in the determination of net industrial and commercial profits of a permanent establishment there
shall be allowed as deductions "al expenses, wherever incurred” aslong as such expenses are
reasonably allocable to the permanent establishment. Paragraph 3 of Article VI of the
Convention is not intended to have any implications for interpretation of the 1942 Convention,
but isintended to assure that under the Convention deductions are allowed by a Contracting State
which are generally allowable by that State.
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Paragraph 4 provides that no business profits are to be attributed to a permanent
establishment of aresident of a Contracting State by reason of the use of the permanent
establishment for merely purchasing goods or merchandise or merely providing executive,
managerial, or administrative facilities or services for the resident. Thus, if a company resident in
a Contracting State has a permanent establishment in the other State, and uses the permanent
establishment for the mere performance of stewardship or other managerial services carried on for
the benefit of the resident, this activity will not result in profits being attributed to the permanent
establishment.

Paragraph 5 provides that business profits are to be attributed to a permanent
establishment by the same method in every taxable period unless there is good and sufficient
reason to change such method. In the United States, such a change may be a change in accounting
method requiring the approval of the Internal Revenue Service.

Paragraph 6 explains the relationship between the provisions of Article VII and other
provisions of the Convention. Where business profits include items of income which are dealt
with separately in other Articles of the Convention, those other Articles are controlling.

Paragraph 7 provides a definition for the term "attributable to”. Profits "attributable to" a
permanent establishment are those derived from the assets or activities of the permanent
establishment. Paragraph 7 does not preclude Canada or the United States from using appropriate
domestic tax law rules of attribution. The "attributable to" definition does not, for example,
preclude a taxpayer from using the rules of section 1, 864-4(c)(5) of the Treasury Regulations to
assure for U.S. tax purposes that interest arising in the United States is attributable to a permanent
establishment in the United States. (Interest arising outside the United States is attributable to a
permanent establishment in the United States based on the principles of Regulations sections
1.864-5 and 1.864-6 and Revenue Ruling 75-253, 1975-2 C.B. 203.) Income that would be
taxable under the Code and that is "attributable to" a permanent establishment under paragraph 7
is taxable pursuant to Article V1, however, even if such income might under the Code be treated
as fixed or determinable annual or periodical gains or income not effectively connected with the
conduct of atrade or business within the United States. The "attributable to" definition means that
the limited "force-of -attraction” rule of Code section 864(c)(3) does not apply for U.S. tax
purposes under the Convention.

ARTICLE VIII
Transportation

Paragraph 1 provides that profits derived by aresident of a Contracting State from the
operation of ships or aircraft in international traffic are exempt from tax in the other Contracting
State, even if, under Article V11 (Business Profits), such profits are attributable to a permanent
establishment. Paragraph 1 also provides that gains derived by aresident of a Contracting State
from the alienation of ships, aircraft or containers (including trailers and related equipment for the
transport of containers) used principaly in international traffic are exempt from tax in the other
Contracting State even if, under Article Xl (Gains), those gains would be taxable in that other
State. These rules differ from Article V of the 1942 Convention, which conditions the exemption
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in the State of source on registration of the ship or aircraft in the other State. Paragraph 1 also
applies notwithstanding the provisions of Article X1 (Royalties). Thus, to the extent that profits
described in paragraph 2 would also fall within Article X11 (Royalties) (e.g., rent from the lease of
acontainer), the provisions of Article VIII are controlling.

Paragraph 2(a) provides that profits covered by paragraph 1 include profits from the rental
of ships or aircraft operated in international traffic. Such rental profits are included whether the
rental ison atime, voyage, or bareboat basis, and irrespective of the State of residence of the
operator.

Paragraph 2(b) provides that profits covered by paragraph 1 include profits derived from
the use, maintenance or rental of containers, including trailers and related equipment for the
transport of containers, if such containers are used in international traffic.

Paragraph 2(c) provides that profits covered by paragraph 1 include profits derived by a
resident of a Contracting State from the rental of ships, aircraft, or containers (including trailers
and related equipment for the transport of containers), even if not operated in internationa traffic,
as long as such profits are incidental to profits of such person referred to in paragraphs 1, 2(a), or
2(b).

Paragraph 3 states that profits derived by aresident of a Contracting State from a voyage
of a ship where the principa purpose of the voyage is to transport passengers or property between
points in the other Contracting State is taxable in that other State, whether or not the resident
maintains a permanent establishment there. Paragraph 3 overrides the provisions of Article VII.
Profits from such a voyage do not qualify for exemption under Article V111 by virtue of the
definition of "international traffic" in paragraph 1(h) of Article I11 (General Definitions).
However, profits from asimilar voyage by aircraft are taxable in the Contracting State of source
only if the profits are attributable to a permanent establishment maintained in that State.

Paragraph 4 provides that profits derived by aresident of a Contracting State engaged in
the operation of motor vehicles or arailway as acommon carrier or contract carrier, and
attributable to the transportation of passengers or property between a point outside the other
Contracting State and any other point are exempt from tax in that other State. In addition, profits
of such aperson from the rental of motor vehicles (including trailers) or railway rolling stock, or
from the use, maintenance, or rental of containers (including trailers and related equipment for the
transport of containers) used to transport passengers or property between a point outside the other
Contracting State and any other point are exempt from tax in that other State.

Paragraph 5 provides that aresident of a Contracting State that participatesin apool, a
joint business, or an international operating agency is subject to the provisions of paragraphs 1, 3,
and 4 with respect to the profits or gains referred to in paragraphs 1, 3, and 4.

Paragraph 6 states that profits derived by aresident of a Contracting State from the use,
maintenance, or rental of railway rolling stock, motor vehicles, trailers, or containers (including
trailers and related equipment for the transport of containers) used in the other Contracting State
for a period not expected to exceed 183 days in the aggregate in any 12-month period are exempt
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from tax in that other State except to the extent that the profits are attributable to a permanent
establishment, in which case the State of source has the right to tax under Article VII. The
provisions of paragraph 6, unlike the provisions of paragraph 4, apply whether or not the resident
is engaged in the operation of motor vehicles or arailway as acommon carrier or contract carrier.
Paragraph 6 overrides the provisions of Article X1I (Royalties), which would otherwise permit
taxation in the State of source in the circumstances described.

Gains from the alienation of motor vehicles and railway rolling stock derived by aresident
of a Contracting State are not affected by paragraph 4 or 6. Such gains would be taxable in the
other Contracting State, however, only if the motor vehicles or rolling stock formed part of a
permanent establishment maintained there. See paragraphs 2 and 4 of Article X111I.

ARTICLE IX
Related Persons

Paragraph 1 authorizes Canada and the United States, as the case may be, to adjust the
amount of income, loss, or tax payable by a person with respect to arrangements between that
person and arelated person in the other Contracting State. Such adjustment may be made when
arrangements between related persons differ from those that would obtain between unrelated
persons. The term "person” encompasses a company resident in athird State with, for example, a
permanent establishment in a Contracting State.

Paragraph 2 provides that, for the purposes of Article IX, aperson is deemed to be related
to another person if either participates directly or indirectly in the management or control of the
other or if any third person or persons participate directly or indirectly in the management or
control of both. Thus, if aresident of any State controls directly or indirectly a company resident
in Canada and a company resident in the United States, such companies are considered to be
related persons for purposes of Article IX. Article IX and the definition of“related person” in
paragraph 2 may encompass situations that would not be covered by provisions in the domestic
laws of the Contracting States. Nor is the paragraph 2 definition controlling for the definition of
"related person” or similar terms appearing in other Articles of the Convention. Those terms are
defined as provided in paragraph 2 of Article 11 (General Definitions).

Paragraph 3 provides that where, pursuant to paragraph 1, an adjustment is made or to be
made by a Contracting State, the other Contracting State shall make a corresponding adjustment
to theincome, loss, or tax of the related person in that other State, provided that the other State
agrees with the adjustment and, within six years from the end of the taxable year of the personin
the first State to which the adjustment relates, the competent authority of the other State has been
notified in writing of the adjustment. The reference to an adjustment which "is made or to be
made" does not require a Contracting State to formally propose an adjustment before paragraph 3
becomes pertinent. The notification required by paragraph 3 may be made by any of the related
persons involved or by the competent authority of the State which makes or isto make the initial
adjustment. The notification must give details regarding the adjustment sufficient to apprize the
competent authority receiving the notification of the nature of the adjustment. If the requirements
of paragraph 3 are complied with, the corresponding adjustment will be made by the other
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Contracting State notwithstanding any time or procedural limitations in the domestic law of that
State.

Paragraph 4 provides that in a case where the other Contracting State has not been notified
as provided in paragraph 3 and if the person whose income, loss, or tax is being adjusted has not
received notification of the adjustment within five and one-half years from the end of its taxable
year to which the adjustment relates, such adjustment shall not be made to the extent that the
adjustment would give rise to doubl e taxation between the United States and Canada. Again, the
notification referred to in this paragraph need not be aformal adjustment, but it must be in writing
and must contain sufficient details to permit the taxpayer to give the notification referred to in

paragraph 3.

If, for example, the Internal Revenue Service proposes to make an adjustment to the
income of aU.S. company pursuant to Code section 482, and the adjustment involves an
alocation of income from arelated Canadian company, the competent authority of Canada must
receive written notification of the proposed IRS adjustment within six years from the end of the
taxable year of the U.S. company to which the adjustment relates. If such notification is not
received in atimely fashion and if the U.S. company does not receive written notification of the
adjustment from the IRS within 5-1/2 years from the end of its relevant taxable year, the IRS will
unilaterally recede on the proposed section 482 adjustment to the extent that this adjustment
would otherwise give rise to double taxation between the United States and Canada. The Internal
Revenue Service will determine whether and to what extent the adjustment would give rise to
doubl e taxation with respect to income arising in Canada by examining the relevant facts and
circumstances such as the amount of foreign tax credits attributable to Canadian taxes paid by the
U.S. company, including any carry-overs and credits for deemed paid taxes.

Paragraph 5 provides that neither a corresponding adjustment described in paragraph 3 nor
the canceling of an adjustment described in paragraph 4 will be made in any case of fraud, willful
default, neglect, or gross negligence on the part of the taxpayer or any related person.

Paragraphs 3 and 4 of Article IX are exceptions to the "saving clause" contained in
paragraph 2 of Article XX1X (Miscellaneous Rules), as provided in paragraph 3(a) of Article
XXIX. Paragraphs 3 and 4 of Article IX apply to adjustments made or to be made with respect to
taxable years for which the Convention has effect as provided in paragraphs 2 and 5 of Article
XXX (Entry Into Force).

ARTICLE X
Dividends

Paragraph 1 allows a Contracting State to impose tax on its residents with respect to
dividends paid by a company which is aresident of the other Contracting State.

Paragraph 2 limits the amount of tax that may be imposed on such dividends by the

Contracting State in which the company paying the dividends is resident if the beneficial owner of
the dividendsis aresident of the other Contracting State. The limitation is 10 percent of the gross
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amount of the dividends if the beneficial owner isacompany that owns 10 percent or more of the
voting stock of the company paying the dividends; and 15 percent of the gross amount of the
dividendsin all other cases. Paragraph 2 does not impose any restrictions with respect to taxation
of the profits out of which the dividends are paid.

Paragraph 3 defines the term "dividends,” as the term is used in this Article. Each
Contracting State is permitted to apply its domestic law rules for differentiating dividends from
interest and other disbursements.

Paragraph 4 provides that the limitations of paragraph 2 do not apply if the beneficia
owner of the dividends carries on businessin the State in which the company paying the
dividendsis aresident through a permanent establishment or fixed base situated there, and the
stock holding in respect of which the dividends are paid is effectively connected with such
permanent establishment or fixed base. In such a case, the dividends are taxable pursuant to the
provisions of Article VII (Business Profits) or Article X1V (Independent Personal Services), as
the case may be. Thus, dividends paid in respect of holdings forming part of the assets of a
permanent establishment or fixed base or which are otherwise effectively connected with such
permanent establishment or fixed base (i.e., dividends attributable to the permanent establishment
or fixed base) will be taxed on a net basis using the rates and rules of taxation generally
applicable to residents of the State in which the permanent establishment or fixed base is situated.

Paragraph 5 imposes limitations on the right of Canada or the United States, as the case
may be, to impose tax on dividends paid by a company which is aresident of the other
Contracting State. The State in which the company is not resident may not tax such dividends
except insofar asthey are paid to aresident of that State or the holding in respect of which the
dividends are paid is effectively connected with a permanent establishment or fixed base in that
State. In the case of the United States such dividends may also be in the hands of aU.S. citizen
and certain former citizens, pursuant the "saving clause" of paragraph 2 of Article XXIX
(Miscellaneous Rules). In addition, the Contracting State in which the company is not resident
may not subject such company's undistributed profits to any tax. See, however, paragraphs 6, 7,
and 8 which, in certain circumstances, qualify the rules of paragraph 5. Neither paragraph 5 nor
any other provision of the Convention restricts the ability of the United States to apply the
provisions of the Code concerning foreign personal holding companies and controlled foreign
corporations.

Paragraph 6 provides that, notwithstanding paragraph 5, a Contracting State in which is
maintained permanent establishment or permanent establishments of a company resident in the
other Contracting State may impose tax on such company's earnings, in addition to the tax that
would be charged on the earnings of a company resident in that State. The additional tax may not,
however, exceed 10 percent of amount of the earnings which have not been subjected to such
additional tax in previous taxation years. Thus, Canada, which has a branch profits tax in force,
may impose that tax up to the 10 percent limitation in the case of a United States company with
one or more permanent establishments in Canada. This branch profits tax may be imposed
notwithstanding other rules of the Convention, including paragraph 6 of Article XXV (Non-
Discrimination).
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For purposes of paragraph 6, the term "earnings' means the excess of business profits
attributable to all permanent establishments for a year and previous years over the sum of:

(@) business losses attributable to such permanent establishments for such years;

(b) al taxes on profits, whether or not covered by the Convention (e.g., provincial
taxes on profits and provincia resource royalties (which Canada considers "taxes") in
excess of the mineral resource allowance provided for under the law of Canada), other
than the additional tax referred to in paragraph 6;

(c) profitsreinvested in such State; and

(d) $500,000 (Canadian, or its equivalent in U.S. dollars) less any amounts
deducted under paragraph 6(d) with respect to the same or a similar business by the
company or an associated company.

The deduction under paragraph 6(d) is available as of the first year for which the Convention has
effect, regardless of the prior earnings and tax expenses, if any, of the permanent establishment.
The $500,000 deduction is taken into account after other deductions, and is permanent. For the
purpose of paragraph 6, references to business profits and business losses include gains and |osses
from the alienation of property forming part of the business property of a permanent
establishment. The term "associated company™ includes a company which directly or indirectly
controls another company or two companies directly or indirectly controlled by the same person
or persons, as well as any two companies that deal with each other not at arm's length. This
definition differs from the definition of "related persons” in paragraph 2 of Article IX (Related
Persons).

Paragraph 7 provides that, notwithstanding paragraph 5, a Contracting State that does not
impose a branch profits tax as described in paragraph 6 (i.e., under current law, the United States)
may tax a dividend paid by a company which is aresident of the other Contracting State if at least
50 percent of the company's gross income from all sources was included in the computation of
business profits attributable to one or more permanent establishments which such company had in
the first-mentioned State. The dividend subject to such atax must, however, be attributable to
profits earned by the company in taxable years beginning after September 26, 1980 and the 50
percent test must be met for the three-year period preceding the taxable year of the company in
which the dividend is declared (including years ending on or before September 26, 1980) or such
shorter period as the company had been in existence prior to that taxable year. Dividends will be
deemed to be distributed, for purposes of paragraph 7, first out of profits of the taxation year of
the company in which the distribution is made and then out of the profits of the preceding year or
years of the company. Paragraph 7 provides further that if aresident of the other Contracting State
isthe beneficial owner of such dividends, any tax imposed under paragraph 7 is subject to the 10
or 15 percent limitation of paragraph 2 or the rules of paragraph 4 (providing for dividendsto be
taxed as business profits or income from independent personal services), as the case may be.

Paragraph 8 provides that, notwithstanding paragraph 5, a company which is aresident of
Canada and which, absent the provisions of the Convention, has income subject to tax by the
United States may be liable for the United States accumulated earnings tax and personal holding
company tax. These taxes can be applied, however, only if 50 percent or more in value of the
outstanding voting shares of the company is owned, directly or indirectly, throughout the last half
of itstaxable year by residents of athird State or by citizens or residents of the United States,

This publicly available copy provided courtesy of Gary P Gauvin LLC, Canada/U.S. Tax Experts - Visit us at www.garygauvin.com



other than citizens of Canada who are resident in the United States but who either do not have
immigrant status in the United States or who have not been resident in the United States for more
than three taxable years. The accumulated earnings tax is applied to accumulated taxable income
calculated without the 