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A B S T R A C T 

On November 9, 1995, Canada and the United States ratified the Third Protocol to 

the Canada-US. Income Tax Convention. The Protocol will benefit Canadians engaged 

in cross-border business as it eliminates many pre-existing tax barriers to trade and 

investment. However, the Protocol also includes a controversial Limitation on Benefits 

('LOB') Article, intended to prevent treaty shopping by Canadian resident entities. 

This thesis will analyze the LOB Article and examine its problems and the potential 

pitfalls which Canadian taxpayers should be aware of when conducting cross-border trade 

and investment. These problems fall into five categories. First, the LOB Article is 

difficult to apply in practice because it contains complex tests and several undefined and 

vague terms. Second, the LOB Article has the potential to deny treaty benefits to entities 

engaged in bona fide non-treaty shopping activities. Third, Canadian resident entities 

which have, or plan to have, U.S. source income will be required to take into account the 

LOB Article's extremely complex rules and plan appropriately whenever there is a change 

in the share ownership of their Canadian businesses or an increase in the level of expense 

payments to third country residents. They will have to conduct regular reviews to ensure 

that they are in compliance with the LOB Article. Fourth, the LOB Article could have the 

unplanned effect of re-directing tax revenues from Canada to the U.S. Finally, the LOB 

Article violates two of the three goals of tax treaty policy: the prevention of double 

taxation and the promotion of stability. 

This thesis concludes that the inclusion of the LOB Article in the Protocol was 

politically and bureaucratically motivated by U.S. tax authorities' zeal to halt treaty 

shopping at all costs. The inclusion of the LOB Article demonstrates the preoccupation of 

the U.S. with eliminating treaty shopping. This preoccupation appears to take precedent 

over the basic goal of international tax treaties, which is the facilitation of trade and 

investment through the removal of tax barriers to the free exchange of capital, goods and 

services. Further, this thesis concludes that Canada should not have conceded to the 

inclusion of the LOB Article in the Protocol because its negative impact on some 
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Canadian entities and the Canadian economy will outweigh the Protocol's potential 

benefits for Canada. 
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INTRODUCTION 

As the twentieth century draws to a close, the global economic community has 

been experiencing a rapid increase in international trade and investment. Additionally, 

manufacturing, trade in goods and services, and investment activities are also becoming 

integrated on an international level.1 Economic integration has accelerated in response to 

spectacular advances in the speed and efficiency of communications and transportation 

and the liberalization of trade and investment policies.2 For instance, in North America 

Canadian and U.S. cross-border trade has increased to the point where Canada and the 

U.S. are currently each others largest trading partners.3 

The goals of bilateral agreements such as the Canada-U.S. Free Trade Agreement, 

the General Agreement on Tariffs and Trade, the North American Free Trade Agreement4 

and the Canada-U.S. Tax Treaty are to facilitate cross-border trade and investment.5 

Although the North American Free Trade Agreement ('NAFTA') does not directly affect 

the tax consequences of cross-border investment, it has raised expectations that income 

1 Mimi E. Gild, Tax treaty shopping: Changes in the U.S. Approach to Limitation on Benefits Provisions in 

Developing Country Treaties, 30 Va J. Int'l L. 553 (1990). 
2 The Honourable Paul Martin, P.C., M.P., Minister of Finance, A New Framework for Economic Policy (Sept. 18, 

1994). Hereinafter referred to as 'Framework for Economic Policy'. 
3 Cross-border trade within North America will be further enhanced by the North American Free Trade Agreement 

that creates a market with over 360 million consumers and over $6.4 trillion (U.S.) in annual output. Rodney H. 
Standage, Policies of Income Tax Treaties and the U.S.-Mexico Income Tax Treaty, 29 Gonz. L. Rev. 165 (1993). 

4 On December 17, 1992, the United States, Canada and Mexico signed the North American Free Trade Agreement 
("NAFTA"), North American Free Trade Agreement, Dec. 8-17, 1992, 321.L.M. 289; 32 I.L.M. 605. Following 
enactment of implementing legislation by each country, NAFTA entered into force on January 1, 1994. The 
primary goals of NAFTA are to: (1) eliminate barriers to trade and facilitate cross-border movement of goods and 
services; (2) promote conditions for fair competition; (3) increase investment opportunities in the three countries; 
(4) protect intellectual property rights; and (5) provide administrative and dispute resolution-procedures. Paul R. 
McDaniel, Colloquium on NAFTA and Tradition: Formulary Taxation in the North American Free Trade Zone, 49 
Tax L. Rev. 691, 692-93 (1994). 

5 Brian J. Arnold and Neil H. Harris, Colloquium on NAFTA and Tradition: NAFTA and the Taxation of Corporate 
Investment: A View From Within NAFTA, 49 Tax L. Rev. 529, 530 (1994). The Free Trade Agreement and the 
North American Free Trade Agreement are important first steps in creating a more hospitable environment for 
cross-border investment within North America. These steps may lead to increased harmonization of the U.S. and 
Canada's tax systems, as has occurred in the European Community. Ibid, at 531. 
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tax impediments to free trade will be reduced through bilateral or multilateral tax treaties.6 

Tariffs and legal restrictions on foreign investment are obvious barriers to cross-border 

trade and investment.7 However, the potential tax consequences of cross-border and 

international business transactions can also have a large influence on whether these 

transactions are carried out, and in what manner they will be carried out. Tax 

considerations become an important concern particularly when non-tax barriers to 

investment are eliminated.8 One important consideration is that international business 

transactions may be subject to taxation in more than one jurisdiction, commonly referred 

to as 'double taxation".9 To eliminate the problem of'double taxation" countries 

negotiate bilateral income tax treaties to allocate taxing jurisdiction in a way that will 

encourage trade and investment.10 'The principal function of income tax treaties is to 

facilitate international trade and investment by removing - or preventing the erection of -

tax barriers to the free international exchange of goods and services and the free 

international movement of capital and persons."11 

On November 9, 1995, in recognition of North America's increasingly integrated 

and dependent economies, Canada and the United States ratified the Third Protocol to the 

Canada-US. Income Tax Convention, 198012 (hereinafter the 'Protocol' and the 

'Convention' respectively). The Protocol significantly improves the Convention as it 

eliminates many pre-existing tax barriers to trade and investment. The Protocol benefits 

6 John P. Steins, JR., Colloquium on NAFTA and Tradition: Commentary: Income Tax Implications of Free Trade, 
49 Tax L. Revenue. 675 (1994). 

''Ibid, at 531. 

sIbid. 

9 The jurisdiction to tax can arise from the source of income, the residence of the taxpayer or and, in the case of the 
United States, from citizenship. Thus, a corporation that is resident in Canada and conducts business in the U.S. 
will be subject to tax in the U.S. on its U.S. source income and will be subject to tax in Canada on that same 
income because Canada taxes residents on their world wide income. 

10 See supra note 1 at 554. 

11 Federal Income Tax project, International Aspects of United States Income Taxation n, Proposals on United States 
Income Tax Treaties, American Law Institute 1 (1992). Hereinafter 'ALI Tax Treaty Project.' 

1 2 Convention Between Canada and the United States of America with Respect to Taxes on Income and Capital, 
signed at Washington, DC on September 26, 1980, as amended by the Protocols signed on June 14, 1983, March 
28, 1984, and November 9, 1995. The majority of the Protocol's provisions became effective on January 1, 1996. 
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Canadians who invest or transact business in the United States by reducing withholding 

taxes on branch profits, dividends, interest and royalties. The Protocol also reduces U.S. 

estate tax for Canadians with U.S. property holdings and it eliminates the double taxation 

of pensions and annuities received by Canadians residing in the U.S. 1 3 Therefore, the 

Protocol can be seen as a favorable complement to NAPTA as its provisions lessen several 

tax deterrents to trade and investment between Canada and the United States.14 

Despite its favorable improvements, the Protocol also includes the controversial 

Limitation on Benefits ('LOB') Article. This Article is aimed at reducing treaty shopping 

by preventing non-treaty country residents from obtaining treaty benefits.15 However, 

while the intent of the LOB Article is to reduce treaty shopping, it may have an adverse 

impact upon Canadians not engaged in this activity. Moreover, the LOB Article 

introduces a new level of complexity and uncertainty in the international tax arena. 

The objective of my thesis is to analyze the LOB Article and to describe its 

negative effects and the potential pitfalls tax practitioners should consider when advising 

clients who conduct, or are contemplating, cross-border trade and investment. I shall 

accomplish this objective by first, in chapter one, discussing the goals of tax treaties and 

the problem of treaty shopping. I shall then, in chapter two, briefly examine the changes 

the Protocol brings to the Convention. In chapter three, I shall discuss U.S. tax treaty 

policy and the reasons why the LOB Article was included in the Protocol. In chapter four, 

I shall analyze, in detail, the LOB Article in the Protocol. This will involve a description 

of the LOB Article and its operation, an analysis of its impact and the potential problems it 

creates, and a discussion of any tax planning opportunities it presents. Finally, in Chapter 

1 3 The Protocol negotiations were motivated by the exacerbating affects on overall death taxes for Canadians owning 
U.S. property. The negotiations evolved from the problem of death taxes to issues involving cross-border taxation 
and treaty shopping. Nathan Boidman, The 1995 Canada-U.S. Treaty Protocol: Some Reflections, 96 Tax Notes 
IntT 48-15 (March 11, 1996). 

14 Protocol to Canada-U.S. Tax Treaty Signed, 380 Tax Notes 3 (September 14, 1994). 
1 5 While tax treaties allocate taxing jurisdiction in a way that will encourage trade and investment, they sometimes 

provide avenues for avoiding taxation. One method of tax avoidance is treaty shopping which occurs when an 
entity, not intended as a recipient of tax treaty benefits, is able to structure its financial transactions in a way as to 
qualify for treaty benefits. See supra note 1 at 554. 
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five, I shall discuss the possibility of amending the LOB Article in the future to avoid some 

of its potential problems. 

The central themes I shall advance in my thesis is to that the LOB Article, although 

it satisfies the United States' policy of preventing treaty shopping, is actually inefficient 

and inequitable as it has burdensome and complex compliance requirements and it violates 

basic tax treaty policy. I shall argue that the LOB Article is inefficient because its negative 

impact on Canadian taxpayers and on the flow of cross-border trade and investment 

outweighs any of its potential benefits, and there are other viable alternatives that could be 

implemented. Further, the LOB Article will not function efficiently as it is complex, vague 

and microregulatory. It is also questionable whether the minimal amount of treaty 

shopping that occurs between Canada and the U.S. justifies the inclusion of such a 

complex anti-treaty shopping provision. 

I shall bolster the central theme of my thesis by arguing that the LOB Article 

results in several inequities, some of which will have severe economic consequences for a 

variety of Canadian entities. Essentially, the LOB Article falls within the ambit of the law 

of unintended consequences because it will cause many Canadian entities, including those 

not engaged in treaty shopping, to lose their entitlement to treaty benefits that they 

previously enjoyed under the Convention.16 The loss of treaty benefits will have a 

burdensome impact on particular Canadian entities.17 These entities will be forced to 

restructure if they do business or invest in the U.S. and desire the continued receipt of 

treaty benefits. Additionally, in order to maintain treaty benefits Canadian entities will be 

required to observe complex compliance and record keeping requirements. 

I conclude that the inclusion of the LOB Article in the Protocol was not based 

upon rational decision making but was politically and bureaucratically motivated by U.S. 

tax treaty negotiators' zeal to halt treaty shopping at all costs. The inclusion of the LOB 

For example, foreign controlled corporations, highly leveraged private companies, trusts and corporations 
controlled by trusts with non-resident beneficiaries may become ineligible for Treaty benefits. Janice G. Russell, 
The New Limitation on Benefits Article, 43 Can. Tax J. 964, 982 (1995). 
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Article demonstrates the preoccupation of the U.S. policy of eliminating treaty shopping 

over the basic goal of international tax treaties, which is the facilitation of trade and 

investment through the removal of tax barriers to the free exchange of capital, goods and 

services. Canada should not have conceded to the inclusion of the LOB Article in the 

Protocol because its negative impact on certain Canadian entities and the Canadian 

economy will outweigh the Protocol's potential benefits. A tax treaty between Canada 

and the U.S. should foster cross-border business not hinder it. 
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T A X TREATIES AND T R E A T Y SHOPPING 

In order to understand the rationale behind the LOB Article, one must be familiar 

with tax treaty policy and treaty shopping. In this chapter, I shall briefly overview the 

goals of tax treaty policy. I shall then discuss the problem of treaty shopping and the 

traditional methods employed to prevent treaty shopping. 

Tax Treaty Policy: 

Participants in international business transactions are subject to taxation in every 

country with jurisdiction over that transaction. Taxing authorities derive this jurisdiction 

from one of three principles: the 'source principle,' the 'residence principle' and the 

'citizenship principle.' The source principle permits a country to tax income earned from 

sources within its borders, regardless of whether the recipient is a resident of that country. 

The residence principle allows a country to tax any person that has a substantial 

connection with the country so as to qualify as a resident of that country. Any income 

that is paid to a resident is subject to tax under the residence principle.18 Finally, the 

citizenship principle allows a country to tax their citizen's world-wide income regardless 

of their current residence.19 

A consequence of these jurisdiction principles is that two or more countries can 

have concurrent jurisdiction to tax the same income. This is commonly referred to as 

'double taxation'. Double taxation occurs when a person is considered to be subject to 

Under the U.S. Internal Revenue Code ("IRC") the U.S. has jurisdiction to tax the income of foreign persons that 
is "effectively connected" with the conduct of a trade or business in the United States. I.R.C. sections 871(b) & 
882. 

The U.S. is the only developed country that uses the citizenship principle. See supra note 1 at 556 and I.R.C. 
sections 1 & 11. 
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taxation in both states, or where a resident of one state has income derived in the other 

state that is taxable by that other state.20 

When money flows from a domestic to a foreign party, and the income received by the 
foreign party is outside the jurisdiction of the state, the state exercises its jurisdiction 
over the transaction by requiring the domestic party to withhold a certain amount from 
the foreign party. This amount is what is termed a "Withholding tax"... The root of 
double taxation emanated from the fact that, upon one transaction, a withholding tax 
may be imposed by the payor's government and, at the same time, an income tax may 
be imposed by the recipient's government. .. .This, in turn, creates a potential deterrent 
to foreign trade and transboundary transactions.21 

Double taxation inhibits the free exchange of goods and services and the 

movement of capital and persons by creating a comparative disadvantage for firms trying 

to compete abroad. In order to alleviate this disadvantage, and in order to attract foreign 

business, countries have entered into bilateral income tax treaties that ameliorate the 

negative effects of double taxation. 

Bilateral tax treaties are contractual agreements between states that establish rules 

for when a state will relinquish to another state its taxing jurisdiction and its rights to tax 

certain revenue.22 Tax treaties can encourage the international flow of investment capital. 

A treaty can ensure that a source country will not excessively tax income derived from 

investments because the country where the investor resides will fully tax that income.23 

By reducing source income taxation a tax treaty can remove significant disincentives for 

investors to engage in cross-border trade and investment. 

Income tax treaties have existed for almost a century. The first tax treaty was 

signed by Austria-Hungary and Prussia on June 21, 1899.24 The first model bilateral tax 

treaty was developed by the League of Nations Committee of Technical Experts on 

2 0 Martha O'Brien, International Corporate Structures and the New Protocol to the Canada-U.S.. Income Tax 
Convention, 54 The Advocate 43 (1996). 

21 The Queen v. Crown Forest Industries Limited, 95 D.T.C. 5389 (S.C.C.), at 5396-7. 
2 2 Frith Crandall, The Termination of the United States-Netherlands Antilles Tax Treaty: What Were the Costs of 

Ending Treaty Shopping?, 9 Northwestern J. of Int'l L. and Business 355, 362 (1988). 
2 3 Ibid. 

24 See supra note 3 at 167. 
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Double Taxation and Tax Evasion in 1927.25 The first 'hiodern"model treaty was 

produced by the Organization for Economic Co-operation and Development ('OECD') in 

1963.26 The final draft of this treaty was adopted in 1977 and is referred to as the "1977 

Model Convention." Several countries have adopted its 30 Articles. In 1992, the OECD 

adopted its new Model Convention, which has also been widely accepted. Canada's first 

tax treaty was the Canada-U.S. Income Tax Convention (1941). To date Canada has 

concluded bilateral tax treaties with more than 60 countries.27 All these aforementioned 

Ibid. League of Nations Doc. C.216 M.85 1927 D" (1927). 

Ross D. Tunnicliffe, Topics in International Taxation, UBC Law 410-1; International Taxation Course Material, 
375 (UBC Faculty of Law, Spring 1996). 

Brian J. Arnold, The Relationship between Tax Treaties and the Income Tax Act: Cherry Picking, 43 Canadian Tax 
J. 869, 875 (1995). Tunnicliffe, See supra note 26 at 375, and CCH report that Canada has negotiated and signed 
tax treaties with the following countries. The Department of Finance is also negotiating new agreements with 
Chile, Columbia, Kazakhstan, Lithuania, Mauritius, South Africa, Ukraine, Venezuela and Vietnam. Canadian 
Income Tax Act with Regulations 65th Ed. 1817 (CCH 1995). Countries marked with an asterix have negotiated a 
treaty with Canada, but the treaties have not ratified as of July 28, 1995. 

1. Argentina 16. France 34.Latvia* 4 9. Philippines 6 3. Turkey 

2. Australia 17. Greece 35.Liberia* 50.Poland 64.United Kingdom 

3. Austria 18. Germany 36.Luxembourg 51. Portugal 65.U.S.S.R/Russian 

4. Bangladesh 19. Grenada 37.Malaysia 52.Republic of Korea Federation 

5. Barbados 20.Guyana 38.Malta 5 3. Romania 66.United States 

6. Belgium 21.Hungary 39.Mexico* 54. Singapore 67.West Germany 

7. Brazil 22.1ndia 40.Morocco 5 5. Spain 6 8. Yugoslavia 

8. Cameroon 2 3. Indonesia 41.Netherlands 56.Sri Lanka 6 9. Zambia 

9. Czechoslovakia* 24.Ireland 42.Netherlands/Antilles 57.Sweden 70.Zimbabwe 

10. Cyprus 25.1srael 43.New Zealand 5 8. Switzerland 

11 .Denmark 26.1taly 44.Nigeria* 5 9. Tanzania 

12.Dominican 27.Ivory Coast 45.Norway 60.Thailand 
Republic 28.Jamaica 46.Pakistan 61. Trinidad & Tobago 

13.Egypt 29.Japan 47.Papua New Guinea 62.Tunisia 
14.Estonia* 30.Kenya 48.People's Republic of 
15.Finland 31. Korea China 

32.Kuwait 

3 3. Windward 
Islands 
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treaties have a central objective: the encouragement of trade by the prevention of double 

taxation of the same taxpayer in respect of the same income. 

Tax treaties are designed to accomplish two goals: the elimination of double 

taxation; and the eradication of tax avoidance and evasion. 'The principle function of 

income tax treaties is to facilitate international trade and investment by removing - or 

preventing the erection of-tax barriers to the free international exchange of goods and 

services and the free international movement of capital and persons... [T]he contribution 

which treaty commitments make to minimizing international trade and investment 

barriers... [is] a primary consideration in framing treaty provisions."28 It is in the best 

interests of nations to enter into income tax treaties, for this allows them to protect their 

source of income and to preserve a hospitable environment for desired inbound investment 

and trade.29 

Tax treaties seek to facilitate international trade and investment through several 

mechanisms. First, income tax treaties are designed to avoid double taxation.30 To 

eliminate double taxation, tax treaties allocate taxing jurisdiction between the residence 

and the source countries in order to diminish overlapping jurisdiction.31 Usually, the 

residence country relinquishes jurisdiction to the source country and allows it to tax the 

income first. This can be accomplished through a pivotal provision included in most tax 

treaties; the tie-breaker rule, which ensures that a taxpayer is resident and therefore 

taxable on their worldwide in only one of the contracting states.32 Nonetheless, it has 

been well established that tax treaties do not impose taxes.33 Tax treaties do not 

themselves levy taxes but simply authorize the contracting parties, within the terms of the 

See supra note 11 at 4. 

29 Ibid, at 2. 
30 Ibid, at 5. 
31 See supra note 1 at 557. 

32 See supra note 20 at 43. 

33 See supra note 26 at 875 
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agreement, to do so. Second, tax treaties serve to mitigate taxation which is not 

duplicative but is considered to be so burdensome that it may constitute a barrier to 

international trade or investment.35 The most common application of this principle is 

found in treaty provisions which reduce or eliminate withholding taxes on investment 

income such as dividends, interest and royalties.36 Third, tax treaties contain provisions 

prohibiting discrimination against residents of another country because taxation that 

discriminates against foreign residents has a negative effect on international transactions.37 

Finally, tax treaties have a role in facilitating tax administration. They are designed to 

assist tax administrators in dealing with: problems associated with international income 

flows; taxpayers that are located outside their taxing jurisdiction by providing for the 

collection and sharing of information; and for assistance in preventing unentitled third-

country residents from obtaining treaty benefits.38 

Existing tax treaty principles hold that a source country may not discriminate 

against inbound direct investments as compared with domestically-owned investments, 

and it may not exceed low reciprocal withholding tax rates on returns on inbound portfolio 

investments and on subsidiary-to-parent flows.39 These dual principles of 

nondiscrimination and reciprocity, along with home country relief from double taxation 

through an exemption of foreign source income or a foreign tax credit, are the ground 

rules for the international division of revenue from cross-border investment.40 

The Queen v. Melford Developments Inc., 82 DTC 6281, 6285; [1982] CTC 330, 335 (SCC), cited in note 33 at 
870. 

See supra note 11 at 9. 

Ibid, at 9. 

Ibid, at 11. 

Ibid, at 11-12. 

See supra note 6 at 676. 
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Treaty Shopping and Tax Havens: 

While tax treaties are effective in achieving the goal of avoiding burdensome and 

double taxation, they do provide avenues for tax avoidance and tax evasion41 through the 

device of treaty shopping.42 The specificity and complexity of bilateral tax treaties creates 

the potential for loopholes and creative tax planning.43 Residents of countries that are not 

party to a treaty may be able to use a tax treaty to reduce their tax liability.44 'Treaty 

shopping' occurs when a taxpayer shops into the benefits of a tax treaty that are normally 

not available, usually by interposing a corporation in a country that has an advantageous 

tax treaty.45 The term treaty shopping is usually used by those opposed to this process, 

others refer to the process as 'international tax planning".46 It is the process by which 

taxpayers from one country search for and then attempt to receive the tax benefits 

provided by a tax treaty that their country of residence is not a contracting party. For 

example, when one country has a high withholding on certain transactions, to avoid the 

withholding tax the transaction is conducted through a related entity in a country that has 

no, or a lesser, withholding taxes.47 The U.S. Senate Foreign Relations Committee, which 

reviewed the Third Protocol, defined treaty shopping as: 

4 1 Tax evasion "occur[s] when non-compliance with the laws of the taxing jurisdiction is ... willful and conscious." 
See supra note 1 at 560. International tax evasion involves: 1) an element of artificiality so that the various 
business arrangements do not have business or economic aims as their primary objective; 2) an element of secrecy 
present in the transaction itself to prevent the taxing authorities form learning about the new scheme; and 3) the 
use of loopholes in the law or the application of legal provisions for purposes that they were not intended. Ibid. 

4 2 The concept of 'treaty shopping' originated in the United States, and has been exported to other OECD countries. 
Helmut Becker and Felix J. Wurm, Survey, Treaty Shopping 1 (Helmut Becker & Felix J. Wurm eds., 1988). 

43 See supra note 22 at 362. 

4 4 Ibid. 

45 See supra note 42 at 1. Grady defines treaty shopping as the practice of third country residents searching for a 
country that has a favourable income tax treaty with the U.S. and an attractive internal tax law. When this country 
is located, income from the U.S. is channeled through a corporation organized under the laws of that country. By 
redirecting the income flow the withholding tax on the U.S. source passive income is thus reduced or completely 
eliminated. Additionally, many tax treaty countries have domestic tax laws that set a low, or possibly a zero, tax 
rate on passive income paid to non-residents. Kenneth A. Grady, Income Tax Treaty Shopping, 5 Northwestern J. 
of Int'l L. and Business. 626, 627-28 (1983). 

4 6 Roberta R. Oliva, Recent Protocols to Tax Treaties Indicate Changes to International Tax Policy, 10 The Int'l Tax 
J. 427, note 1 (1984). 

4 7 A.B. McKie, Stopping Treaty Shopping, 5 Canadian Current Tax 35 (January 1995). 
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[When] a person who is not a resident of either country seeks certain benefits 
under the income tax treaty between the two countries. Under certain circumstances, 
and without appropriate safeguards, the non-resident is able indirectly to secure these 
benefits by establishing a corporation (or other entity) in one of the countries. Such an 
entity, as a resident of that country, is entitled to the benefits of the treaty without such 
safeguards. Additionally, it may be possible for the third-country resident to reduce 
the income tax base of the treaty-country resident by having the latter pay out interest, 
royalties, or other amounts under favorable conditions (i.e., it may be possible to 
reduce or eliminate taxes of the resident company by distributing its earnings through 
deductible payments or by avoiding withholding taxes on the distributions) either 
through relaxed tax provisions in the distributing country or by passing the funds 
through other treaty countries (essentially, continuing to treaty shop), until the funds 
can be repatriated under favorable terms.48 

Treaty shopping can have several adverse effects. A treaty country can lose 

revenue when an investor whose country is not a treaty partner takes advantage of a tax 

treaty concession, such a reduction in withholding taxes, and the treaty country is not 

provided with a corresponding benefit from the investor's country.49 Additionally, a 

country can lose revenue when its residents acquire investment earnings abroad and utilize 

a tax treaty to avoid paying domestic taxes.50 

The rise in corporate and personal income tax rates has encouraged many 

Canadians to use tax havens jurisdictions in conjunction with treaty shopping to reduce 

their exposure to Canadian taxation.51 A tax haven is a jurisdiction that imposes little or 

no tax, which makes it an attractive location to carry on business. A corporation resident 

in a tax haven can be used for: manufacturing goods for export;52 marketing goods for 

resale; licensing patents, trademarks and other intangible property to other foreign 

affiliates of the parent; providing financial services to other foreign affiliates of the parent; 

U.S. Senate Foreign Relations Committee Report on the Revised Protocol Amending 1980 U.S.-Canada Income 
Tax Convention (Exec. Rept. 104-9) (Doc 95-8159) 95 Tax Notes International 169-8 (Aug. 31, 1995). 

See supra note 22 at 363. 

Ibid, at 363-64. 

Michael J. O'Keefe, Tax Havens, 53 The Advocate 209 (1995). 

Income earned from manufacturing or marketing is active business income by virtue of the level of activity 
involved. Income earned from licensing or financing must fall within the deeming provisions in section 
95(2)(a)(ii) of the Income Tax Act ("ITA") to be active business income. See supra note 51 at 209 footnote 11. 
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and carrying on investment businesses.53 Tunnicliffe has identified six generic off-shore 

structures that can effectively shelter corporate profits from Canadian tax. These 

structures are: off-shore finance corporations; off-shore licensing corporations; off-shore 

manufacturing corporations; off-shore trading corporations; off-shore investment business 

corporations; and off-shore service corporations.54 

For a tax haven to be beneficial to a corporation it must satisfy eight criteria. First, 

a haven must be in a 'designated treaty country.'55 Canadian rules governing the taxation 

of foreign of persons provide that income earned by a foreign affiliate resident in a 

designated treaty country from an active business carried on in that designated treaty 

country may be repatriated to Canada by Canadian corporate shareholders without any 

5 3 These activities are undertaken in the tax haven so that the income generated will be income from an active 
business, and therefore not subject to Canadian taxation as they will be outside the foreign property accrual rules 
of the ITA. When a Canadian resident owns 10 percent or more of a foreign resident corporation, the corporation 
is known as a 'foreign affiliate'. If the foreign affiliate is controlled by the taxpayer or a related group, or by the 
taxpayer and less than 5 other persons resident in Canada, the foreign affiliate is a 'controlled foreign affiliate'. 
Foreign accrual property income ("FAPI") is any income from property or from a non-active business (usually 
investment income), as well as certain taxable capital gains, and is subject to special rules. FAPI will be taxed in 
the hands of a Canadian shareholder in the year the income is received or earned by the controlled foreign affiliate. 
Income will be excluded from FAPI if it is from an active business. Such active business income can include, for 
example, a dividend from a corporation that is a foreign affiliate, or a taxable capital gain on property used or held 
for the purpose of earning income from an active business, or a taxable capital gain on shares of a foreign affiliate 
at least 90 percent of the assets of which constitute property held for the purpose of earning income from an active 
business. Under ITA section 113(1) foreign active business income can be received as a dividend by a Canadian 
resident corporation with no applicable Canadian tax as exempt surplus. However, any foreign taxes on the 
exempt surplus are not eligible for the foreign tax credit. Thus, in order to achieve a level of tax savings from 
using a tax haven it is necessary to locate as many of the qualifying activities as possible in the haven. See supra 
note 51 at 211-13. 

5 4 Ross D. Tunnicliffe, Low Taxing Jurisdictions, UBC Law 410 International Tax Law Materials 44-49 (UBC 
Faculty of Law 1995). 

5 5 Canadian domestic tax law used to refer to listed and unlisted countries in Income Tax Regulation 5907(11). If a 
country was listed then corporate residents in that country could qualify for exempt surplus status. The idea was 
that corporations in listed countries were entitled to exempt surplus status since Canada had negotiated and 
finalized a tax treaty with these countries. However, some of the listed countries did not have a finalized tax treaty 
with Canada but were listed in anticipation of a treaty being finalized. This created ambiguities because residents 
of those countries obtained exempt surplus status although they were not entitled to it. Thus, Regulation 5907(11) 
was amended so that references to listed countries were replaced with designated treaty countries. A designated 
treaty country is a country that has a comprehensive tax treaty with Canada that has entered into force. Another 
concern under prior Regulation 5907(11) was that eight 'listed countries' were also tax havens, which were 
entitled to exempt surplus status. These countries were: Anguilla; Antigua; Barbados; Cyprus; Ireland; Malaysia; 
Malta and Portugal. This was problem was partially solved under the amended Regulation 5907(11) as the 
substitution of 'listed country' with 'designated treaty country' eliminates Antigua, Anguilla, and Portugal from the 
list of non-treaty tax havens entitled to exempt surplus status. These countries do not have a comprehensive treaty 
with Canada, and thus no longer qualify as tax havens whose resident corporations are entitled to exempt surplus 
status. 
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additional Canadian income tax. A designated treaty country is any country that has 

entered into a bilateral income tax treaty with Canada. Since Canada has entered into few 

tax treaties with tax havens, there are few designated treaty countries that offer a 

favorable tax rate.57 Second, while the location of a tax haven does not have to be where 

the corporation carries out its day to day operations, the haven should be a place where 

some corporate activities take place and there is reasonable access to and from Canada.58 

Third, a tax haven must have a developed infrastructure.59 Fourth, the haven must not 

have any monetary exchange controls that would limit the ability to repatriate funds in the 

future. Fifth, the ability to transact business in English is usually considered essential. 

Sixth, a legal system based on English common law creates a sense of familiarity and 

security, and is thus a desirable feature. Seventh, a well-developed treaty network is 

advantageous. This would be of great assistance if the foreign subsidiary's activities may 

expose it to tax in certain countries, even though it would not have a permanent 

establishment in those countries. Finally, a tax haven should have economic and political 

stability.60 

Under subsection 113(1) of the ITA, a corporation resident in Canada may deduct from its taxable income 
dividends received from a foreign affiliate that are prescribed under Regulation 5900(1) to have been paid out of 
the exempt surplus of the foreign affiliate. In order for the foreign corporation paying the dividends to qualify as a 
'foreign affiliate' the Canadian corporation must have a direct or indirect interest of a minimum of 10 percent of 
the shares of the foreign corporation. ITA sections 95(1), 95(4)(a), (b). If the foreign subsidiary is not resident in 
a designated treaty country or its business is not carried on in a designated treaty country, then the dividends paid 
by the foreign subsidiary to the Canadian parent corporation are subject to tax in Canada at ordinary corporate tax 
rates with an offsetting deduction for income and withholding taxes paid by the subsidiary. If the subsidiary is 
resident in a tax haven jurisdiction that is not a designated treaty country, then the dividends are effectively taxed 
in Canada at full corporate tax rates regardless of the source of the subsidiary's income. One exemption is where 
dividends are received by a subsidiary from another foreign affiliate of the parent that are paid out of that foreign 
affiliate's exempt surplus. These dividends are included in the exempt surplus of the subsidiary, regardless of 
where it is resident, and can be paid to the parent without attracting Canadian taxation. See supra note 51 at 209. 

One exception, however, is Barbados. 

Reasonable access would be access by scheduled airline flights of a reasonable duration and if goods are shipped 
from the tax haven then there must be appropriate shipping routes. Ibid, at 210. 

The tax haven country must have the ability to receive and store goods, proper banking facilities, the availability of 
adequate clerical personnel and skilled labour, and access to suitable manufacturing facilities. Ibid. 

Many Canadian corporations have selected Barbados as a tax haven because it meets the above criteria. Barbados 
is stable, has the second oldest parliament in the British Commonwealth, has a system of laws based on English 
common law, has a satisfactory infrastructure and ease of access to both North America and Europe. Other tax 
havens, although not as suitable as Barbados because they have language and logistical problems, are Portugal and 
the island of Madeira. Ireland can also be considered an acceptable tax haven, but it has a high corporate tax rate 
or 10 percent and requires a certain level of employment. Malta or Cyprus may be useful if the business involves 
Europe. Similarly, Luban (the federal territory of Malaysia) can be utilized if the activity involves Asia. 
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A substantial tax saving can be realized by the combined use of a tax haven 

jurisdiction, treaty shopping and advantageous transfer pricing. However, it should be 

noted that the residency requirements in several of the tax treaties Canada has with tax 

havens provide that there will be no treaty assistance to corporations that are incorporated 

under legislation that exempts the corporation from taxation in the tax haven country.61 

A. Treaty Shopping Methods: 

There are three ways in which treaty shopping can occur. These are the 'direct 

conduit' method, the 'stepping stone' method and the 'bilateral relations' method. 

/'. Direct Conduit Method: 

Under the direct conduit method, countries A and B, for example, enter into a 

tax treaty that allocates taxing jurisdiction over dividend payments by corporations in 

However, it should be noted that in the case of Barbados, for most purposes it is not a tax haven because it levies 
taxes are fairly high rates. But there is provision, however, for a special status corporation, the international 
business company (D3C), which is subject to a maximum tax rate of 2.5 percent. Further, when an D3C pays 
dividends to a foreign parent Barbados does not levy withholding taxes and most importantly, if paid from exempt 
surplus, dividends are not taxed when received by a Canadian corporation. Other than the maximum 2.5 percent 
tax rate, IBCs are exempt from taxation under Barbados law and they are not subject to tax on rents (other than 
from Barbados property), dividends, interest, royalties, fees, salaries or other money paid by the D3C to a company 
carrying on international business or to a person resident outside the Barbados. A corporation will qualify as an 
IBC if it is resident in Barbados, owned by persons not resident in Barbados or the other Caribbean states (the 
'CARICOM' region), financed by persons not resident in the CARICOM region and carries on an international 
manufacturing business or an international trade and commerce business. (See the Barbados International 
Business Corporations Act 1991). An IBC may carry on the business of manufacturing goods in Barbados for sale 
outside the CARICOM region or buying and selling goods to be trans-shipped through or from Barbados and may 
sell services for the benefit of person residing outside the CARICOM region. IBC status extends to corporations 
engaged in making, processing, preparing, assembling or packaging within Barbados any product that is 
exclusively for export to countries outside the CARICOM region. IBCs also receive duty-free exemptions on 
imports of plant, machinery, equipment, raw materials and components used in manufacturing. Further, IBCs 
engaged in international trade or manufacturing are granted automatic exemptions from foreign exchange controls. 
Of course, n IBC must be resident in Barbados, which requires incorporation in Barbados. However, it is 
necessary to ensure that the corporation is also not resident in Canada for Canadian income tax purposes. Ibid. 
210-12. 

See the Agreement between Canada and Barbados for the Avoidance of Double Taxation and the prevention of 
Evasion with Respect to Taxes on Income and on Capital, January 22,1980; The Treaty between Canada and the 
Republic of Cyprus for the Avoidance of Double Taxation and the prevention of Fiscal Evasion with respect to 
Taxes on Income and on Capital, May 2, 1984; and the Agreement between Canada and the Republic of Malta of 
the Avoidance of Double Taxation and the Prevention of Fiscal Evasion with Respect to Taxes on Income and on 
Capital, July 25, 1986. Article XXX of the Canada-Barbados Treaty provides that the Treaty shall not apply to 
corporations entitled to any special tax benefits under the Barbados International Business Corporations Act. 

See supra note 1 at 560. The direct conduit situation is the typical case of concern to the IRS. See supra note 42 at 
289. 
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country A to shareholders in country B. A corporation in country C owns a subsidiary in 

country A, however country C does not have tax treaties with either states A or B. In 

order to take advantage of the A-B tax treaty, the parent corporation in country C sets up 

wholly-owned subsidiary in country B and transfers all of its shares in the country A 

subsidiary to the country B subsidiary. When the country B subsidiary receives dividend 

income from the country A subsidiary, it claims a full or partial exemption from the 

withholding taxes of country B pursuant to the A-B tax treaty. The subsidiary 

consequently pays little or no taxes on the income it receives. This income is then 

transferred back to the parent corporation as a fictitious loan.63 

See supra note 1 at 561 and note 42 at 4. 
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Country A 

Yes Tax Treaty Benefits 

No Tax Treaty Benefits 

Country C 

-Yes 

Treaty Benefits as a result of 
treaty shopping 

Country B 

Figure 1: The Direct Conduit Method of 
Treaty Shopping 6 4 

ii. The Stepping Stone Method: 

The stepping stone method of treaty shopping occurs, for example, where country 

A does not have a tax treaty with country C, but does have a tax treaty with country D 

and country D applies favorable tax treatment to certain types of companies. In country 

B, charges from a foreign company are tax deductible and income from country C is 

subject to treaty benefits. Residents of country A set up a company in country D that 

derives most of its profits by providing services to its subsidiary in country B. The 

company in country B realizes income in country C where it is subject to beneficial tax 

6 4 This diagram is adapted from note 42 at 16. 
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treaty treatment. The profits from country C are channeled to country D at almost no 

cost. Since the profits are subject to low or no taxation in country D, the income from 

country C arrives in country A at little or no tax cost.65 

Country A 

No Treaty benefits 

Country C 

Treaty benefits 

Yes 

Country D 

Charges are tax deductible Yes 

-Yes-

Treaty benefits 

Country B 

Figure 2: The Stepping Stone Method of 
Treaty Shopping66 

in. The Bilateral Relations Method: 

The bilateral relations method of treaty shopping is subdivided into two types: the 

same country holding structure and the quintet structure. The same country holding 

structure occurs where tax treaties grant treaty benefits to shareholders with minority 

ownership and national tax laws subject dividends to low taxation if they are received by 

another company in the same country. A foreign investor can interpose a company in that 

state that holds the participation in the other company where the final investment is made. 

' Ibid, at 4, 5. 

' This diagram is adapted from Ibid, at 17. 
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Under such a structure tax advantages may be gained for minority participation that 

otherwise would not be available.67 This structure has not been considered to be treaty 

shopping in the U.S. and has never been challenged as such.68 

The quintet structure is designed to get reduced withholding rates on dividends 

from a payor organized in a state granting reductions only with respect to dividends paid 

to minority shareholders.69 Where a tax treaty suspends treaty benefits on dividends that 

are received by a foreign company holding a certain percentage of the domestic company's 

shares, i.e. 25 percent, a foreign company can interpose 5 subsidiaries each holding less 

than 25 percent of the shares of the domestic corporation in order to benefit from the tax 

61 Ibid, at 5. 
68 Ibid, at 290. 
69 Ibid. 
70 Ibid, at 5. 
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Quintet Structure: 
Same Country Holding 

Structure 

Company A 

100% 

Company A 

C^^) C^y^ Quintet companies 

20% each 
Country A 

Country C 

100% 

Company C Company B 

Company C 

Figure 3: The Bilateral Relations Method of 
Treaty Shopping71 

9% 

B. Countering Treaty Shopping: 

/. The Objections to Treaty Shopping: 

72 Tax authorities consider treaty shopping improper for three primary reasons. 

First, treaty benefits negotiated between two states are intended for persons resident in 

7 1 This diagram is adapted from Ibid, at 18. The same country holding and the quintet structures are generally not 
considered to be treaty shopping by the IRS since U.S. tax treaties do not grant reduced withholding rates for 
minority participation. 

72 Ibid, at 5. 
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those states. If a third country resident 'shops' into a treaty, the third country resident 

benefits from the treaty without its country of residence providing treaty considerations to 

any of the contracting parties. The principle of reciprocity is breached and the balance of 

sacrifices in the international tax treaty system is altered. Second, states usually grant 

treaty benefits to the resident of another country based on the assumption that the other 

country's residents are subject to the other country's tax regime. If treaty benefits are 

enjoyed by a person in a third country there is no guarantee that they will be subject to a 

satisfactory tax regime. Third, there is little incentive for a third country to enter into a 

tax treaty if its residents enjoy the use of other county's existing tax treaties. 

ii. Anti-Treaty Shopping Methods: 

International authorities have not reached a consensus as to when tax avoidance 

should be curtailed and by what means because of the difficulty in drawing a distinction 

between those arrangements that are acceptable and those that are not.73 However, most 

countries accept that blatant tax evasion through treaty shopping should be halted. The 

primary method to combat such tax avoidance schemes is through the exchange of tax 

information between two contracting states. These provisions are a routine part of tax 

treaties as they are necessary to prevent fraud and tax evasion.74 However, to be effective 

they must be combined with anti-treaty shopping provisions that restrict the availability of 

treaty benefits to intended parties only.75 Several approaches have been developed to 

attempt to curb treaty shopping.76 

First, the abstinence approach dictates that countries should not enter into tax 

treaties with countries that are considered to be tax havens, either because of their low 

taxation or because they are used as a location for conduit companies. Second, under the 

exclusion approach, where a tax treaty exists between two states, companies entitled to 

7 3 See supra note 1 at 562. 
74 Ibid. 
15 Ibid, at 563. 
7 6 See supra note 42 at 6. The anti-treaty shopping approaches are endorsed by the U.N. and the OECD. See text 

accompanying notes 566 to 570. 
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special-low taxes are excluded from tax treaty benefits. Third, under the look-through 

approach treaty benefits are granted to a company only to the extent that it is owned by 

residents of the state in which it is organized. Entitlement to treaty benefits does not 

depend on the company's state of residence alone. Rather, the legal entity is disregarded 

and the residence of its shareholders is examined to determine whether or not the company 

should be granted treaty benefits, hence the name look-through approach. A refined 

version of this approach examines who the beneficial owners, rather than mere nominal 

shareholders, of the shares are. Fourth, under the subject-to-tax approach treaty benefits 

are subject to the condition that income derived from one state be actually subject to a 

minimum tax in the other state. This prevents income from being exempt from taxation in 

both contracting states.77 Fifth, the channel approach is designed to attack the stepping-

stone structure. Under this approach a company is denied treaty benefits on dividends, 

interest, and royalties, if a certain percentage of its gross income is used to make payments 

to individuals or companies not resident in one of the contracting states. This prevents the 

income of the interposed company from being absorbed by payments to related persons or 

companies in the form of business expenses. Finally, the bona fide approach guarantees 

that bona fide transactions and structures are not exempt from treaty benefits. The 

granting of treaty benefits depends upon the satisfaction of certain requirements, such as 

the motives of the interposing company, the amount of the company's business activity in 

the state, the amount of taxes paid, and the registration of its shares on a national stock 

exchange.78 

In addition to specific tax treaty provisions that combat treaty shopping, several 

countries also apply their general anti-tax avoidance or anti-abuse provisions to prevent 

treaty shopping.79 There are typically two types of tax principles that can be applied; 

Ibid, at 6, 7. This is essentially the approach the Supreme Court of Canada adopted in The Queen v. Crown Forest 
Industries Limited, 95 D.T.C. 5389 (S.C.C.), when it denied treaty benefits, in the form of reduced withholding 
rates, to a U.S. corporation whose mind and management was located in the U.S. This was done on the basis that 
the corporation was not subject to taxation on its worldwide income in the U.S. See the discussion in note 517. 

Ibid. The bona fide approach is essentially the restrictive approach that U.S. anti-treaty shopping provisions 
utilize, such as the limitation on benefits provisions. 

Ibid. Switzerland and the United States also have specific anti-treaty shopping in their national laws. Ibid. 
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substance over form and the abuse principle. Under the substance over form test, tax 

authorities must determine whether the transaction is based on justifiable commercial 

reasons or whether it is a sham merely set up to obtain treaty benefits. Under the abuse 

principle the issue is whether a certain set of transactions constitutes an abuse, a misuse or 

an improper use of a tax treaty. 

One issue that arises when national laws are applied to combat treaty shopping is 

in the case of a conflict whether the tax treaty or the national tax law applies. Generally, 

where a treaty specifies who is entitled to treaty benefits, for example all residents 

including legal entities organized under the laws of that state, the clear wording of the 

treaty cannot be disregarded and treaty benefits cannot be denied on grounds that the 

entity's shareholders are not residents.81 Further, if the treaty includes a provision to 

prevent tax treaty abuse then national tax rules cannot be applied in addition to the treaty 

provisions. 

/'/'/'. Costs of Stopping Treaty Shopping: 

Although it has been argued, particularly by the U.S., that reducing or eliminating 

treaty shopping is crucial, it must be recognized that there are significant costs in 

accomplishing this goal. As economic theory has demonstrated, attempting to increase the 

accumulation of wealth results in diminishing returns. Similarly, the extension of anti-

treaty shopping rules will result in diminishing returns and increased costs. Enlarging the 

scope of an anti-treaty shopping regime invariably results in increasing the number of 

detailed rules governing the taxation of international business transactions. The number 

and complexity of such micron-egulations makes it difficult for taxpayers to comply with 

such tax provisions.82 Further, these provisions may become so detailed and rigorous that 

they can deny relief to entities carrying bona fide commercial activity.83 It has been 

Ibid, at 8. 

See supra note 1 at 563. 

Ibid. The complexity of the LOB Article in the Protocol will cause several bona fide Canadian residents to lose 
treaty benefits. 
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argued that the complexity and restrictiveness of anti-treaty shopping provisions inhibit 

investment flows because would be investors fear that they may be denied relief under the 

treaty.84 The very nature of these provisions introduces an element of uncertainty into the 

investment climate - the more rigorous the statute, the greater the chance that an entity 

will not fulfill the criteria required to obtain relief.85 This uncertainty raises the cost of 

investment.86 Consequently, Gild has concluded that strict anti-treaty shopping provisions 

could eliminate almost all incentives to foreign investment.87 

84 Ibid, at 564. Gild refers to the LOB Article in the U.S.-West German Tax Treaty as an example of the growing 
complexity of anti-treaty shopping provisions. Ibid, at 563 note 47. The LOB provision in that treaty was 
developed in 1989. It is less complex and shorter than the LOB Article in the Protocol. 

S5Ibid. at 573. 
86 Ibid. 
87 Ibid, at 565. 
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T H E THIRD P R O T O C O L T O T H E C A N A D A - U . S . TAX 

CONVENTION 

On November 9, 1995, Canada and the United States ratified the Third Protocol 

amending the 1980 Convention between Canada and the United States with respect to 

taxes on Income and on Capital Gain. 8 9 The majority of its provisions became effective on 

January 1, 1996. The Protocol significantly improves the present Convention as it 

eliminates many pre-existing tax barriers for cross-border trade and investment and it 

opens a new level of co-operation between Canadian and American tax authorities.90 The 

principal purposes of the Protocol are to modify the Convention in order to continue to 

promote close economic co-operation between Canada and the U.S. This is done by 

reducing the occurrences of double taxation of income earned by residents of either 

country from sources within the other country and eliminating possible barriers to trade 

On March 17, 1995, a revised Protocol amending the Treaty Between Canada and the United States with Respect 
to Taxes on Income and on Capital signed on September 26, 1980, as amended by the Protocols signed on June 14, 
1983 and March 28,1984, was signed. The revised Protocol is essentially the same as the August 31, 1995, 
Protocol. The revised Protocol merely recognizes that the Protocol has not yet been ratified and it accordingly 
reflects with revised dates as to effectiveness of the Protocol. Department of Finance press release, March 17, 
1995. 

The old Tax Treaty is the Convention between Canada and the United States of America with Respect to Taxes on 
Income and Capital, signed 26 September, 1980, as amended by Protocols signed 14 June, 1983, and 28 March, 
1984. 

However, treaty negotiators failed to identify and deal with some situations that needed resolution. For, example 
the use of limited liability companies (LLCs) by U.S. individuals was not addressed by the Protocol. Using an 
LLC to carry on investment or business activities is inadvisable because while LLCs are regarded as corporations 
for Canadian tax purposes they are given flow-through treatment under U.S. tax law and as a result they are not 
considered residents under the Convention and thus are not entitled to treaty benefits and are subjected to the full 
Canadian withholding rate of 25 percent. 

Also it is unfortunate that the negotiators did not deal with the problem of potential double taxation that arises 
from Revenue Canada's reluctance to view IRC section 884(f)(1)(B) (branch profit tax) excess interest tax as an 
additional tax on a U.S. branch of a Canadian corporation which would thus be credible against Canadian taxes on 
U.S. branch profits. 

Further, negotiators did not deal with the problem of U.S. corporations that own Canadian operating subsidiaries 
through a partnership. If two U.S. corporations are in a 60 t̂0 partnership, owning 100 percent of the Canadian 
subsidiary, dividends paid by the subsidiary to the partnership will not qualify for the reduced withholding rate but 
will be subject to a 15 percent rate. This is because Revenue Canada has determined that the U.S. corporate 
partner does not the property of the partnership, even though if the U.S. corporation held the subsidiary shares 
directly they would qualify for the reduced rate. See supra note 13. 
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caused by the overlapping taxing jurisdictions of the two countries. It is also intended to 

enable Canada and the U.S. to cooperate in preventing the avoidance and evasion of taxes. 

These amendments are designed to encourage trade and investment between Canada and 

the United States and thus the Protocol can be seen as a favorable complement to the 

North American Free Trade Agreement.92 

In this chapter I shall briefly review how the Protocol amends the Convention. 

These amendments can be divided into five parts. First, there are significant amendments 

to the withholding rates for dividends, branch profits, interest and royalties. Second, the 

Protocol amends the treatment of taxes imposed by reason of death. Third, there are 

changes to certain administrative provisions of the Convention are changed to allow 

greater co-operation between Canadian and American tax authorities. Under the 

Protocol, disputes between competent authorities can go to arbitration. There is also a 

new provision for assistance with tax collection and the exchange of information 

provisions have been expanded. Fourth, there are changes to several miscellaneous, but 

important, provisions, such as the definition of residence and the tax treatment of pensions 

and gambling losses. Finally, there is the addition of the LOB provision, the anti-treaty 

shopping rules, which could have severe and unanticipated effects for some Canadian 

residents. An in depth analysis of the operation and impact of the LOB provision is 

contained in the next chapter. 

Amendments to the Convention: 

A. Withholding Tax Provisions: 

The Protocol reduces the withholding tax rate on interest, direct dividends and 

certain royalties. Under the Income Tax Act, (TTA') where there is no tax treaty to the 

contrary, dividends, interest and certain royalties paid by Canadian residents to foreign 

See supra note 48. 

Protocol to Canada-U.S. Tax Treaty Signed, 380 Tax Notes 3 (September 14, 1994). 
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recipients are subject to a withholding tax of 25 percent. In the U. S. the withholding tax 

rate is 30 percent. Under the Convention, prior to the Third Protocol, the 25 percent 

default withholding tax rate was reduced to 10 percent on 'direct dividends,'94 15 percent 

for other dividends, 15 percent for interest payments and 10 percent for certain royalty 

payments. Under the Protocol these withholding taxes are reduced. The withholding 

taxes on cross-border direct dividends and branch profits tax95 will be eventually reduced 

to 5 percent.96 The withholding tax on cross-border interest is reduced to 10 percent 

from the current 15 percent.97 Finally, the withholding taxes on royalties for the use of 

computer software or any patent or information concerning industrial, commercial or 

scientific experience are eliminated. The Protocol provides for consultation within three 

years to determine if these withholding taxes should be further reduced.98 

The reduction of these withholding rates is significant. Canadian Finance Minister 

Paul Martin indicated that the reduced rates under the Treaty will facilitate trade and 

investment between Canada and the United States.99 The Minister emphasized that the 

elimination of withholding taxes on royalties for patent and technological information and 

computer software payments will reduce the cost to Canadian companies of imported 

technology and know-how from the United States and it should make Canadian 

technology more attractive to U.S. businesses.100 However, what the Finance Minister 

Joe Frankovic, Changes to the Canada-U.S. Tax Treaty-Highlights, 382 Tax Notes 4 (October 18, 1995). 

A direct dividend is a dividend paid to a non-resident corporate shareholder owning at least 10 percent of the 
voting shares of the corporation. 

A domestic tax imposed on unreinvested earnings of a branch of a foreign corporation, meant to be equivalent to a 
dividend withholding tax. 

The reduced rates are phased in gradually. Effective January 1, 1996, the withholding tax rate will be reduced to 6 
percent and eventually in the subsequent following year the rate will be reduced to 5 percent. 

The withholding tax rates may be reduced in future as the Protocol allows for consultation to determine if 
withholding taxes should be reduced further. 

See Appendix One; Third Protocol, Article 20 paragraph 1. 

Department of Finance Press Release, August 31, 1994. The majority of the Treaty's provisions will become 
effective on January 1, 1996. 

0 Finance Minister Martin indicated that the reduction of the rate of withholding tax on interest, direct dividends 
and certain royalties to 10 per cent, 5 per cent and 0 per cent respectively bring these rates into line with those 
provided in the OECD Model Tax Convention and accepted by a majority of the 25 Member countries of that 
organization. Ibid. 
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failed to mention was that the reduction of withholding taxes will result in a reduction of 

Canadian tax revenues. Using 1974 data Jenkins et al, estimated that reducing the 

withholding tax from 15 percent to 10 percent would reduce Canada's tax revenue by $57 

million.101 Although I have not come across any more recent figures on the decrease in 

Canadian tax revenues as a result of decreasing withholding taxes, it can be extrapolated 

from the 1974 estimates that in 1996 the reduction in tax revenues will be even greater. 

The Protocol may have a significant effect on Canadian tax revenues particularly when the 

impact of the LOB Article on tax revenues is considered.102 What this impact will be is 

currently unknown, but the next few years will be telling as to how much tax revenue has 

sifted from Canada to the U. S. 

These changes to the withholding rates were necessary as the Convention was 

negotiated in the early 1980's and was out of step with the current policy of facilitating the 

free flow of goods and services.103 Prior to the Protocol, the Convention perpetuated 

trade barriers through high withholding rates on a wide range of intellectual property 

rights and computer software payments. Technology goods could flow duty free as a 

result of N A F T A but the technology, if transferred alone, remained subject to a 10 percent 

withholding tax.104 The fact that finished goods, such as shrink wrapped software, could 

flow free of withholding tax, while the transfer of technology could not, influenced 

commercial behavior.105 A U.S. company could avoid the withholding tax by shipping 

finished goods to its Canadian subsidiary instead of licensing the technology that would be 

subject to a 10 percent withholding tax. Additionally, the free flow of financial services 

could not be fully achieved as long as interest payments were subject to a 15 percent 

withholding tax.106 

1 0 1 Glen P. Jenkins, Devendranauth Misir and Graham Glenday, The Taxation of Foreign Investment Income in 
Canada, the United States and Mexico, 44 Law and Contemporary Problems 156 (1981). 

102 See text following note 197. 
1 0 3 Catherine A. Brown, The 1995 Canada-U.S. Protocol: The Scope of the New Royalty Provisions, 43 Canadian 

Tax J. 592, 593 (1995). 
mIbid. 

105 Ibid, at 594. 

106 Ibid, at 593. 
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Figure 4: Summary of Changes to the 
Withholding Rates under the Protocol.107 

P R E ^ R O T O C O L 01/1996 01/1997 

DIVIDENDS 

1. Direct 10% 6% 5% 

2. Portfolio 15% 15% 15% 

B R A N C H PROFITS 10% 6% 5% 

INTEREST 15% 10% 10% 

ROYALTIES 10% 0% or 10% 0% or 10% 

/'. Dividends: 

Article 5 of the Protocol amends Article X (Dividends) of the Convention, it 

reduces the withholding rate on 'connected' dividends from 10 percent to 5 percent.1C 

The rate of branch profits tax under paragraph 6 is also reduced from 10 percent to 5 

percent.109 Under the entry-4nto-force provisions of Article 21 of the Protocol, these 

This graph is adopted from O'Brien, see supra note 20 at 44. 
1 See Appendix One; Third Protocol, Article 5. Paragraph lof Article 5 amends paragraph 2(a) of Article X. 
Connected dividends are dividends paid to a company resident in the other Contracting State that owns at least 10 
percent of the voting stock of the company paying the dividends and that is the beneficial owner of the dividend. 
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reductions will be phased in over a three-year period. The rates will be 6 percent in 1996 

and finally 5 percent in 1997. 

For Canadian Multinationals operating in the U.S. through subsidiaries, the 

reduction in dividend withholding is equivalent to approximately three percentage points 

of U.S. subsidiary profits before U.S. income taxes, assuming a 40 percent aggregate U.S. 

federal and state corporation tax rate.110 This reduction directly effects the bottom line as 

a result of the exempt status of such dividends and the lack of a foreign tax credit for U.S. 

taxes under Canadian foreign affiliate exempt surplus rules.111 

Nevertheless, the 5 percent withholding rate will be inapplicable in certain 

situations. Dividends paid by U.S. regulated investment companies ('RICs')112 are denied 

the 5 percent withholding rate even if the Canadian shareholder is a corporation that 

would otherwise qualify as a direct investor by satisfying the 10-percent ownership 

requirement. Consequently, all RIC dividends to Canadian beneficial owners are subjected 

to the 15 percent rate that applies to dividends paid to portfolio investors.113 Similarly, 

Dividends paid by U.S. real estate investment trusts ('REITs')1 1 4 to Canadian beneficial 

owners are also denied the 5 percent rate. REIT dividends paid to individuals who own 

less than a 10 percent interest in the REIT are subject to withholding at a rate of 15 

See supra note 13. 

Ibid. 

' Companies subject to IRC sections 851-855, Alexander M. G. Gelardi, The New Protocol to the Canada-United 
States Treaty: A Major Document, 21 The Int'l Tax J. 54, 55 (1995). 

' United States Treasury Department Technical Explanation of the Protocol amending the Convention between the 
United States of America and Canada with respect to taxes on income and on capital signed at Washington on 
September 26, 1980, as amended by the Protocols signed on June 14, 1983 and March 28, 1984 (hereinafter the 
"Technical Explanation"). 

While it is not customary in Canada to issue a technical explanation on tax treaties concluded by Canada, Finance 
Minister Paul Martin indicated that Canada agrees that the technical explanation accurately reflects understandings 
reached in the course of negotiations with respect to the interpretation and application of the various provisions in 
the Protocol of March 17, 1995. Department of Finance press Release, June 13, 1995. 

' Companies subject to IRC sections 856-859, see supra Gelardi note 112 at 55 note8. 
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percent. REIT dividends paid to other Canadian beneficial owners are subject to the 

standard 30 percent withholding rate.115 

The denial of the 5 percent withholding rate to. all RIC and REIT shareholders, and 

the denial of the 15 percent rate to REIT shareholders who own beneficially own more 

than 10 percent of the REIT is intended to prevent the use of these non-taxable conduit 

entities to gain unjustifiable benefits for certain shareholders.116 In the absence of special, 

the interposition of a RIC would transform what should be portfolio dividends into direct 

investment dividends taxable at source by the United States only at 5 percent, the special 

rules prevent this.117 A resident of Canada may hold U.S. real property directly and pay 

U.S. tax either at a 30 percent rate on the gross income or at the income tax rates 

specified in the Internal Revenue Code ('IRC') on the net income. By placing the real 

estate holding in a REIT, the Canadian investor could transform real estate income into 

dividend income and thus transform high-taxed income into much lower-taxed income. In 

the absence of the special rules, a REIT shareholder that is a Canadian corporation would 

be subject to a withholding rate of 5 percent or 15 percent; depending on the level of 

shareholding, and the standard withholding rate of 30 percent or more would be 

significantly reduced. 1 1 8 

There is also a special rule for certain dividends paid by Canadian non-resident-

owned investment corporations ('NROs'). 1 1 9 This provides a maximum rate of 10 

115 See supra note 113, Technical Explanation, Article 5. This also applies to REIT dividends received by an estate or 
testamentary trust for a period of five years following death because the estate or trust is regarded an individual for 
the five year period. See supra Gelardi note 112 at 55. 

116 See supra note 113, Technical Explanation, Article 5. 
nlIbid. 
mI!,id. 
1 1 9 A NRO is a Canadian resident company that is an investment company owned by non-residents. Ibid., Technical 

Explanation, Article 5(7)(a). Some U.S. multinationals use NROs as vehicles to finance Canadian operating 
subsidiaries. A U.S. parent can fund a NRO with equity that is then used to provide debt financing for the 
operating Canadian subsidiary. The interest payments on intra-affiliate debt reduces Canadian operating profits 
otherwise subject to Canadian corporate and withholding taxes, and which are subject to a fully refundable tax 
when the NRO pays a dividend to the U.S. parent. Prior to the Protocol NROs were also used to get a reduced 
withholding rate, the rate would be reduced from 15 percent to 10 percent. However, under the Protocol the 
minimum rate will be 10 percent not the new reduced rate of 5 percent. See supra note 13. 
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percent (instead of the standard rate of 5 percent) for dividends paid by NROs to a 

connected U.S. company.120 

/'/'. Interest: 

Article 6 of the Protocol reduces the general maximum withholding rate on interest 

from 15 percent to 10 percent.121 Further, paragraph 3 of Article XI of the Convention 

provides that certain specified categories of interest are exempt from withholding at 

source. Prior to the Third Protocol, the Convention exempted interest paid by a purchaser 

to a seller when the interest was connected to the sale of equipment, merchandise or 

service. However, a person who purchased the indebtedness could not benefit from the 

exemption because they were not the seller.122 The Protocol broadens the exemption to 

apply to interest that is beneficially owned either by the seller in the underlying transaction, 

as under the present Convention, or by any beneficial owner of interest paid with respect 

to an indebtedness arising as a result of the sale on credit of equipment, merchandise, or 

services.123 This exemption, however, does not apply in cases where the purchaser is 

related to the seller or the debtor is related to the beneficial owner of the interest.124 

1 A connected company is a company that owns at least 10 percent of the voting stock of the NRO. See supra note 
113, Technical Explanation Article 5(7). Canada wanted the withholding rate for direct investment NRO dividends 
to be no lower than the maximum withholding rates under the Convention on interest and royalties, in order to 
make sure that a foreign investor cannot transform interest or royalty income subject to a 10 percent withholding 
tax into direct dividends qualifying for a 5 percent withholding tax by passing it through to an NRO. Ibid. 

See Appendix One; Third Protocol, Article 6. Additionally, paragraph 3 of Article 6 of the Protocol adds a new 
paragraph 9 to Article XI of the Convention. See supra note 121. New paragraph 9 provides that the reduced rates 
of tax at source for interest provided for in paragraphs 2 and 3 do not apply to residual interest in a real estate 
mortgage investment conduit ("REMIC"). This type of interest, therefore, remains subject to the statutory 30 
percent U.S. rate of tax at source. 

! See supra Gelardi note 112 at 56. 

' See supra note 113, Technical Explanation, Article 6. 

' The reference to "related persons" in paragraph 3(d) of Article XI of the Convention, is amended, from the 
present Convention, which refers to "persons dealing at arm's length." The term "related person" as used in this 
Article is not defined in the Convention. Therefore, the meaning of the term will be governed by the domestic law 
of each Contracting State as dictated by the interpretative rule of paragraph 2 of Article DT (General Definitions). 
The United States defines the term "related person" as under section 482 of the IRC, to include organizations, 
trades, or businesses (whether or not incorporated, whether or not organized in the United States, and whether or 
not affiliated) owned or controlled directly or indirectly by the same interests. Ibid. 
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iii. Royalties: 

The royalty provision, which eliminates source based taxation on royalty income, is 

one of the most important tax provisions regulating the cross-border flow of technology 

between Canada and the U.S . 1 2 5 Article 7 of the Protocol expands the classes of royalties 

exempt from withholding of tax at source.126 Paragraph 3 identifies four classes of royalty 

payments that are exempt at source. First, copyright royalties in respect of literary and 

other works, not including certain payments in respect of motion pictures, and videotapes, 

are exempt from withholding tax. This is what was exempted as a cultural royalty under 

the Convention prior to the Third Protocol. Second, the exemption is extended to 

computer software royalties. This provision is in line with the OECD recommendation 

with respect to the treatment of computer software.127 Third, the Protocol provides for a 

total exemption for royalties paid for the use of, or the right to use, patents and 

information concerning industrial, commercial, and scientific experience,128 other than 

payments in connection with rental or franchise agreements.129 This exemption provides 

an important step in facilitating cross-border flows of intellectual property. However, 

Professor Brown has argued that it may pose problems in its interpretation and 

application.130 Finally, subparagraph (d) allows the Contracting States to reach an 

1 See supra note 103 at 608. 
1 See Appendix One; Third Protocol, Article 7. 

See supra note 103 at 597. 
1 The Treaty negotiators agreed that royalties paid for the use of, or the right to use, designs or models, plans, secret 
formulas, or processes are included under subparagraph 3(c) to the extent that they represent payments for the use 
of, or the right to use, information concerning industrial, commercial, or scientific experience. In addition, they 
agreed that royalties paid for the use of, or the right to use, "know-how," as defined in paragraph 11 of the 
Commentary on Article 12 of the OECD Model Income Tax Treaty, constitute payments for the use of, or the right 
to use, information concerning industrial, commercial, or scientific experience. See supra note 113, Technical 
Explanation, Article 7. 

' The Treaty negotiators agreed that a franchise is to be distinguished from other arrangements resulting in the 
transfer of intangible property. They agreed that a license to use intangibles (whether or not including a trademark) 
in a territory, in and of itself, would not constitute a franchise agreement for purposes of subparagraph 3(c) in the 
absence of other rights and obligations in the license agreement or in any other agreement that would indicate that 
the arrangement in its totality constituted a franchise agreement. Ibid. 

' Brown argues that there will be a problem with the interpretation and application of the phrase 'in connection with 
a rental or franchise agreement', which denies an exemption from the withholding in those situations. She argues 
that this phrase is not defined by the Protocol and its interpretation will severely broaden or limit its application. 
See supra note 103 at 598 & 601-604. Brown has also argued that the provision is unduly complex and arbitrary 
in the way it exempts only some payments for intellectual property from withholding. Ibid, at 609. 
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agreement, through an exchange of diplomatic notes, with respect to the application of 

paragraph 3 of Article XII to payments in respect of certain live broadcasting 

transmissions.131 

Professor Brown has indicated that taxpayers should keep in mind several tax 

planning considerations if they want to arrange their affairs so as to minimize132 the 

withholding tax on royalty payments.133 First, all transactions that qualify for an 

exemption from withholding should be delayed until the provisions of the Protocol come 

into effect. Second, until the third exemption from withholding is clarified all payments 

for transfer of technology should be classified as a payment for, or ancillary to, a patent 

royalty or a payment for know-how. Third, if there is a payment for a franchise or rental, 

any service component should be separated and clearly identified from the non-exempt 

portion. Fourth, if know-how or a patent will form part of a lease payment then separate 

contracts should be used for the know-how/patent component and the lease portion. 

Finally, until there are guidelines on the allocation of payments, the separate contact 

scenario should be used for any payment that includes an exempt portion and a non-

exempt portion. Bearing in mind the above recommendations, taxpayers should also 

proceed with caution in drafting agreements until any uncertainty concerning the royalty 

provision has had time to sort itself out.1 3 4 

The provisions of paragraph 3 do not fully reflect the U.S. treaty policy of exempting all types of royalty payments 
from taxation at source, but Canada was not prepared to grant a complete exemption for all types of royalties in the 
Protocol. Although the Protocol makes several important changes to the royalty provisions of the present 
Convention in the direction of bringing Article XU into conformity with U.S. policy, the United States remains 
concerned about the imposition of withholding tax on some classes of royalties and about the associated 
administrative burdens. In this connection, the Contracting States have affirmed their intention to collaborate to 
resolve in good faith any administrative issues that may arise in applying the provisions of subparagraph 3(c). The 
United States intends to continue to pursue a zero rate of withholding for all royalties in future negotiations with 
Canada, including discussions under Article 20 of the Protocol. See supra note 113, Technical Explanation, Article 
7. The Department of Finance indicated that it has limited objectives for any exemptions under this subparagraph, 
that is an exemption for live and taped broadcast new material. See supra note 103 at 598. 

1 Minimizing or eliminating a withholding tax is important because; 1) a withholding tax is based on gross 
payments and could exceed the foreign tax credit relief that is available that year; and 2) it becomes more complex 
and expensive when a taxpayer is required to file and report income tax in more than one jurisdiction, pay tax and 
then seek a foreign tax credit, the optimum result would be an exemption at the source and thus filing in a single 
jurisdiction. Ibid, at 608. 

1 Ibid, at 608. 

*Ibid. at 609. 
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B. Taxes Imposed by Reason of Death: 

Article 19 of the Protocol adds new Article XXIX B to the Convention.135 This is 

a major new Article that address some of the problems that arise because of the different 

treatment of death in the domestic tax laws of Canada and the U.S . 1 3 6 The purpose of the 

new Article is to better coordinate the operation of the death tax regimes of Canada and 

the U.S. This is necessary because the U.S. imposes an estate tax while Canada deems 

capital gains to be realized at death and imposes an income tax on the capital gain by way 

of a deemed disposition on death of the capital property owner.137 Article 19 is 

retroactive in effect and applies to deaths occurring after November 10, 1988. 

/'. Unified Credit: 

Paragraph 2 grants a unified credit to the estate of a Canadian resident decedent 

for the purpose of computing U.S. estate tax.138 Under the IRC, U.S. citizens or residents 

are subject to U.S. estate tax on their139 entire worldwide assets, but they are entitled to a 

unified estate tax credit of $192,800, which exempts the first $600,000 of the estate from 

tax.140 A non-resident who is not a citizen is subject to U.S. estate tax only on its U.S. 

situs assets and is entitled to a unified credit of only $13,000, which exempts the first 

$60,000 from estate tax.141 The estate tax rate on assets that are not sheltered by the 

credit ranges from 18 percent to 55 percent. Paragraph 2 sets the unified credit provided 

to Canadian resident decedents' estates to an amount between $13,000 and $192,800, 

depending on the ratio of word-wide assets that are situated in the U.S. The unified credit 

See Appendix One; Third Protocol, Article 19. 

See supra Gelardi note 112 at 61. 

See supra note 113, Technical Explanation; Article 19. 
1 See supra note 135. This is the first convention in which the U.S. has agreed to give a unified estate tax credit. 
See supra note 113, Technical Explanation; Article 19. 

1 In an effort to utilize gender neutral language I have endeavored to use neutral terms such as taxpayer, resident or 
they/them/their. Where this has not been possible I have attempted to use she/her and he/him interchangeably and 
I have attempted to use both genders an equal number of times each. 

'IRC section 2010. 

IRC section 2102. 
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allowed to a Canadian resident decedent is determined by multiplying $192,800 by a 

fraction, the numerator of which is the value of the estate situated in the U.S. and the 

denominator of which is the value of the entire gross estate.142 For example, if a Canadian 

resident has worldwide assets of $2 million and $500,000 of the estate is situated in the 

U.S., the Canadian would be entitled to a unified credit of $48,200 (25 percent of 

$192,800). This would exempt the first $150,000 (25 percent of $600,000) of the U.S. 

assets from U.S. estate tax.1 4 3 Prior to the Protocol, only the first $60,000 of the U.S. 

sited assets would be exempt from U.S. estate tax. However, note that the unified credit 

is reduced by the amount of any unified credit previously allowed against U.S. gift tax.144 

Additionally, the unified credit is only available if all the required information is provided 

to the Internal Revenue Service ('IRS') to support the calculation.145 Further, the amount 

of worldwide assets will be determined by U.S. rules. This means, for example, that the 

proceeds of life insurance policies are included as part of worldwide assets, which lowers 

the ratio of U.S. assets to worldwide assets and, consequently, the amount of the unified 

credit.146 

/'/'. Martial Credit: 

Paragraph 3 allows an additional martial credit against U.S. estate taxes in respect 

of certain transfers to a surviving spouse.147 U.S. domestic law permits an unlimited 

deduction for transfers to a decedent's spouse, but only if the spouse is a U.S. citizen.148 

The Protocol changes this rule by permitting a credit against estate tax where the deceased 

142 See supra note 113, Technical Explanation; Article 19. 

The formula for the unified credit is $192,800 x (value of estate in the U.S./value of the entire world-wide estate). 
143 See supra Gelardi note 112at61. 
1 4 4 Under U.S. law a U.S. citizen or resident is entitled to a total unified credit of $192,800. Thus the amount of any 

unified credit for use against an individual's estate tax is reduced by the amount of any unified credit that has been 
allowed for any gift tax owing. 

1 4 5 Elaine E. Reynolds and Benita Loughlin, The Third Protocol: An Estate Tax Dream Come True?, 53 The 
Advocate 569, 570 (1995). 

146 Ibid. 

147 See supra note 135. 

1 4 8 IRC section 2056. 
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is a U.S. citizen or a resident of either Canada or the U.S. and the property is transferred 

to the surviving spouse who is resident of either country. The marital credit is in addition 

to the unified credit, but it cannot be greater than that amount.149 Thus, if property is left 

to a spouse or spousal trust there is an effective doubling of the credit. However, the 

couple must be legally married. U.S. rules apply for this purpose and, unlike Canada, the 

U.S. does not recognize a common law marriage.150 

Canada does not tax a decedent's estate but rather deems a disposition at death of 

capital property and taxes any capital gain on the decedent's final return. Assets 

transferred to the surviving spouse, who must be a resident of Canada, or to a resident 

spousal trust are deemed to be transferred at cost, resulting in no capital gain to be 

taxed.151 However, the tax free transfer does not apply if the decedent was not a resident 

of Canada at the time of death. Under paragraph 5 the protocol deems a U.S. resident 

decedent and the surviving spouse or spousal trust to be resident of Canada and thus 

eligible for the tax free transfer. 

The marital credit protects the assets against estate tax upon the bequest to the 

surviving spouse. The property will be included in the surviving spouse's estate and 

subject to estate tax in the future. The future estate tax could be avoided on the death of 

the survivor if the U.S. situs assets had been disposed of by the survivor and the proceeds 

reinvested in assets that do not attract estate tax.152 

' An example that illustrates the operation of the marital credit and the unified credit is assume that decedent H, a 
citizen and resident of Canada, has worldwide assets of $1,200,000, $600,000 of which is U.S. situs property. He 
bequeaths all the U.S. property to his wife, also a citizen and resident of Canada. The estate would be entitled to 
unified credit of $96,400 ($192,800 x ($600,000/1,200,000) and to a marital credit of the same amount. The U.S. 
estate tax that would otherwise be imposed is $192,800. The combined unified and martial credits eliminate all 
the estate tax with respect to the property transferred to the wife. See supra note 113, Technical Explanation; 
Article 19 - Martial credit examples. 

1 See supra note 145 at 570. 

ITA section 70(5), (6). 
! See supra note 145 at 570. 
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iii. Tax Credit: 

The differences between the U.S. estate tax regime, which imposes taxation on the 

value of a person's assets at the time of death, and the Canadian system, that deems a 

disposition upon death and the taxes any accrued capital gain, leads to double taxation 

because these taxes are generally not creditable taxes for foreign tax credit purposes.153 

The Protocol addresses this problem. Under paragraph 6 Canada will give Canadian 

residents and Canadian resident spousal trusts a credit for any U.S. federal or state estate 

or inheritance taxes on U.S. situs property. The credit is applied to the total amount of 

Canadian income tax payable by the decedent on any income, profits or gains arising in the 

U.S. This includes gains deemed realized at death on U.S. situs real property, U.S. 

dividend or interest income, and U.S. business or employment income. Similarly, under 

paragraph 7 the U.S. will give a credit against U.S. federal estate tax for any Canadian 

federal or provincial income tax imposed due to the death of a U.S. citizen or resident on 

non-U. S. sited property. Thus the Canadian tax on any capital gains in respect of real and 

personal property forming part of the business property of a permanent establishment in 

the U.S. can be offset by the deduction.154 Further, the deduction can be used against any 

Canadian tax on U.S. source dividends, interest, rents and royalties.155 

iv. Relief for Small Estates: 

Under paragraph 8 of Article XXIX B, small Canadian estates are provided with 

relief from the application of U.S. estate tax. This provision is intended to eliminate the 

'trap for the unwary"that exists for decedents with small estates, who hold U.S. situs 

property and inadvertently subject their estates to U.S. estate tax by failing to employ 

sophisticated estate tax planning.156 Paragraph 8 provides relief to Canadian resident 

decedents whose worldwide gross estate is less than $1.2 million by allowing U.S. estate 

153 See supra Gelardi note 112 at 63. 
154 See supra note 145 at 571. 

155 Ibid. 

' See supra note 113, Technical Explanation; Article 19. 

38 



tax only if any gain on alienation of the property would have been subject to U.S. income 

tax under Article XIII (Gains). Thus, the U.S. cannot impose its estate tax on property 

that would not be subject to tax if the decedent had disposed of it during her lifetime. For 

example, the shares of a Canadian corporation that has only one asset - real property in 

the U.S. - would be included as an asset to which Article XIII applies.157 But, shares of a 

foreign corporation are not regarded as a U.S. real property interest under U.S. domestic 

law 1 5 8 and any gain from the disposition of such shares will not taxed in the U.S., and thus 

will not be subject to estate tax.159 

v. Charitable Bequests: 

Paragraph 1 provides that the contracting states will accord the same tax treatment 

on death to charitable bequests by an individual resident in one contracting state to a 

qualifying exempt organization160 resident in the other contracting state.161 Essentially, 

each contracting state is obligated to treat charitable organizations resident in the other 

contracting state as a resident of that state. Under this paragraph a U.S. estate tax 

deduction will be allowed for a bequest by a Canadian resident to a qualifying exempt 

organization that is a U.S. or Canadian corporation.162 

vi. Summary: 

The addition of Article XXIX B to the Convention will not necessarily eliminate 

the estate tax planning problems of all Canadians owning U.S. situs property. In fact, it 

will now be more difficult to predict the actual consequences on death.163 Any planning 

will have to re-evaluated on a regular basis to take into account changing ratio of the 

137 See supra Gelardi note 112 at 64. 
1 5 8 IRC section 897(c). 
139 Ibid. 
1 6 0 The qualifying exempt organizations referred to in this paragraph are those specified in paragraph 1 of Article XXI 

(Exempt Organizations). See supra note 113, Technical Explanation; Article 19. 
161 See supra note 135. 

162 See supra note 113, Technical Explanation; Article 19. 
163 See supra note 145 at 570. 
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value of U.S. situs property to worldwide assets. High net worth individuals will only 

be better off only if they can claim U.S. estate tax as a foreign tax credit or deduction 

against Canadian taxes.165 The ability to use U.S. estate taxes as a foreign tax credit or 

deduction against Canadian taxes depends on the type of U.S. property owned, the ratio 

of worldwide assets, the accrued gain and the exchange rate at the time. Thus 

complicated and careful planning will be required on an ongoing basis to obtain the 

optimum tax result from the new provisions under the Protocol. 

Several new planning opportunities exist under the Protocol. First, consider the of 

the unified tax credit, which based on the ratio of U.S. assets to worldwide assets. An 

individual can obtain the largest possible credit by limiting her non-U. S. assets or by 

transferring her non-U.S. assets to her spouse. A decedent who does not own any U.S. 

real estate is not subject to U.S. estate tax if her worldwide assets are less than $1.2 

million U.S. at her time of death. Thus in a marriage one spouse should own all the non-

U.S. real estate and the other spouse should own all the U.S. situs property.166 Second, 

one should exclude life insurance proceeds from the calculation of worldwide assets 

because this allows for a larger unified credit.167 This can be done through careful 

planning so the decedent does not have any incidents of ownership of the life insurance 

proceeds. Third, U.S. source income should be created in the year of death to utilize any 

foreign tax credit against Canadian tax payable.168 The U.S. estate may not result in extra 

tax if the Canadian resident decedent is subject to Canadian capital gains tax on the 

deemed disposition of death of U.S. situs property that is considered U.S. source income 

or the gain is from U.S. situs property and the estate is valued over $1.2 million U.S. 

Finally, if the Canadian deemed disposition on death is deferred because the property is 

transferred to a Canadian resident spouse or spousal trust then it should be ensured that 

mibid. 
165 ibid. 
166 Ibid, at 572. 

' Ibid. 
1 Ibid. 
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U.S. estate tax is also deferred so that Canadian tax on gain and the U.S. estate tax are 

payable in the same year, and any foreign tax credit can be utilized at that time.169 

C. Administration: 

/'. Arbitration: 

Article 14 of the Protocol amends Article XXVI (Mutual Agreement Procedure) 

of the Convention by adding a voluntary arbitration procedure for disputes that cannot be 

resolved under the existing Mutual Agreement Procedure.170 A matter will only go to 

arbitration on the consent of the taxpayer and both contracting states. While arbitration is 

voluntary, the decision of the arbitration board will be binding on the taxpayer and the 

contracting states. The U.S., however, was reluctant to implement the arbitration 

procedure until it had the opportunity to evaluate similar procedures in its other 

conventions.171 Thus, it was agreed that the arbitration procedure will not be implemented 

until the exchange of diplomatic notes, which has not yet happened. Additionally, the 

contracting parties are required to wait 3 years after the entry into force of the Protocol 

before entering into negotiations concerning the exchange of diplomatic notes.172 

ii. Assistance in Collection: 

A major new article has been added to the Convention that provides that 

contracting states will assist each other in the collection of revenue claims (outstanding 

taxes).173 A revenue claim includes all taxes collectable and interest, costs, additions and 

civil penalties. Article XXVI A provides specific procedures that ensure that the amount 

due is collectable under the laws of the requesting country. Paragraph 2 requires that the 

contracting state applying for collection assistance certify that the revenue claim has been 

See Appendix One; Third Protocol, Article 14. 

See supra note 113, Technical Explanation; Article 14. 

See Appendix One; Third Protocol, Article 20. 

See Appendix One; Third Protocol, Article 15. 
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finally determined. Paragraph 3 states that the contracting states have the discretion to 

accept or reject a particular application for collection assistance. If the application for 

assistance is accepted, the requested state must treat the revenue claim as if it was finally 

determined under its own laws. The ordinary costs incurred in collection assistance are to 

borne by the requested state and only extraordinary costs will be borne by the applicant 

state.175 

Paragraph 5 provides this Article does not create any rights of administrative or 

judicial review of the applicant state's finally determined revenue claim. However, if the 

revenue claim ceases to be finally determined, the applicant state is required to promptly 

withdraw its request. Further, paragraph 8 provides that no assistance will be given if 

taxpayer can demonstrate that she was a citizen of the requested state during the taxable 

period to which the revenue claim relates.176 

The U.S. now has four mutual collection agreements worldwide, with Canada, 

France, the Netherlands and Sweden.177 These agreements have only been rarely used. As 

of February 1996, the agreement with France is the only one used, and only in a single 

instance. However, U.S. Treasury Department officials predict an increased level of 

activity with the U.S.-Canada agreement.178 

1 7 4 A revenue claim has been finally determined when the applicant state has the right under its internal law to collect 
the revenue claim and all administrative and judicial rights of the taxpayer to stop collection have been exhausted. 

175 See supra note 173, Paragraph 6. 
1 7 6 Many former Canadian residents who have secured U.S. citizenship, and U.S. residents who have acquired 

Canadian citizenship, may not be exempt from revenue claims asserted by Canada, or the U.S., because they 
usually will not have been U.S. citizens, or Canadian citizens, when the claims arose (i.e., when they were 
residents of Canada, or the U.S.). These taxpayers may want to consider implementing asset protection techniques 
to protect against possible claims by Revenue Canada or the IRS. However, the critical question will be whether a 
particular transfer of assets would violate the particular state's Fraudulent Conveyances Act. Bruce N. Lemons, 
Thomas H. Olson and L. Alan Rautenberg, Changes in U.S.-Canadian Tax Treaty Resolve conflicts and Present 
Planning Opportunities, 82 J. of Tax 42 (Jan. 1995). 

177 See Lyons infra note 236. 
mIbid. 
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iii. Elimination of Double Taxation: 

Article 12 of the Protocol amends Article XXIV (Elimination of Double Taxation) 

of the Convention. Paragraph 1 of Article 12 amends the rules for Canadian double 

taxation relief. Subparagraph (a) provides a Canadian foreign tax credit for U.S. social 

security taxes. This provision applies only to the Canadian foreign tax credit system since 

contributions to the Canadian Pension Plan are already considered to be eligible for the 

U.S. foreign tax credit since they are 'like taxes' under U.S. domestic law.1 7 9 

Subparagraph (b) continues the exemption for Canadian corporations for direct dividends 

paid from the exempt surplus of a U.S. affiliate.180 Finally, the foreign tax credit system 

for U.S. citizens resident in Canada was slightly amended to take into account the new 

withholding rates for dividends, interest and royalties. This paragraph provides that any 

income that is exempt from taxation under the Convention can still be included in a 

taxpayer's calculation of its foreign tax credits.181 

iv. Non-Discrimination: 

Article 13 of the Protocol amends Article X X V (Non-Discrimination) of the 

Convention.182 Previously, the Convention mandated a deduction in the taxable income 

for non-resident dependents as if the dependent was a resident of the non-resident's 

country. This created a conflict since Canada no longer provides a deduction calculation 

of taxable income, but allows a non-refundable tax credit for certain dependents.183 

Paragraph 1 of Article 13 incorporates this change by allowing a deduction from tax 

payable as well as from taxable income. Paragraph 2 extends the non-discrimination 

clause to include all taxes imposed by Canada and the U.S., not merely taxes under the 

ITA and the IRC. 

See supra Gelardi note 112 at 67. 

See supra note 113, Technical Explanation, Article 12 and Appendix One; Third Protocol, Article 12. 

See Appendix One, Third Protocol, Article 12, paragraph 4. 

See Appendix One, Third Protocol, Article 13. 

See supra Gelardi note 112 at 67. 
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v. Exchange of Information: 

Article 16 of the Protocol amends Article XXVII (Exchange of Information) of the 

Convention.184 This Article allows information to now be shared with provincial and state 

governments. Additionally, the scope of this Article is expanded to allow the exchange of 

information concerning all taxes imposed by the contracting states, not merely taxes 

imposed under the ITA and IRC. For example, information can now be exchanged 

concerning Canadian and U.S. excise taxes. 

D. Other Provisions: 

i. Taxes Covered: 

Article 1 of the Protocol amends Article II of the Convention to increase the 

number of taxes covered.185 The Convention now applies to all taxes imposed by the 

Government of Canada under the ITA. The Convention also applies to all taxes imposed 

by the United States Government. However, in specified situations the Convention 

applies to certain taxes only to the extent necessary to implement specific provisions of the 

Convention. The Protocol also clarifies that the Convention applies to all future identical 

or substantially similar taxes. 

ii. Residence: 

Article 3 of the Protocol amends Article IV (Residence) of the Convention.186 The 

definition of a resident has been extended and restricted by this Article. Paragraph 1 

restricts the definition of residence by stating that a person will be considered to be a 

resident for purposes of the Convention if she is liable to tax in that Contracting State by 

reason of domicile, residence, citizenship, place of management, or place of 

See Appendix One; Third Protocol, Article 16. 

See Appendix One; Third Protocol, Article 1. 

See Appendix One; Third Protocol, Article 3. See The Queen v. Crown Forest Industries Limited, 95 D.T.C. 5389 
(S.C.C.) for the Canadian Supreme Court's latest decision concerning residency of a corporation under the 
Convention, see infra note 517. 
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incorporation. Prior to this change there was concern that persons with little 

connection with the U.S. could avail themselves of treaty benefits to which the U.S. was a 

contracting state by becoming a green card holder.188 To prevent this, Article 3 provides 

that a green card holder who is not a resident of Canada will be treated as a U.S. resident 

only if she has a substantial presence, permanent home or habitual abode in the U.S. and 

her personal and economic relations are closer to the U.S. than to a third country. 

Paragraph 3 expands the definition of a corporation's place of residence. Prior to 

the Protocol, a corporation that was continued from one country to another was 

considered to be a resident of the country of its incorporation. Paragraph 3 changes this 

and provides that a corporation that it continued is resident in the country it has been 

continued. 

iii. Gains: 

Article 8 of the Protocol broadens the scope of paragraph 8 of Article XIII (Gains) 

of the Convention to allow tax-free rollovers for certain organizations, reorganizations, 

and amalgamations involving either corporations or other entities.189 Prior to the Protocol, 

the Convention limited deferral to transactions involving corporations. The amendment 

expands the type of tax-free reorganizations to include transactions involving other types 

of entities, such as trusts and partnerships.190 

iv. Pensions and Annuities: 

Article 9 of the Protocol amends Article XVIII (Pensions and Annuities) of the 

Convention.191 The Protocol amends the definition of'pensions" by substituting the 

See Appendix One; Third Protocol, Article 3. 
; See supra Gelardi note 112 at 68. For example a green card holder who lived in a country that did not have a 
treaty with Canada and who received Canadian dividends could obtain a lower treaty withholding rate through 
their deemed residence in the U.S. the green card provided. Ibid. 

' See Appendix One, Third Protocol, Article 8. 
1 See supra note 113, Technical Explanation Article 8. 

See Appendix One, Third Protocol, Article 9. 
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phrase "other retirement arrangement" for the phrase 'retirement plan," clarifying that the 

definition of'pensions" includes payments from Individual Retirement Accounts ('IRAs') 

in the United States and Registered Retirement Savings Plans ('RRSPs') and Registered 

Retirement Income Funds ('RRIFs') in Canada.192 Paragraph 2 of Article 9 of the 

Protocol amends paragraph 5 of Article XVIII to modify the treatment of social security 

benefits under the Convention. Under the amended paragraph, benefits paid under U.S. or 

Canadian social security legislation to a resident of the other Contracting State are taxable 

only in the country that pays them, not in the country where the payee resides. Thus, a 

Canadian citizen who resides in Florida and receives social security payments from Canada 

will only be taxable in Canada for those payments. 

v. Exempt Organizations: 

Article 10 paragraph 1 of the Protocol amends Article XXI (Exempt 

Organizations) to clarify that the definition of exempt organizations,193 which are exempt 

from taxation in the other contracting state, includes U.S. IRAs and Canadian RRSPs and 

RRIFs. 1 9 4 Further, Article 10 paragraph 3 of the Protocol amends Article XXI paragraph 

6 of the Convention to deem gifts to U.S. registered charitable organizations by Canadians 

as gifts to Canadian registered charities that are deductible for Canadian tax purposes. 

vi. Other Income: 

Article 11 of the Protocol adds a novel paragraph 3 to Article XXII (Other 

Income) of the Convention.195 This paragraph will entitle residents of Canada who are 

taxable by the U.S. on gains from gambling transactions to deduct those losses for the 

purposes of taxation in the United States. Wagering losses in the U.S. will only be 

deductible to the extent that there are gains from wagering in the U.S. This provision 

applies both to the deduction of wagering losses by Canadians in the U.S. and Americans 

See supra note 113, Technical Explanation, Article 9. 

See Appendix One; Third Protocol, Article 10. 

See supra note 113, Technical Explanation, Article 10. 

See Appendix One; Third Protocol, Article 11. 
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in Canada. However, since Canada does not at the present time include gains from 

wagering in income, the provision applies only to the wagering losses of Canadians in the 

1 The United States imposes a 30 percent withholding tax on gains from wagering under IRC section 1441 or 1442. 
In calculating their U.S. income tax liability Canadian residents can reduce their gains from wagering transactions 
subject to U.S. withholding tax to the extent of any wagering losses that are deductible under IRC section 165. In 
order to substantiate the losses and obtain a refund of a U.S. withholding tax, a Canadian resident will be required 
to file a non-resident income tax return, form 1040NR. Technical Explanation, Article 11. 
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U.S. TAX T R E A T Y POLICY AND T H E E V O L U T I O N O F 

LIMITATION ON BENEFITS PROVISIONS: 

In this chapter, I shall discuss U.S. tax treaty policy and review the evolution of 

LOB provisions in U.S. tax treaties. I shall then discuss why, as Canada has prohibitively 

high tax rates and is accordingly an inferior location for treaty shopping, the U.S. insisted 

on including the LOB Article in the Protocol. I conclude this chapter by discussing why, 

since LOB provisions are contrary to Canadian tax treaty policy and may potentially harm 

Canadian resident taxpayers, Canada agreed to its inclusion in the Protocol. 

Tax Treaty Policy: 

Canada, Mexico and the United States are all committed to the basic policy that, in 

order to foster international trade and investment, international business income should 

not be subject to double taxation.197 The policy instruments to achieve this goal are found 

in their respective foreign tax credit mechanisms, their bilateral tax treaties and the free 

trade provisions of NAFTA. However, at the same time these countries have become 

more aware that one of the greatest benefits they receive from the presence of foreign 

investment within their borders is the tax revenue they are able to collect from the income 

generated by these investments.198 

Ensuring that foreign investment income does not escape the application of 

withholding taxes, particularly through treaty shopping, has become one of the central 

pillars of U.S. tax treaty policy. The U.S. policy of preventing treaty shopping has in 

recent years become more intensified as the U.S. has switched roles from being a creditor 

nation to being a debtor nation. In its current status as a debtor nation, significantly more 

investment income is flowing out of the U.S. to foreign investors. Consequently, the U.S. 

has an economic incentive to apply the maximum possible withholding tax rate on foreign 

197 See supra note 101 at 143. 

mIbid. at 144. 
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investment income, as this will increase its tax revenue. One way the U.S. has attempted 

to accomplish this is through the inclusion of anti-treaty shopping provisions in its 

domestic tax law and its tax treaties. In this way, the U.S. can increase its tax revenue 

without incurring the political backlash of U.S. domestic taxpayers. 

Ironically, a review of U.S. tax legislation and U.S. tax treaties reveals that the 

term 'treaty shopping' does not appear anywhere in those documents.199 However, the 

U.S. has for some time been concerned with treaty shopping, whereby third country 

residents use bilateral income tax treaties to avoid paying U.S. withholding taxes.200 

Commencing in the late 1970's the U.S. Treasury Department and the IRS began, through 

unilateral and bilateral actions, to limit the availability of treaty benefits through tax havens 

and countries that permitted the use of conduits in their jurisdiction.201 In 1981, the 

Treasury Department stated that in future treaty negotiations it would begin to restrict the 

availability of U.S. tax treaty benefits.202 Also in 1981, the Treasury Department issued a 

revision to its Model Tax Treaty that included a LOB provision that the U.S. would use in 

future tax treaties to limit treaty benefits to 'real' residents of tax treaty contracting 

states.203 The Treasury Department embarked on an aggressive campaign to renegotiate 

U.S. tax treaties that did not have an LOB provision, by insisting that such a provision be 

included in all U.S. tax treaties.204 The idea of a LOB provision achieved a life of its own, 

being pursued not only by the U.S. Treasury Department but, with even more force by 

Congressional task writing committees and by the U.S. Senate Foreign Relations 

Committee which is responsible for issuing its advice and consent for U.S. tax treaties.205 

199 See supra note 42 at 289. 
200 See supra note 45 at 626. 
2 0 1 William P. Streng, "Treaty Shopping ": Tax Treaty "Limitation on Benefits " Issues, 15 Houston J. of Int'l L. 1,7 

& 10 (1992). 
202 Ibid. 
203 Ibid, at 7-8. When revising a treaty the U.S. Model Treaty was used as a starting point and yardstick for 

comparing derivations from the norm. However, recent U.S. tax treaties have moved so far from the Model that it 
can no longer be regarded as an appropriate model. In fact on July 17, 1992, the Model Treaty was withdrawn and 
the Treasury Department announced that it is in the process of drafting a new Model. Ibid, at 11-12 & note 32. 

2 0 4 Ian K. Sugarman, The U.S.-Netherlands Income Tax Treaty: Closing the Doors on The Treaty Shoppers, 17 
Fordham Int'l L.J. 776, 778 (1994). 

205 Ibid, at 11. 
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The policy of including LOB provisions in every U.S. tax treaty has become so overriding 

that the U.S. Senate has explicitly rejected several treaties because they did not include 

such an article.206 

The U.S. desire to stop treaty shopping is based on several rationales. First, the 

U.S. argues that treaty shopping discourages the conclusion of tax treaties. If residents of 

third countries are able to shop for treaty benefits in the existing treaty network, there will 

be no need for third countries to enter into tax treaties with the U.S., as their residents are 

already obtaining treaty benefits.207 This is at odds with the U.S. policy of concluding 

treaties with all of its major trading partners, for these countries will have no incentive to 

enter into a treaty with the U.S. Second, treaty shopping results in lost revenue. The 

proliferation of tax treaties between the U.S. and tax havens in the 1960's and 1970's has 

resulted in an increased loss of tax revenues and has caused the IRS to focus on the 

problem of treaty shopping.208 Additionally, the current role of the U.S. as a debtor nation 

has created the potential, if the U.S. is able to maximize the withholding taxes on foreign 

investment income, for increasing U.S. tax revenues at the expense of foreign investors. 

Third, the U.S. claims that treaty shopping directly and indirectly discriminates against 

U.S. residents. The U.S. has an extensive treaty network which makes it difficult for U.S. 

residents to treaty shop and thus the U.S. argues that residents of third countries should 

likewise not be able to treaty shop.209 Fourth, the U.S. policy in negotiating tax treaties is 

that these treaties should not materially differ from the IRC. 2 1 0 U.S. policy is that anti-

1 See supra note 201 at 27. 

See supra note 1 at 581. 
: Ibid, at 626-27. The U.S. unintentionally, and unwittingly, entered into tax treaties with over a dozen tax havens 
when in 1959 it agreed to extend the U.S.-U.K. Tax Treaty to British territories. Subsequently, many of these 
territories became tax havens after they declared themselves independent from the U.K. and agreed to be bound by 
the U.S.-U.K. Tax Treaty. Ibid, at 634-35. By 1976, the IRS focused more intensely on treaty shopping as the 
U.S. had lost significant amounts of tax revenue as a result of treaty shopping through these tax havens. See supra 
note 1 at 583. 

1 See supra note 1 at 581-82. 
1 Ibid, at 582. 
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treaty shopping provisions in the IRC, such as the branch profits tax provisions, should be 

reflected in all its tax treaties.211 

It can be argued that U.S. bilateral tax treaty policy has an inherent tension 

between the policy of raising tax revenue and compelling tax compliance on the one hand, 

and the encouragement of the international free flow of capital on the other hand.212 

Bilateral tax treaties are bargains analogous to contractual agreements between nations 

that reflect the economic policy concerns of treaty countries and reconcile the differences 

in their domestic tax codes that inhibit cross-border trade and investment.213 LOB articles, 

and analogous domestic tax provisions, favour a narrow view as to which residents are 

entitled to tax treaty benefits.214 Under this view a resident must demonstrate a sufficient 

nexus with the resident country in order to be a "qualifying resident." This is at odds with 

the traditional view, accepted in the rest of the world, which extends treaty benefits to 

anyone who meets a basic residency test and is the beneficial owner of the income for 

which treaty benefits are sought.215 By insisting on the inclusion of LOB articles in all 

U.S. tax treaties, and passage of the branch profits tax provisions, the U.S. Congress 

clearly stated its position on international tax relations - it would only tolerate limited 

treaty shopping because it desired an increased tax base.216 

The LOB provisions were introduced into U.S. tax treaties at the time the U.S. 

switched roles from being a capital exporting nation to a capital importing nation.217 As 

the U.S. increasingly became a capital importing nation, significant U.S. tax revenues were 

2 1 1 The branch tax profits provisions in the IRC were an unilateral response by the U.S. to countries which refused to 
bilaterally accede to the inclusion of LOB provisions in their tax treaties with the U.S. If the U.S. is unable to 
bilaterally prevent treaty shopping then it is more then willing to take unilateral measures to prevent treaty 
shopping, regardless of whether such unilateral action will abrogate its bilateral tax treaties, and thus violate 
international law. 

212 See Kim infra note 324 at 985. 
213 Ibid, at 986. 
2 1 4 Paul H. Sleurink and Richard E. Andersen, U.S.-Dutch Treaty Reflects Changed Policies and Economic Forces, 4 

J. of Int'l Tax 104(1993). 
215 Ibid. 
216 See supra note 22 at 372. 
217 See supra note 201 at 9. 
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at risk because third country residents were able to escape withholding taxes on U.S. 

source income through treaty shopping.218 The LOB provision is a recognition of 

increasing investment profit payments from the U.S. to foreign investors and the U.S. 

desire tap into this flow of investment income by obtaining the maximum withholding at 

the source. Therefore, it can be concluded that the U.S. Congress favours a policy of 

strict tax compliance over a policy of freer capital movement.219 For these reasons, and 

the four reasons listed above, it was inevitable that the U.S. would insist that the Third 

Protocol contain a LOB provision that has specific criteria Canadian residents must satisfy 

before being entitled to treaty benefits. 

History and Evolution of the LOB Provision: 

The U.S. has attempted to limit treaty shopping through a two pronged attack.220 

This assault on treaty shopping was based on U.S. tax treaty policy that every tax treaty 

should include an anti-treaty shopping article or alternatively the U.S. unilaterally will 

override inconsistent tax treaties through domestic tax legislation.221 Initially, the U.S. 

attempted to prevent treaty shopping through tax court decisions and IRS administrative 

rulings that denied treaty benefits to intermediary companies through the application of the 

substance over form doctrine.222 The next step involved extensively revising the IRC to 

Ibid, at 51. 

'See supra note 200 at 629-30. 

' See supra note 204 at 778. A conflict exists between the power of the U.S. Congress to override treaty obligations 
through unilateral legislation and the obligation of the U.S. government to adhere to negotiated agreements with its 
trade partners. The United States Constitution, in Article VI, 2 Section 2, states that the "laws of the United 
States which shall be made in Pursuance thereof; and all Treaties made, or which shall be made, under the 
Authority of the United States, shall be the supreme law of the land...." This section was interpreted by the U.S. 
Supreme Court to mean that tax treaties should be accorded equal weight to U.S. federal statutes. Reid v. Covert, 
354 U.S. 1,18 (1957). The U.S. Supreme Court also held that in the case of a conflict between a tax treaty and a 
federal statue the latest one passed will control. Whitney v. Robertson, 124 U.S. 190, 194 (1888). For a discussion 
of this topic see ibid, at 793. 

1 For examples of court decisions see: Johansson v. United States, 336 F.2d 809 (5th Cir. 1964) where the U.S. 
Court of Appeals denied treaty benefits to a U.S. boxer who, as a Swedish heavyweight boxing champion, 
attempted to take advantage of an exemption clause in U.S.-Swiss Tax Treaty; and Aiken Indus., Inc. v. 
Commissioner, 56 T.C. 925 (1971) which held that a Honduran corporation was not the true recipient of interest, 
and therefore, not entitled to a treaty exemption. In 1984 the IRS issued two important revenue rulings that were 
its most direct attack against treaty shopping. In Rev. Rul. 84-152, 1984-2 C.B. 381 the IRS denied a reduced 
withholding tax on interest paid on loan from Swiss corporation through its Netherlands Antilles subsidiary. 
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contain provisions to limit treaty shopping. The U.S. passed the Tax Reform Act 

('TRA') of 1986 which promulgated stringent branch profits tax rules that applied to 

treaty shopping situations regardless of any existing tax treaties that may have allowed 

treaty shopping.223 Section 884(e) of the IRC, the branch profits tax provision, seeks to 

prevent treaty shopping by expressly limiting treaty benefits to qualified residents of 

countries who are party to a U.S. tax treaty. The branch profits tax applies a 30 percent 

withholding rate, notwithstanding any prohibition or limitation in a U.S. tax treaty.224 This 

tax is imposed in addition to the regular corporate income tax applicable to U.S. net 

profits.225 Only foreign corporations that are substantially connected to a country with 

which the U.S. has a treaty are entitled to reduced branch profits taxes under that treaty. 

The branch profits tax provisions and its regulations, in contrast to scanty LOB provisions 

in early U.S. tax treaties, improved the effectiveness of U.S. anti-treaty shopping 

Similarly, in Rev. Rul. 84-153,1984-2 CB. 383 the JRS determined that financing through an Antilles 
corporation was subject to a 30 percent withholding rate as this it was engaged in treaty shopping. 

2 2 3 The branch profits tax rules are founding IRC section 884 et seq. These rules are an extension of the taxing 
jurisdiction of the U.S. over dividends and interest paid by the branch offices of foreign corporations doing 
business in the U.S. See supra note 22 at 370 & note 72. The U.S. justifies these rules as an attempt to equalize 
the tax treatment of branches of non-U.S. companies with that of domestic subsidiaries. See supra note 204 at 
795. However, the U.S. tax treaty partners argue that section 884 potentially violates U.S. tax treaties because 
only non-U.S. corporations are subject to branch profits taxation. The majority of U.S. tax conventions include 
non-discrimination clauses to ensure that the United States does not tax non-U.S. entities more severely than its 
domestic corporations. The U.S. Congress, however, did not view this as discriminatory because their intent was 
to equalize the treatment of non-U.S. corporations conducting trade or business in the U.S. with U.S. subsidiary 
conducting such trade or business. Regardless of Congress' opinion, the U.S. treaty partners believe the branch 
profits tax rules are an annulment of existing bilateral conventions, which although permissible under U.S. law, 
constitutes an infraction of international law under Article 27 of the Vienna Convention on the Law of Treaties. 
See ibid, at 797 & note 112. 

2 2 4 I.R.C. 884(e)(1) states that: "no treaty between the United States and a foreign country shall exempt any foreign 
corporation from the tax imposed... unless - (A) such treaty is an income tax treaty, and (B) such foreign 
corporation is a qualified resident of such foreign country." A corporation is a qualified resident if it meets one of 
the tests in section 884(e)(4). These tests include: 

1. A maximum 50 percent foreign ownership test or 50 percent base erosion test. 

2. The stock of company, or stock of its parent company, is primarily and regularly traded on an established 
securities market. 

3. A non-U.S. corporation that is engaged in active conduct of business in a residence-country, has a substantial 
presence in residence-country, and notwithstanding the exception for interest received, the U.S. business is an 
integral part of an active business conducted in the residence-country. 

4. A ruling by the Secretary of the U.S. Treasury that the corporation is a qualified resident. 
2 2 5 IRC section 11. 
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provisions and served as the framework for future U.S. bilateral tax treaties.226 The 

pressure placed on the U.S. Congress to control unmanageable budget deficits and to 

increase tax revenues were the principal reason for enacting the branch profits tax 

provisions.227 

The second component of the U.S. attack on treaty shopping began in 1962 with 

the U.S.-Luxembourg Treaty.228 Since that time the Treasury Department has attempted 

to control treaty shopping through the inclusion of specific anti-treaty shopping articles in 

U.S. tax treaties.229 The anti-treaty shopping provision in the U.S.-Luxembourg Treaty, 

Article 15, prohibits the granting of treaty benefits to income entitled to special treatment 

under Luxembourg laws. In 1970, the Treasury Department in the U.S.-Finland Tax 

Treaty fabricated a more effective and sophisticated anti-treaty shopping provision.230 

Article 27 of the U.S.-Finland Treaty, entitled 'Investment or Holding Companies," 

refined the provision in the Luxembourg treaty by denying benefits based on a special 

measures test and a foreign ownership test.231 The special measures test provided that 

treaty benefits would not be granted if domestic laws taxed the income at rates lower than 

business profits normally would be taxed and the foreign ownership test denied benefits 

where non-residents owned a substantial percentage of the interests in an entity. This 

two-part rule, incorporated into most bilateral treaties negotiated in the 1970's, had a 

significant impact on the drafting of the first U.S. Model Treaty.232 

In 1977, the United States drafted its first Model Treaty, which was intended to be 

a starting point for future treaty negotiations. Article 16 of this model contained an 

'Investment or Holding Companies" provision, similar to the two-part rule in the U .S . -

226 See supra note 204 at 795. 
2 2 7 Richard L. Doernberg, Legislative Override of Income Tax Treaties: The Branch Profits Tax and Congressional 

Arrogation of Authority, 42 Tax Law. 173, 173 (1989). 
2 2 8 United States and Luxembourg Convention with Respect to Taxes on Income and Property, December 18, 1962. 
229 See supra note 200 at 630. 
2 3 0 United States and Finland Convention with Respect to Taxes on Income and Property, March 6, 1970. 
231 See supra note 204 at 790. 
232 Ibid. 
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Finland Treaty. In 1981, the U.S. Treasury Department published a revision to its Model 

Tax Treaty that contained a LOB article.233 As with previous treaties, entities were 

required to meet both the foreign ownership standard and a special measures test. The 

foreign ownership test was modified by adding a safe harbour that deemed resident 

ownership if a company's stock was publicly traded on a recognized stock exchange. The 

special measures test was also revised and renamed the conduit rule, or as it is now 

known, the ownership and base erosion test. This test was significantly more effective 

than its predecessor as the new test examined the ownership of an entity and the level of 

payments made to non-treaty residents.234 In addition, 1981 Model introduced a potential 

defense for taxpayers who could demonstrate that the principal purpose of their operations 

was not to obtain of treaty benefits. 

From the date of publication of the Model Tax Treaty, U.S. tax treaty policy has 

zealously pursued the inclusion of LOB provisions designed to prevent treaty shopping in 

all its newly concluded or renegotiated tax treaties.235 In a 1990 interview, the 

international tax counsel at the U.S. Treasury Department stated that the Treasury 

Department's policy is that every treaty should have an anti-treaty shopping article.236 

Consequently, although negotiations concerning the Protocol arose at the behest of 

Canada as a result of changes to U.S. estate laws, the international tax counsel at the time 

stated that treaty shopping would be a centerpiece of Protocol negotiations.237 

2 3 3 United States, Treasury Department, Draft Model Income Tax Treaty, June 16, 1981; Article 16. 
234 See supra note 204 at 791. 
2 3 5 Allan R. Lanthier, Canada-U.S. Protocol Alive.llS Canadian Tax Highlights 33, 34 (1994). 
236 One Treaty at a Time, says International Tax Counsel. Interview with Philip D. Morrison, the International Tax 

Counsel at the U.S. Department f the Treasury, 1 J. of Int'l Tax 40 (1990). Similarly, in 1996 at the 14th annual 
International Tax Conference, deputy international tax counsel, Carol Doran Klein, reiterated the Treasury 
Department's policy that treaties with outmoded LOB provisions or inadequate exchange of information provisions 
are targeted for negotiation. She stated that "[w]e cannot, and will not, tolerate continuation of treaties that no 
longer implement important U.S. tax policy and whose continued existence creates a hole in the fabric of that 
policy." Susan M. Lyons, U.S. Government Officials Address International Tax Issues, 12 Tax Notes Int'l 389 
(Feb. 05, 1996). 

237 Ibid. 
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In 1990 the U.S. and Germany signed the U.S.-Federal Republic of Germany 

Treaty.238 This treaty was based predominately on the 1981 U.S. Model and the OECD 

Model, and was expected to be a model for future negotiations.239 The branch profits tax 

rule's 'qualified residence"requirement influenced the LOB provision contained in Article 

28 of the U.S.-Germany Treaty.240 This provision, as the one in the Protocol, limits tax 

treaty benefits to intended recipients and prevents their extension to non-residents who 

cannot establish a sufficient nexus the other contracting state.241 

The LOB article in the U.S.-Germany Treaty was instrumental in the subsequent 

U.S.-Netherlands negotiations. The Netherlands, grasping the formidable implications of 

an impending U.S. unilateral override of the 1948 U.S.-Netherlands Treaty, revitalized 

negotiations, that had stalled for eight years, towards a new tax accord.242 However, the 

Netherlands government refused to agree to the rigorous conditions in Article 28 of the 

U.S.-Germany Treaty. The Netherlands desired a treaty that recognized its international 

economy. The U.S. on the other hand, would not sign a tax treaty that did not explicitly 

restrict treaty shopping. The incompatible U.S. and Netherlands policies required a 

1 United States and Germany Convention for the Avoidance of Double Taxation and the Prevention of Fiscal 
Evasion with respect to Taxes on Income and Capital and to Certain Other Taxes, August 29, 1989. 

1 See supra note 204 at 798. 

'Ibid. 

The first of the four paragraphs of Article 28 contain residency tests, satisfaction of any one of which entitles the 
taxpayer to treaty benefits. An entity, other than a party who automatically qualifies, is not entitled to the benefits 
under the U.S.-German Treaty unless that entity satisfies either an active business test, an ownership and base 
erosion test, or a public company test. Unlike the 1981 U.S. Model Treaty and the U.S.-Finland Treaty, an entity 
that fails to meet any of the tests can still seek recourse via a determination of the competent authority of the State 
in which the income in question arises. Although, a considerable advancement in LOB provisions, Article 28 
created a controversy over whether the U.S.-German Treaty conflicts with the Treaty of Rome. Treaty 
Establishing the European Economic Community, Mar. 25, 1957, 1973 Gr. Brit. T.S. No. 1 (Cmd. 5179-11), art. 
67, 1, 298 U.N.T.S. 3, 42 (1958)(on February 7, 1992, the twelve member states of the European Community 
signed the Treaty on European Union, in Maastricht, The Netherlands. Treaty on European Union, Feb. 7, 1992, 
[1992] 1 C.M.L.R. 719, reprinted in 311.L.M. 247 (1992)). An action for breach of the Treaty of Rome may exist 
because contrary to Article 67 of the Treaty of Rome, which prohibits discriminatory treatment based on the 
nationality of members, U.S.-German treaty benefits are denied to European Community members on the basis of 
their nationality. The U.S.-Germany Memorandum of Understanding and the U.S. Senate Report on the U.S.
German Treaty attempted to mitigate German concerns over conflicts involving a potential breach of the Treaty of 
Rome, and an eventual override by U.S. legislation. See Understanding Regarding the Scope of the Limitation on 
Benefits Article in the Convention Between the Federal Republic of Germany and the United States of America, S. 
Treaty Doc. No. 10, 101st Cong., 2d Sess. 3 (1990). For further discussion of this issue see supra note 204 at 801. 
Article 28 of the U.S.-German Tax Treaty is reproduced in Appendix Three. 

' See supra note 204 at 801. 
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sophisticated but workable LOB provision. American and Dutch negotiators adopted 

the German LOB provision, liberalizing and augmenting its requirements. The ensuing 

LOB provision vastly exceeded its predecessors, and descendants, in both complexity and 

length. Although the LOB article in the U.S.-Netherlands Treaty has been criticized, it is 

notable for its recognition of the Netherlands' EC membership and the Netherlands' 

economic concerns as an international financing center, as well as U.S. efforts to combat 

i • 244 
treaty shopping. 

The U.S.-Netherlands Treaty forces non-qualifying persons to either restructure 

their Dutch operations or relinquish previously granted relief under the 1948 Treaty. 

Treaty benefits are allowed under the Convention if the resident is an individual, a 

Contracting State, a political subdivision, a local authority, or if the resident is a not-for-

profit tax exempt organization that also satisfies an ownership test.245 The remaining 

entities, including Dutch holding companies, must either: (1) satisfy a publicly traded 

test;246 (2) satisfy a test for subsidiaries of public companies;247 (3) hold more than a fifty 

percent ownership stake and satisfy a base erosion test;248 (4) conduct an active trade or 

' Ibid, at 816. 
1 Ibid. The U.S. concluded the U.S.-Mexico Tax Treaty on September, 18, 1992. The LOB in the Mexico Treaty is 
also notable for making compromises by recognizing Mexico's unique status a major U.S. trading partner and 
Mexico's membership in NAFTA. The Mexico Treaty will not be discussed in this section as the LOB provision 
in the Netherlands Treaty came later in time and includes far more concessions and trade-offs. However, the LOB 
provision in the Mexico Treaty will be thoroughly discussed later in the section dealing with amending the LOB 
Article in the Protocol. 

' The LOB Article in the U.S.-Netherlands Treaty is reproduced in Appendix Four. 

' Cognizant of the participation of the Netherlands in the EC, the U.S.-Dutch Memorandum of Understanding adds 
the stock exchanges of Frankfurt, London, and Paris to the list of permissible stock exchanges under subparagraph 
8(d)(iv) of Article 26. Understanding Regarding the Convention between the United States of America and the 
Kingdom of the Netherlands for the Avoidance of Double Taxation and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, Dec. 18, 1992, reprinted in 2 Tax Treaties (CCH) 6113, at 36,443. Arguably the most 
profound achievement of the Convention is its explicit, though regrettably incomplete, recognition of the Dutch 
membership in the EC. See supra note 204 at 818. 

' This relaxed test presents a two-part analysis that hinders clearly abusive situations. The first part applies to both 
Dutch and U.S. subsidiaries of publicly traded companies. The initial detennination examines whether more than 
fifty percent of a subsidiary's stock is owned by five or fewer companies with residency in either the United States 
or the Netherlands. The second test, unique to this anti-treaty shopping provision, applies only to Dutch 
corporations and addresses Dutch membership in the EC. Ownership of the subsidiary by residents of the 
Netherlands must equal at least thirty percent. Further, seventy percent or more of the aggregate vote and value of 
all shares must be controlled by residents of the United States or by EC members. 
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business; or (5) satisfy a headquarters test. If entities fail the above tests they can 

attempt to qualify under a derivative benefits test.251 Finally, if all else fails entities that 

conclude they should be entitled to treaty benefits, but do not qualify under any of the 

above tests, can apply for a determination by the competent authority that they are entitled 

to treaty benefits.252 

: While leaving the ownership test virtually unchanged, the base erosion test receives three significant additions. 
First, in recognition of the increasing unity in the EC, the test permits a resident of the Netherlands to make 
deductible payments of less than seventy percent of gross income to non-qualified persons. However, if these 
payments are not made to qualified residents nor citizens of the EC, the distribution must be less than thirty 
percent of gross income. Second, the applicable gross income constitutes the greater of the gross income from the 
previous year or the average gross income over the previous four years. The final, and perhaps most notable, 
modification is that the deductible payments do not include arm's length payments for either the right to use 
tangible property in the ordinary course of business or remuneration at arm's length for services performed in the 
payer's country. 

' Whether the income recipient's trade or business is substantial will be determined by analyzing the proportionate 
share of the activity in the source-country, the nature of the activities performed, and the relative contributions 
made in both countries. An entity can include business conducted in other EC nations, if its Dutch activity exceeds 
fifteen percent of its EC operation's assets, gross income, and payroll ratios. 

' The innovative headquarters test was drafted specifically to prevent an exodus of the international companies 
located in the Netherlands. A company with headquarters in the Netherlands will qualify if it provides both 
independent discretionary authority and a substantial part of the overall supervision and administration of 
operations in at least five countries. The headquarters cannot receive more than twenty-five percent of its gross 
income from the other Contracting State. Furthermore, the business activities carried on in any country, other than 
the country of residence of the headquarters company, must generate less than fifty percent of the gross income of 
the group. 

Uncharacteristic of past U.S. tax treaties, the U.S.-Netherlands Treaty includes a derivative benefits provision. A 
Dutch company, controlled by a third-country resident, will be entitled to treaty benefits for a particular payment 
of income if equivalent treaty benefits for that distribution exist between the United States and the third-country. 
This narrow test applies only to dividends, branch tax, interest, and royalty items of Dutch companies. In addition, 
more than thirty percent of the aggregate vote and value of all shares must belong to qualified residents of the 
Netherlands, and more than seventy percent must belong to EC members. Finally, the company must satisfy the 
base reduction test described in paragraph 5 of Article 26. 

Articles 19, 20, and 21 of the U.S.-Dutch MOU enumerate relevant factors for the tax authorities to consider 
when determining whether to grant benefits of the Convention. Article 19 details six factors to be used by the 
competent authority when determining whether the establishment, acquisition, or maintenance of a corporation has 
or had as one of its principal purposes the obtaining of benefits under the Convention. These factors evaluate the 
length, purpose, and legitimacy of the operations in the recipient country. In addition, Article 21 of the U.S.
Dutch MOU accounts for the membership of the Netherlands in the EC by allowing the competent tax authority to 
evaluate changes in circumstances that disqualify a company from obtaining treaty benefits. 

The six factors are: (1) the date of incorporation of the corporation in relation to the date that this Convention 
entered into force; (2) the continuity of the historical business and ownership of the corporation; (3) the business 
reasons for the corporation residing in its State of residence; (4) the extent to which the corporation is claiming 
special tax benefits in its country of residence; (5) the extent to which the corporation's business activity in the 
other State is dependent on the capital, assets, or personnel of the corporation in its State of residence; and (6) the 
extent to which the corporation would be entitled to treaty benefits comparable to those afforded by this 
Convention if it had been incorporated in the country of residence of the majority of its shareholders. U.S.
Netherlands Memorandum of Understanding, Article XLX, 2 Tax Treaties (CCH) 6113, at 36,442-43. 
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However, it should be noted that, regardless of the Netherlands' LOB article's 

significance, it can be readily discerned by a brief overview of its provisions that the 

complexity its tests will require sophisticated technical advice. This guidance will signify 

increased costs for taxpayers.253 Additionally, it should also be observed that its eventual 

effectiveness, in terms of preventing treaty shopping while not effecting bona fide 

transactions, depends on how its tests are interpreted by the respective competent tax 

authorities.254 

The U.S. Reasons for Insisting on the Inclusion of the LOB Article in the 

Third Protocol: 

While the Convention prior to the Third Protocol did not have a specific anti-

treaty shopping article on the scale of the LOB, it did have a limited provision in the form 

of Article XXIX subparagraph 6.255 This subparagraph declared Articles VI to XXIV 

inapplicable to NROs. Further, subparagraph 6 declared those Articles inapplicable to 

profits, income or capital gains derived by a trust if its principal purpose for establishment 

was to obtain treaty benefits. Since subparagraph 6 was not a full blown LOB provision, 

it was too limited in scope to satisfy the U.S. desire to stop treaty shopping and it was 

See supra note 204 at 819. 

Several U.K. companies, not engaged in treaty shopping, may be adversely impacted by the U.S.-Netherlands 
Treaty. In the United Kingdom, companies are prohibited from obtaining the maximum foreign tax credit on taxes 
assessed on distributions of their subsidiary's dividends. U.K. companies may obtain lost foreign tax credit 
benefits by establishing a mixing company in the Netherlands. A mixing company permits dividends from 
different sources to flow into the Dutch holding company, thus enabling the U.K. parent company to receive 
dividends from a single non-U.K. company. Though this practice was permissible under the 1948 Treaty, the U.K. 
mixing company will likely fail the objective tests under Article 26 and be forced to seek an affirmative ruling 
from a competent tax authority. If a U.K. mixing company is denied benefits under the U.S.-Netherlands Treaty, 
it will face a severe increase in its tax burden. See supra note 204 at 820-21. 

However, the assistant chief counsel international of the IRS, Christine Halphen, stated that the mixing company 
structure is not a typical treaty shopping structure because its purpose is not to gain treaty. If the company had 
been set up between the U.K. and the U.S. it would have received the same withholding rates under the U.S.-U.K. 
tax treaty. The IRS has determined that the derivative benefits test can be expanded beyond its mechanical 
requirements so that a favourable competent authority ruling can be given to these companies. To receive a 
favourable ruling the mixing company must demonstrate to the IRS that it does not erode the tax base in the 
Netherlands and that the parent company itself would qualify for treaty benefits in its country of jurisdiction. 
Marianne Kennedy and Angelo Nikolakakis, Canada-U.S. Cross-border Issues, Report of the Proceedings of the 
Forty-Sixth Tax Conference of the Canadian Tax Foundation (1994 Conference Report) at footnote 21. 

' Under the Protocol Article XXTX(6) has been deleted and replaced by Article XXTX A. 
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predictable that the U.S. would insist on including one in the Protocol.256 However, as 

will be discussed below257 there are several superior, and less potentially harmful, 

alternatives that could have been incorporated in the Protocol instead of the LOB Article. 

Normally, conduit companies involved in treaty shopping are located in countries 

with low tax rates or in tax havens. This practice has led commentators to question why 

the U.S. would insist on including a LOB provision in the Protocol when Canada is 

considered an unattractive location for conduit companies as a result of its system of 

worldwide taxation and relatively high tax rates.258 To support its demand for the 

inclusion of the LOB Article, the U.S. made the astonishing argument that Canada is a 

popular tax haven base for many third-world investments.259 

As unbelievable as the U.S. argument is, the Canadian tax system does, in fact, 

provide several benefits to international investors. For example, a third country foreign 

investor's overall tax liability can be reduced by using Canada as a stepping stone for 

cross-border investment. This can occur because the taxation of foreign earnings under 

the exemption system, whereby dividends paid by a foreign affiliate of a corporation 

resident in Canada become exempt from Canadian taxation if the income is paid out of 

exempt surplus. This system can be used to the advantage of a foreign multinational by 

having its Canadian subsidiary hold the shares of its other foreign subsidiaries so that 

dividends are paid out of exempt surplus and are not be subject to Canadian tax.2 6 0 

Additionally, taxation can be further deferred if, instead of paying a dividend to its foreign 

parent, the Canadian subsidiary reinvests the dividends in the other subsidiaries.261 

256 See supra note 16. 
257 See the section entitled Alternatives and Future Amendments to the Limitation on Benefits Provision:. 
258 See supra note 16 at 968. 
259 See supra note 47 at 35, 36. Canada in fact was a tax haven base for many third-country investments prior to 

1972. Ibid, at 36. Prior to the 1972 tax reform, many international corporations used a Canadian intermediary to 
invest in other jurisdictions. This was because Canada did not tax income accumulated in foreign affiliates, and if 
the Canadian corporation held more than 25 percent of the voting rights the income could be received in Canada 
tax free. See supra note 42 at 74. However time marches on. The reforms introduced in 1972 eliminated the 
utility of treaty shopping through Canada. Ibid, at 42 note 3. 

260 See supra note 16 at 968. 
261 Ibid. 
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However, Russell and Boidman both separately concluded that the limited benefits 

the Canadian tax system may provide treaty shoppers was not the primary concern of U.S. 

treaty negotiators.262 They were more concerned with maintaining their existing policy of 

including a LOB article in every tax treaty and they were also worried that the Protocol 

would not be ratified by the U.S. Senate if the Protocol did not include a LOB article in 

accordance with established policy.263 Additionally, they were probably influenced by the 

belied that an exemption for Canada would have weakened the U.S. bargaining power 

with its other treaty partners.264 Finally, they were undoubtedly concerned that if the 

Protocol did not have a LOB article then residents of countries which had negotiated a 

treaty with the U.S. that did have a LOB article could use the Canada-U.S. treaty to 

obtain treaty benefits that were not otherwise available.265 

Canada's Reasons for Acquiescing to the Inclusion of the LOB Article in 

the Protocol: 

The LOB provision is not reciprocal. It can only be applied by the U.S. to 

determine whether a Canadian resident is entitled to treaty benefits. It is not Canadian tax 

treaty policy to include specific provisions that limit treaty shopping.266 In fact the term 

treaty shopping is not used in Canadian tax legislation, tax treaties or court decisions.267 

Additionally, treaty shopping is not generally considered improper or a misuse of a treaty 

unless the treaty specifically provides for this.268 Canada is generally more concerned with 

an erosion of its tax base through improper transfer pricing and the use of related entities 

in tax havens causing an undue or artificial reduction of tax.269 

262 Ibid, and see supra note 13. 
263 See supra note 16 at 969. 
264 Ibid. 
265 Ibid. 
266 Ibid, at 965. 
267 See supra note 42 at 73. 
268 Ibid, at 77. 
269 Ibid. 
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Rather than relying on the LOB provision, at Canada's request paragraph 7 of the 

LOB Article gives both Canada and the U.S. the power to deny treaty benefits when to do 

otherwise would result in an abuse of the provisions of the treaty.270 Canadian tax treaty 

policy focuses on the 'abuse of treaty" approach to withhold treaty benefits, where it 

reasonably can be concluded that to do otherwise would result in an abuse of the 

provisions of the Convention.271 At the 46th Tax Conference the assistant deputy minister, 

Tax Policy Branch, of the Department of Finance, Mr. Dancey, stated that Canadian 

authorities were unwilling to subscribe to a set of mechanical rules, which they felt would 

not be effective at distinguishing between abusive and non-abusive situations.272 

Additionally, he stated that Canadian authorities were concerned that since the LOB rules 

apply only for the purposes of the application of the Convention by the U.S., taxpayers 

might infer that situations that would be caught by the LOB rules, if applied by Canada, 

would be acceptable for Canadian purposes, and moreover, that benefits could not be 

denied where the LOB rules did not apply.273 Thus paragraph 7 was included in the LOB 

Article to specifically prevent such inferences. Mr. Dancey further stated that paragraph 7 

should not be interpreted as restricting or expanding either Canada's or the U.S. ability to 

deal with abusive situations.274 In this regard the assistant U.S. Treasury Department 

international tax counsel stated that the LOB article does not prevent the U.S. from 

applying its anti-avoidance rules or recharacterizing a transaction in accordance with its 

economic substance.275 Thus under paragraph 7, the U.S. can apply the provisions in the 

LOB Article and its domestic anti-abuse rules while Canada is limited to its anti-abuse 

rules. 

The non-reciprocal nature of the LOB Article raises the question of why Canada 

would agree to the inclusion of a treaty provision that does not fit within Canadian tax 

270 See Appendix One; Third Protocol, Article 18(7) and note 16 at 965. 
271 See Tax Foundation Report supra note 254 at 24:14. 
272 Ibid, at 24:14-24:15. 
273 Ibid, at 24:15. 
214 Ibid. 
275Ibid. 
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treaty policy and which can potentially harm Canadian resident entities and Canadian tax 

revenue? One central reason is that failure to co-operate in tax treaty negotiations may 

persuade the U.S. to unilaterally cancel the treaty, as it did with the British Virgin Islands 

in 1982, the Netherlands Antilles in 1987and recently Malta in 1995.276 In February 1981 

the U.S. signed a new treaty with the British Virgin Islands (B.V.I.) to replace the former 

extension to the B.V.I, of the U.S.-U.K. Tax Treaty. Before the Treaty was ratified, the 

U.S. tried to include an anti-treaty shopping clause but the B.V.I, refused. The U.S. 

terminated the Treaty effective January 1, 1983.277 Similarly, the Netherlands resisted 

U.S. attempts to revise the 1948 U.S.-Netherlands Tax Treaty, as it applied to the 

Netherlands Antilles. Netherlands Antilles was a favoured location for international 

businesses and investments because of its extensive bilateral tax treaty network, which was 

not subject to anti-treaty shopping provisions. However, as result of the Netherlands 

refusal, on June 29, 1987, the U.S. Treasury Department unilaterally terminated the treaty 

as it applied to the Netherlands Antilles.278 Recently, the U.S. terminated its tax treaty 

with Malta because Malta refused to accede to a LOB provision.279 These incidents 

illustrate the growing unilateralism in U.S. foreign tax policy, a policy that confirms a 

growing intolerance among both the executive and legislative branches toward treaty 

shopping of any sort. These policies most likely created apprehension and concern in 

1 See supra note 204 at 778 note 13. 

See supra note 47 at 35. 
1 See supra note 22 at 362. The immediate cost of terminating the treaty was a negative effect on the international 
bond market. Prior to the termination of the treaty U.S. corporations set up finance subsidiaries in the Netherlands-
Antilles from which the issued bonds which were free from U.S. withholding tax as a result of Article V E of the 
treaty and which were free from domestic tax since the Netherlands. Antilles did not tax payments made to foreign 
investors. Essentially, U.S. corporations used the Netherlands Antilles as a conduit to raise money for financing 
cheaply. When the Treaty was terminated the international bond market was upset since bonds issued by the 
subsidiaries of U.S. corporations were now subject to a 30 percent withholding tax. Also, the majority of the bonds 
were redeemed at par value, whereas before they were trading at a premium, since the terms of most bonds 
included a call provision in case a withholding tax was imposed. Issuers thus made a windfall since they were able 
to refinance loans at a discount and investors bore the lose. The Netherlands Antilles economy also suffered 
negatively. One of the major blows the Netherlands Antilles economy suffered as a result of the Treaty's 
termination was that real estate investment companies became subject to branch profits taxation. In December 
1992, the Netherlands seceded its status as a favorite conduit location when it signed the new U.S.-Netherlands 
Protocol that included a LOB provision. Ibid, at 356-57, 380. 

' Dianne Bennett, Third Protocol to the Canada-U.S. Tax Treaty, Report of the Proceedings of the Forty-Seventh 
Tax Conference, 1995 Conference Report 44:1, 44:19 (1995). 
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Canadian negotiators, and caused them to unwillingly agree to the inclusion of the LOB 

Article in the Protocol. 

Even if the close economic association and amicable relations between Canada and 

the U.S. make it unlikely that the U.S. would unilaterally cancel the Convention, the 

changes Canada desired in Convention regarding estate and death taxes may have been 

incentive enough for Canada to agree to the LOB Article in the Protocol.280 Particularly, 

if, as I suspect, U.S. negotiators utterly refused to agree to the inclusion of the favourable 

estate and death tax changes Canada desired unless Canada correspondingly agreed to the 

inclusion of the LOB Article. Nonetheless, I believe that U.S. negotiators would never 

agree to a Protocol that did not include some form of a LOB Article. Thus, Canadian 

negotiators most likely had no choice but to acquiesce to the U.S. firm demands. 

Therefore, the issue is not whether Canada should have agreed to the LOB Article in the 

Protocol, but what formulation of the LOB Article should Canada have agreed to? 

1 See text accompanying notes 135-159 discussing the changes resulting from the Protocol in the estate and death 
taxes Canadians with U.S. property are subject to in the U.S. These taxes increased after the U.S. 1986 Tax 
Reform Act, prompting Canada to seek changes to the Convention. 
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THE LIMITATION ON BENEFIT ARTICLE IN THE THIRD 

PROTOCOL: 

In my opinion, the LOB Article can be summarized by the four following 
281 

quotations: 

In this world, nothing is certain but death and taxes. 
Benjamin Franklin, 1789 

At least death doesn 7 keep getting worse every year. 
Charlie Farquharson, 1972 

There is nothing so difficult as the income tax. 
Albert Einstein. 

The new legislation is more complex than anything ever seen before in this 
country, a complexity that aids tax collection and harms taxpayers. 

Arthur Drache, 
Financial Post Tax Specialist commenting on 1988 Canadian Tax Reform. 

The 1980 Convention contained limited anti-4reaty-̂ shopping rules that denied 

treaty benefits to NROs deriving U.S. source income and certain trusts or estates. 

'However, the United States felt compelled to incorporate in the Protocol a full-blown set 

of antMreaty-shopping rules, as //the Canadian tax system provided a wide range of 

opportunities for third-country investors in the United States to reduce their overall tax 

liability by using Canada as a stepping-stone to realize and extract U.S.-source 
»282 

income. 

In this Chapter, I shall begin my detailed analysis of the LOB Article in the 

Protocol. I shall examine the LOB Article in detail. First, bearing in mind that the Article 

contains several undefined and vague terms, I shall discuss how the Article will likely be 

interpreted and applied. Second, I shall analyze the three component parts of the Article: 

2 8 1 These four quotations are from Evelyn Jacks, Jacks on Tax Savings, (12th ed. 1996), reproduced in Quick Tax 
Deluxe: Tax Year 1995, Tax Preparation CD-ROM (1995). 

282 See supra note 13, emphasis added. 
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(1) the qualifying person tests; (2) the exceptions to the qualifying person tests; and (3) 

the general anti-abuse provision. When analyzing the qualifying person tests and its 

exceptions, I shall discuss the potential problems they present for Canadian entities. 

Additionally, in discussing these tests I shall review any tax planning consideration that tax 

practitioners should keep in mind when advising their clients. Third, I shall continue this 

chapter by discussing how Canadian resident taxpayers, as a result of failing to qualify 

under the LOB Article, will be impacted by the denial of treaty benefits. I shall conclude 

my analysis of the LOB Article by discussing its possible impact on Canadian tax revenue. 

As discussed in the U.S. tax treaty policy chapter, the U.S. is concerned about 

persons planning their affairs to obtain treaty benefits for which they are not otherwise 

eligible. Hence, the U.S. insists on bilateral tax treaties that attempt to prevent treaty 

shopping through the use of intricate anti-treaty shopping provisions. Canada, on the 

other hand, does not hold this same concern and generally, as discussed, does not include 

detailed anti-treaty shopping provisions in its tax treaties.283 

Prevailing tax treaty policy dictates that treaty benefits should be available to 

individuals, corporations and other entities that are residents of treaty contracting states.284 

Consequently, prior to the Protocol the Convention did not include a detailed general 

provision against treaty shopping. However, upon the insistence of the U.S. the Protocol 

added a new, and controversial, LOB provision, Article XXIX A, to the Convention.285 

This Article is intended to eliminate the problem of treaty shopping by requiring an entity 

seeking treaty benefits in the U.S. not only be a Canadian resident but also satisfy 

additional tests that demonstrate that their residence in Canada is not considered to have 

been motivated by the existence of the Convention. Essentially, the LOB Article provides 

"qualified persons" with all of the benefits of the Convention, while non-qualified persons 

283 See supra note 112 at 56. Revenue Canada is of the view that the general anti-avoidance rule can be applied to 
deny treaty benefits. Changes to the Canada-U.S. Treaty, 5 Canadian Current Tax 27, 28 (December 1994). 

284 See supra note 20 at 43. 
285 See Appendix One; Third Protocol, Article 18. The provision is applicable only by the U.S. to determine if treaty 

benefits will apply to taxation of Canadian residents. See Changes supra note 112 at 27,28. While the LOB 
provision can only be applied by the United States, Canada can deny treaty benefits if it concludes that the 
provisions of the treaty are being abused. 
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are entitled to none of its benefits. Prior to the LOB Article, a Canadian entity was 

entitled to U.S. benefits under the Convention as a mere resident of Canada. Naturally, a 

determination of who falls within the definition of a qualified person is vital.2 8 7 If a person 

is not a qualifying person treaty benefits may still be obtained if the person satisfies the 

'active business" test, the 'derivatives benefits" test or is granted relief by the U.S. 

competent authority. 

It should be noted that the LOB Article in Article XXIX A is not reciprocal except 

for paragraph 7. Canada prefers to rely on its general anti-avoidance rule to counter 

arrangements involving treaty shopping through the United States.288 Under paragraph 7 

general anti-abuse provisions are applicable by both the United States, in addition to the 

LOB Article, and Canada.289 However, the general anti-abuse rules are distinguishable in 

their application. While the LOB Article determines whether a person has a sufficient 

nexus to Canada to be entitled to treaty benefits, the general anti-abuse provisions 

determine whether a particular transaction should be recast in accordance with the 

substance of the transaction.290 

The purpose and design behind the LOB Article, the elimination of the problem of 

treaty shopping between Canada and the U.S., necessitates the obvious query - is there a 

problem of treaty shopping between Canada and the U.S.? More specifically, are third 

country residents with U.S. sourced investments utilizing Canadian intermediary entities as 

conduits for treaty shopping purposes into the U.S.? An affirmative answer to these 

questions raises the following inquiry - if so, to what extent? Finally, the response to the 

latter query causes one to ask - does the degree of treaty shopping that occurs between 

Canada and the U.S., assuming there is any, justify the inclusion of the LOB Article in the 

Treaty? These questions are the essence of the inquiry in my thesis. 

286 See Changes supra note 112 at 28. 
287 See Gelardi supra note 112 at 57. 
288 See supra note 113, Technical Explanation, Article 18. 
289 Ibid. 
290 Ibid. 
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Interpreting the LOB Article: 

Under the LOB Article a Canadian resident can qualify for treaty benefits under a 

number of objective and subjective tests, or through a subjective determination by U.S. 

competent authorities. The degree to which treaty benefits will be granted depends on 

how stringently or leniently these tests are interpreted and applied.291 However, a number 

of the terms in these tests are complex and undefined. As a result, the tests in the LOB 

Article are vague and uncertain. This vagueness and uncertainty creates the potential of 

inconsistent interpretations and differing determinations as to appropriateness of granting 

treaty benefits. The manner in which the LOB Article will be interpreted will be 

significant as contemporary LOB provisions are of recent origin with only a slight history 

of application and interpretation. The combination of vague terminology, the lack of 

adequate definitions and paltry interpretive history creates serious problems for taxpayers 

as they will be uncertain, unless they satisfy one of the bright line mechanical tests, as to 

their entitlement to treaty benefits. 

As mentioned, the LOB provisions in the Protocol are not reciprocal. Contrary to 

other U.S. tax treaties, these provisions can only be applied by U.S. competent authorities. 

As a result of the unilateral U.S. application of the anti-treaty shopping provisions in the 

Protocol, U.S. domestic tax law must be used to interpret concepts that are not defined by 

the Protocol or the Convention. Thus, this section shall discuss how the LOB Article will 

most likely be interpreted by U.S. competent authorities. 

The rule for interpreting the Canada-U.S. Tax Treaty is found in Article 111(2) of 

the Convention. This paragraph provides that 'any term not defined therein shall, unless 

the context otherwise requires and subject to the provisions of Article X X V I (Mutual 

Agreement Procedure), have the meaning that it has under the law of that State 

concerning the taxes to which the Convention applies."292 Article 111(2) of the Convention 

Michele Gelb, The Limitation on Benefits Provisions of the United States-Mexico Tax Treaty, 9 Emory Int'l L. 
Rev. 217, 227(1995). 

' As mentioned, the LOB Article can only be applied by the U.S. and U.S. domestic tax law will apply to interpret 
any term that is not defined in the Convention or Protocol. 
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mandates a four step process to interpret a vague term in the LOB Article. First, the 

Convention and its Protocols must be examined to determine if the term is defined 

therein.293 Additionally, Canada and the U.S. have agreed that the Technical Explanation 

accurately reflects understandings reached during negotiations and is authoritative in 

interpreting the Protocol.294 Therefore, the Technical Explanation must also be examined 

to determine if it sheds any light on the meaning of the vague term. Second, if the term is 

not defined in the Convention or its Protocols, it must be determined whether the 

Canadian and U.S. competent authorities have reached an agreement on the meaning of 

the term pursuant to Article XXVI(Mutual Agreement Procedure). Third, if the 

Convention or its Protocols do not define the term and the competent authorities have not 

agreed on a definition of the term, it must be determined if the context in which the term is 

used requires an interpretation independent of U.S. domestic tax law. Finally, if a 

definition cannot be found through the above procedures, the definition of the term will be 

determined under the U.S. domestic tax law applicable to the taxes that are the subject of 

the treaty. 

The U.S. domestic tax law that is most applicable to the LOB Article, as suggested 

by U.S. Senate Foreign Relations Committee in connection with the LOB article in the 

French-US. Tax Treaty, is the U.S. branch profits taxation rules and regulations. These 

rules can be used to interpret the LOB Article as it is based on the branch profits tax rules 

and the qualifying person test is similar under both provisions.295 

Supplementary to the above interpretative process, the U.S. Supreme Court and 

the Supreme Court of Canada have held that treaties should be liberally construed to give 

effect to their purpose.296 In the U.S. treaty provisions are interpreted by examining the 

2 9 3 This is a relatively easy process as few terms are defined in the Protocol or Convention. 
294 See supra note 11 at 44. 
295 See supra note 201 at 35 note 120. I shall not discuss which branch tax profits rules can be used to interpret the 

LOB Article in this section. I shall leave that discuss to the sections analyzing each individual provision in the 
Article in order to avoid repetition. 

296 See Bacardi Corporation of America v. Domenech, 311 U.S. 150, 163 (1940) and United States v. Stuart, 489 
U.S. 353, 368 (1989). Canadian courts have held that, contrary to an ordinary taxing statutes, a tax treaty must be 
given a liberal interpretation with a view to implementing the true intentions of the parties. J.N. Gladden Estate v. 
The Queen, [1985] 1 C.T.C. 163 (F.C.T.D.), at 166-67. Cited with approval in Queen v. Crown Forest Industries 
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text of the treaty, its protocols, and any technical explanations and/or memorandum of 

understanding ( 'MOU). There is also the view in U.S. jurisprudence that, although not 

conclusive, the meaning attributed to treaty provisions by government agencies charged 

with their negotiation and enforcement is entitled to great weight.297 

A recent Supreme Court of Canada case on treaty shopping that is relevant, and 

which Canadian tax practitioners will be familiar with, is The Queen v. Crown Forest, in 

which the U.S. government acted as an interested Intervenor.298 This case is pertinent to 

the issue of interpreting the Protocol as the U.S. Government's Factum stated that 

"[ajlthough this Court's decision will not bind U.S. courts, it will be regarded by U.S. 

taxpayers as an important precedent and may be relied upon by them."2 9 9 

In Crown Forest, the S.C.C. chose to inquire into whether their decision fell within 

the intention of the drafters of the Convention. Iacobucci J., writing for the Court, stated 

that he 'agree[s] with the Intervenor Government of the United States' submission that, in 

ascertaining these goals and intentions, a court may refer to extrinsic materials which form 

part of the legal context... without the need first to find an ambiguity before turning to 

these materials."300 The Court, at the urging of the Canadian and U.S. governments, 

relied extensively on extrinsic materials, specifically the United Nations Model 

Convention, the Report of the United States Senate Committee on Foreign Relations and 

the OECD Model Double Taxation Convention on Income and on Capital. The Court 

stated that OECD commentary was '[o]f high persuasive value in terms of defining the 

parameters of the... [Convention]"301 and that it is an "... international agreement worthy 

Limited, 95 D.T.C. 5389 (S.C.C), at 5396. A literal or legalistic interpretation must be avoided when the basic 
object of the treaty might be defeated or frustrated in so far as the particular item under construction is concerned. 

297 Sumitomo Shoji America Inc. v. Avagliano, 457 U.S. 176, 184-5 (1982). However in the opinion of the American 
Law Institute ("ALT"), U.S. courts place too much weight on such unilateral interpretative materials. See supra 
note 11 at 27. 

2 9 8 Morris and Meghji state that it is noteworthy that Court's reasons for judgment had been.influenced significantly 
by the submissions of the U.S. government, which took the same position as the government of Canada. See infra 
note 306 at 12. 

2 9 9 Factum of the Intervenor, para. 37. Cited in note 306 at 12. 
3 0 0 95 D.T.C. 5389 (S.C.C), Iacobucci I, at 5396. 
301 Ibid, at 5398. 
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of consideration as an extrinsic material." Of specific relevance for our inquiry as to 

how the Protocol will be interpreted by the U.S., it is notable that the U.S. Government's 

Factum stated that "[t]he OECD Model has worldwide recognition as a basic document of 

reference in the negotiation, application, and interpretation of tax conventions."303 

The Court's judgment will have significant ramifications because it confirms that it 

is appropriate for courts to have regard for the intentions of the drafters of tax 

conventions and to the general purpose of the convention.304 Additionally, it is important 

because the Court did not limit the use of extrinsic materials to situations where there was 

an ambiguity in the text, but used the materials as part of its interpretation tools.305 Thus, 

Crown Forest offers judicial support at the highest level for relying on extrinsic material to 

aid in the interpretation of tax treaties.306 Further, since the U.S. government argued that 

extrinsic materials should be used to interpret the Convention in this case, and the fact that 

they stated that U.S. taxpayers can consider this case important precedent which can be 

relied upon, it can be inferred that the U.S. would consider it appropriate to utilize 

extraneous materials as interpretive guides for the LOB Article. In my analysis of the 

LOB Article I shall utilize such extraneous materials, where applicable, to assist with 

determining the boundaries of the various vague and undefined terms in the Protocol. 

Also of importance in interpreting the LOB Article in the Protocol are Russell and 

O'Brien's conclusions that many of terms and tests in the LOB Article are very similar to 

' Ibid. Iacobucci J., at 5399. In looking at the goal of tax treaties the court was influenced by their raison d'etre, the 
elimination of double taxation and the prevention of fiscal evasion. In its analysis the Court began by inquiring into 
whom the Convention was intended to benefit. The Court determined that the target group the Convention is 
intended to benefit is Canadians working in the U.S. (or vice versa) and Canadian companies operating in the U.S. 
(or vice versa). Ibid, at 5396. 

In referring to the U.S. Senate Foreign Relations Committee report titled Tax Conventions and Proposed 
Protocols with Canada, the Court stated that the principal purposes of the Canada-U.S. Tax Treaty are the 
reduction or elimination of double taxation of income earned by citizens and residents of either country form 
sources within the other country and the prevention of avoidance and evasion of income taxes of the two countries. 
Ibid. 

1 Factum of the Intervenor, para. 18, cited in note 306 at 13. 
1 See supra note 306 at 13. 

'Ibid. 

' D. Bernard Morris and Al Meghji, What is Residency under the Canada-U.S. Convention? Supreme Court of 
Canada Decision in Crown Forest,612 Canadian Current Tax 11 (1995). 
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those in the U.S.-Netherlands Income Tax Treaty's LOB article and these can be used as 

interpretive guidelines.307 However, it should be noted that while these interpretations are 

helpful in predicting how the United States might apply these standards, they are the 

results of bilateral negotiations and may not be applicable to the unilateral approach that 

the United States might take with regard to the LOB Article in the Protocol.308 

Nonetheless, although the U.S.-Netherlands definitions may not be authoritative 

precedents, they can be useful as guidelines. Consequently, there is good reason to believe 

that they may nevertheless still be more instructive than U.S. domestic tax law because of 

the similarity of the language in the LOB provisions found in U.S. tax treaties, which 

makes an analysis of these similar tax treaties beneficial.309 The American Law Institute 

("ALI') has also stated that it is appropriate to look at the interpretation of other similar 

treaties, including their technical explanations and the U.S. courts' interpretations, when 

interpreting treaty provisions.310 Hence, comparing the two provisions and examining the 

literature concerning in the LOB provision Netherlands treaty, as well as its impact on the 

Netherlands, will be useful in interpreting the LOB provision in the Protocol and analyzing 

its potential impact in Canada.311 

Analysis: 

Prior to the Protocol, the Convention contained a limited anti-treaty shopping 

provision in the form of paragraph 6 of Article XXIX. The Protocol removes paragraph 6 

of Article XXIX and replaces it with Article XXIX A, the LOB Article. Under the 

previous provision any person who was a resident of Canada was entitled to Treaty 

U.S.-Netherlands Income Tax Treaty, Article 26. See supra note 16 at 970 and note 345. 
308 See supra note 633 at 246̂ 17. The U.S.-Netherlands LOB Article is accompanied with numerous definitions for 

terms that are ambiguous in the Protocol. The absence of specific definitions in the Protocol may indicate a lack of 
agreement during the negotiations or an agreement that the terms would be ascribed meanings the U.S. would 
apply in its domestic tax law. See supra note 20 at 45. Thus, since Canada and the U.S. have agreed that the 
Technical Explanation accurately reflects under standings reached during negotiations it is more authoritative, even 
though it is less precise. See supra note 11 at 44. 

309 See supra note 633 at 246^7.. 
310 See supra note 11 at 44. 
inIbid. 
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benefits.312 For example, a company incorporated in Canada, owned and operated by a 

resident of the Cayman Islands, and doing business in the U.S. would prior to the Protocol 

be entitled to treaty benefits under the Convention.313 Under the LOB Article in the 

Protocol, which the U.S. has gone to great lengths to include in all their tax treaties, a 

resident of Canada is not entitled to treaty benefits from the United States unless they are 

a so-called 'qualifying person," or they satisfy an active business test, a derivative benefits 

test, or the U.S. competent authority decides to grant them treaty benefits.314 

Denying treaty benefits in situations such as treaty shopping through Canada into 

the U.S. by residents of the Cayman Islands treaty is appropriate. However, LOB 

Articles, such as those in the Protocol, have been subject to intense scrutiny because they 

may apply in situations where there is no intent to, nor resulting treaty shopping, and 

consequently no tax treaty abuse.315 

One of the primary arguments I am advancing in my thesis is that the LOB Article 

frustrates the utility of the beneficial changes brought about by the Protocol, as it denies 

treaty benefits to certain Canadian resident corporations and trusts that prior to the 

Protocol were entitled to benefits. The goal of this Article is to reduce treaty shopping by 

preventing non-treaty parties from obtaining treaty benefits. Treaty benefits are now 

limited only to qualifying persons and those that fall within one of the limited 

exceptions.316 However, while the intent of the LOB Article is to reduce treaty shopping, 

it may have an adverse impact upon Canadians not engaged in this activity. This Article 

has the potential to deny benefits to entities that are wholly Canadian owned and engaged 

in bona fide non-treaty shopping activities, but unfortunately fail to qualify under one of 

the LOB Article's complex tests. Where treaty benefits are denied, these Canadian 

corporations and trusts will be subject to a doubling or tripling of the withholding tax 

312 See Article I of the Convention. 
313 See supra note 20 at 44. This is the classic form of treaty shopping, the stepping stone structure, that the U.S. is 

interested in preventing. 
314 See supra note 91. 
315 See supra note 20 at 45. 
316 See supra note 47 at 35. 
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imposed on their U.S. source income.317 Moreover, the LOB Article is a problem for 

Canadian taxpayers engaged in cross-border trade and investment as it introduces a new 

level of complexity and uncertainty which they must contend with. 

Before discussing the details of the LOB Article, I would like to present two 

examples that demonstrate the interaction of the its numerous provisions. At the 46th Tax 

Conference, Ms. Dunahoo, the U.S. Treasury Department associate international tax 

counsel, presented the following examples to illustrate the application of the LOB 

Article.3 1 8 

The first example considered the takeover of a Canadian parent corporation 

(Canco) in three separate scenarios: first, by a 'U.S. public corporation' (USco); second, 

by a 'foreign corporation resident in a treaty jurisdiction' (Trco); and finally, by a 'non-

treaty corporation' (Ntrco). By way of introduction, Ms. Dunahoo considered Canco's 

entitlement to treaty benefits before any of the takeovers. Prior to the takeover Canco 

would be entitled to treaty benefits if: (1) its shares were substantially and regularly traded 

on a recognized exchange; or (2) if it was more than 50 percent owned, directly or 

indirectly, by five or fewer companies or trusts traded on a recognized stock exchange, if 

each of the companies or trusts were a qualifying resident or U.S. citizen; or (3) 50 

percent of the vote and value of its shares was not owned, directly or indirectly, by 

persons other that qualifying persons or residents or citizens of the U.S. and less than 50 

percent of Canco's gross income is paid or payable as deductible expenses to persons who 

are not qualifying persons or residents or citizens of the U.S . 3 1 9 

Under the first scenario, if Canco was acquired by USco, Ms. Dunahoo stated that 

Canco would qualify for treaty benefits under paragraph 2(e) because Canco's shares 

See supra note 20 at 44. Since Canada provides a foreign tax credit, or a deduction from income, that allows a 
Canadian resident to deduct foreign tax paid from their Canadian tax that would otherwise be payable, the denial 
of treaty benefits will result in a higher total tax payable in only a few cases. However, there could be severe cash 
flow shortages for Canadian businesses if the imposition of the higher withholding tax was not anticipated. Ibid. 

1 See supra note 271 24:11-24:14. In addition to these examples, readers should refer to the LOB flowchart I 
prepared, at page 150, in order to understand how the LOB Article operates. 

Tbid. at 24:11. 
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would be directly owned by a qualifying person, a corporation resident in the U.S. Under 

the second scenario, if Canco was acquired by Trco, Canco would be entitled to limited 

treaty benefits under the derivative benefits provision for its U.S. source dividend, interest 

and royalty income provided that: (1) Trco, assuming it was a resident of Canada for the 

purpose of the derivative benefits test, would qualify for benefits as a qualifying person or 

satisfies the active business test; (2) the rate of U.S. withholding tax under the tax treaty 

Trco's country of resident has with U.S. is at least as low as the rate under the 

Convention; and (3) the base erosion test is satisfied. Finally, if Canco was acquired by 

Ntrco, a company that is not resident in the U.S. nor a country that has a comprehensive 

tax treaty with the U.S., Canco would not be entitled to treaty benefits under any of the 

qualifying person tests in paragraph 2 or the derivative benefits test. However, Canco 

may be entitled to limited treaty benefits under the active business test of paragraph 3 for 

income that it derives from the U.S. in connection with the active conduct of its trade or 

business in Canada, as long as the active trade or business in Canada is substantial in 

relation to the U.S. activity giving rise to the income for which benefits are sought.320 

The second example considers the consequences that would arise when a U.S. 

company (USco) acquires the shares of a foreign non-qualifying corporation (Fnco) 

which, in turn, owns a Canadian company (Canco) with business operations in the U.S . 3 2 1 

If Canco was owned directly by USco it would be entitled to treaty benefits for income 

received from its U.S. operating company (USopco). However, the result is not clear 

under the facts of this example, where USco owns the shares of Fnco which owns Canco. 

Canco may be denied treaty benefits as it may not be possible to move Canco out from 

under its ownership by Fnco. Under the active business test, Canco could be entitled to 

treaty benefits if it were engaged in the active conduct of a trade or business in Canada, 

but only for income that is derived in connection with or incidental to the business carried 

on in Canada and the business carried on in Canada must be substantial in relation to the 

activity giving rise to the income from the U.S. Alternatively, Canco could be entitled 

Ibid, at 24:12. 

Ibid, at 24:13. 
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treaty benefits for its U.S. source dividend, interest and royalty income under the 

derivative benefits test as it is more than 90 percent owned, indirectly, by a person resident 

in the U.S. and the base erosion test is satisfied. If Canco fails to qualify under these tests, 

then, as a last resort, Canco could apply for competent authority relief. 

Many commentators have argued that the LOB provisions in U.S. tax treaties are 

extremely broad and can lead to inappropriate results in many situations.322 Goossen, 

while acknowledging that a general LOB provision is reasonable, characterizes the LOB in 

the Netherlands Treaty as 'overkill" and 'Unworkable in practice".323 The complexity of 

these provisions presents major obstacles in practice and carries the danger that failing its 

conditions will result in an extreme penalty of the loss of all treaty benefits.324 

I hope the above two examples demonstrate the intricacy inherent in LOB 

provisions. Their complexity is also evident by their length as well as their convoluted 

language. Contemporary LOB provisions are as long as some of the older U.S. tax 

treaties.325 If these examples and the Article's language are not convincing in themselves 

as to the elaborateness of the LOB Article then the flowchart at the end of this chapter 

should be persuasive.326 Also, note the following two descriptions of the LOB Article in 

the U.S.-Netherlands Tax Treaty, which is very similar to the LOB Article in the 

Protocol: 

At first and even second glance, the limitation on benefits article, of the new treaty is 
absurdly complex. In a treaty totaling 100 pages of typescript, article 26 consumes 23 
pages of turgid, mind-numbing prose, so full of specially defined terms that it needs its 
own glossary. It is accompanied by 19 pages of further explanation in the 

" See supra note 235 at 34. 
! Henk P.J. Goossen, Limiting Treaty Benefits, 20 International Tax J. 14, 19 (1994). 
1 Jonathan Kim, The U.S.-West German Income Tax Treaty: Can Article 28's Limitation on Benefits Serve as a 
Model for the Treasury's Anti-Treaty Shopping Policy?, 43 Tax Lawyer 983, 1001 (1990). The inclusion of LOB 
provisions in tax treaties with developing countries has also been criticized and met with strong resistance. 
Developing countries have argued that LOB provisions are too rigorous because they deny benefits to a potentially 
large group of foreign investors. The uncertainty created by these provisions discourages some bona fide investors 
from investing in developing countries. See supra note 1 at 554. 

' The LOB provision, Article 26, in the U.S.-Netherlands Tax Treaty, on which the LOB Article in the Protocol is 
based, is as long as the current U.S.-Ireland Tax Treaty. See supra note 13. 

5 See figure 8: The LOB Article flowchart at 150. 
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Memorandum of Understanding (MOU) accompanying the treaty. Even as a 
regulation, the complexity of this provision would be open to at least mild criticism. 
As a treaty article, this overwrought provision may seem almost a joke when 
compared with typical treaty language, which seldom approaches even the detail of tax 

327 
statues. 

Article 26 of [the Netherlands] treaty contains a Byzantine maze of objective tests that 
taxpayers must meet in order to qualify as residents for treaty purposes (assuming that 
they otherwise qualify as such under the treaty's residence article). These tests consist 
of various ownership and active-business hurdles that apparently were designed to 
give headaches and ulcers to practitioners who dare attempt to decipher and apply 
them. Anyone thinking that the practice of international taxation is devoid of humor 
should read these provisions.328 

The LOB Article is objectionable because it contains many undefined, complex and 

ambiguous terms. The U.S. Treasury Department has released a technical explanation of 

the Protocol which will provide some assistance in interpreting the LOB provision.329 

While Canada does not usually release technical explanations of its tax treaties, the 

Department of Finance stated that the U.S. Treasury Department's Technical Explanation 

accurately reflects the understandings reached during negotiations.330 However, a large 

number of issues were not addressed by the Technical Explanation.331 Further, since the 

LOB provision will be applied only by the U.S., these terms will be interpreted on the 

basis of their meaning for purposes of U.S. domestic tax law.3 3 2 This will be a significant 

obstacle to Canadians and their advisors as they will be unfamiliar with U.S. tax law 

' Philip D. Morrison & Mary C. Bennett, The New U.S.-Netherlands Treaty: Part I - The Limitation on Benefits 
and Related Issues, Tax Notes Int'l, Feb. 8, 1993, at 331. 

1 Michael G. Brandt and Mark H. French, Revised Competent Authority Procedure Expand Availability but More 
Guidance is Needed, 83 J. Tax 223 (Oct. 1995). 

' Ibid., and see supra note 113. 

' See Department of Finance News Release June 13, 1995, supra note 113 

See supra note 20 at 45. The LOB articles in other U.S. tax treaties, such as Article 28 in the U.S.-German Tax 
Treaty and Article 26 of the U.S.-Netherlands Tax Treaty, come with an extensive letter of understanding or MOU 
that includes definitions and provides examples of the application of the LOB article. While the technical 
explanation is designed to do this it does not provide the breadth of detail that of these MOUs. 

! See supra note 16 at 970. 
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which, in general, is more complex than Canadian tax law, both in its actual provisions and 

in the way it is interpreted and applied administratively and judicially.333 

While, the LOB Article is intended to limit treaty shopping, many taxpayers not 

involved in this activity may be adversely affected.334 The LOB Article fits within the law 

of unintended consequences as it may cause foreign controlled corporations, highly 

leveraged private corporations, trusts with non-resident beneficiaries and privately owned 

companies, especially those held by discretionary family trusts, to lose their previous 

entitlement to treaty benefits.335 One of the practical implications of a rigorous LOB 

provisions, such as that in the Protocol, is the movement away from the use of joint 

ventures by third-country financial and industrial groups because the restrictions in the 

LOB Article are restrictive when U.S. or Canadian qualifying residents are not majority 

owners of the joint ventures.336 

See supra note 20 at 45. 
1 See supra note 16 at 964. 

' Allan R. Lanthier, Canada-U.S. Protocol, 2/9 Canadian Tax Highlights 65, 66 (1994) and see supra note 16 at 
964. The law of unintended consequences, designed by sociologist Robert K. Merton in 1936, states that whenever 
society takes action to correct something, there will be unanticipated or unintended effects. For example, laws 
requiring that all new automobiles to be equipped with airbags neglect the unintended consequences that airbags 
themselves can cause injury or death, particularly to children. So far airbags have been blamed in the deaths of 22 
small children. Rob Norton, Why Airbags are Killing Kids, Fortune, Aug. 19, 1996, at 40. Unintended 
consequences arise because of ignorance and error on the part of policy makers and the imperious immediacy of 
interest, that is policy makers want the intended consequences so badly that they purposely ignore any unintended 
effects. In the case of the LOB Article, it can be argued that the LOB Article's newness and the lack of experience 
with such articles on the part of U.S. tax treaty policy makers and Canadian treaty negotiators, caused them to fail 
to recognize its negative consequences. A more convincing argument is that policy makers and negotiators knew 
the consequences but chose to ignore the evidence. Finally, I would propose that the U.S. policy makers want to 
stop treaty shopping so badly that they purposefully ignored any of the unintended consequences. Similarly, 
Canadian negotiators may have wanted the improvements the Protocol provides, particularly for death and estate 
taxes, so greatly that they also purposefully ignored the unintended consequences of the LOB Article. 

' In the case of French financial and industrial groups with joint ventures in the Netherlands and investments in the 
U.S., Boidman concluded that these groups will be forced to restructure their Dutch holdings to avoid the 
application of the 30 percent U.S. withholding tax. These groups will most likely have to use French corporate 
structures for direct investments in the U.S. Similarly, the LOB provision in the U.S.-Netherlands Tax Treaty is 
of intense interest to U.K. tax practitioners because it restricts the use of the Netherlands as a holding location for 
non-U.K. subsidiaries when a substantial part of a U.K. group's value is in the U.S. Many U.K. tax practitioners 
regard LOB provisions as a heavy handed approach to treaty shopping because they restrict the use of holding 
structures which have generally been put in place for commercial reasons and to address the problems caused by 
the U.K.'s double tax credit rules. See supra note 13 and see the U.K. Income and Corporation Taxes 1988, part 
XVTI, section 797-798, which gives credit for foreign taxes on a source-by-source basis, similar to the foreign tax 
credit regime in Canada. Thus if overseas subsidiaries are held directly in the U.K., dividends from low taxing 
countries will be subject to an additional U.K. tax but dividends from high taxing jurisdictions give rise to surplus 
tax credits. Inserting a holding company to hold the overseas investments ameliorates the potential problem of 
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For some taxpayers the active business test or the derivative benefits test may 

provide relief. However, as will be discussed below, these exceptions have several 

inadequacies. Also, it has been speculated that holding company operations might not be 

able to satisfy the active business test and will be denied treaty benefits.337 It has been 

argued that it is clear that the LOB articles in U.S. tax treaties go much farther than simply 

preventing treaty shopping, according to their wording persons that have absolutely 

nothing to do with treaty shopping can be deprived of tax treaty benefits if they do not fit 

within the article's narrow criteria.338 Canadian residents deserving treaty benefits but 

who cannot satisfy any of the tests under the LOB Article will be forced to request relief 

from the U.S. competent authority. This avenue is also not ideal as the criteria for relief 

are subjective and the burden is on Canadian residents to demonstrate at their expense that 

they are deserving of treaty benefits. Even Canadian residents who are qualifying persons, 

or meet one of the other tests, will be impacted by the LOB provision as they will required 

to conduct a regular review to ensure that they are in compliance with the LOB Article's 

requirements. For example, Canadian companies seeking treaty benefits must review 

changes in their share ownership and the level of payments to non-qualifying persons to 

ensure that they are in compliance. In referring to the LOB article in the Netherlands 

treaty, which is very similar to that in the Protocol, Goossen stated that "[tjaken as a 

whole, these provisions give the impression that the 'prevention of fiscal evasion' in the 

title of the new treaty has been unthinkingly been set second to the 'avoidance of double 

taxation.'"339 LOB articles compromise such a large portion of the U.S. tax treaties that 

they could be renamed the 'convention for the prevention of fiscal evasion and the 

avoidance of double taxation,' instead of the 'convention for the avoidance of double 

taxation and the prevention of fiscal evasion.' 

excess credits and additional domestic taxes since the dividends are mixed together and thus come from only 
source. 

See supra note 324 at 1001. 
; Ibid. 
1 See supra note 323 at 19. 
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A. Qualifying Persons: 

Paragraph 1 of Article XXIX A states that, in determining whether a resident of 

Canada is entitled to U.S. treaty benefits under the Convention, a qualifying person is 

entitled to all of the benefits of the Convention, and other persons are not entitled to any 

benefits, except where paragraphs 3, 4, or 6 provide otherwise. 

Paragraph 2 lists a number of attributes, any one of which will make a Canadian 

resident a qualifying person.340 These are mechanical tests. Paragraph 2 states that for the 

purposes of this Article, a qualifying person is a resident of Canada that is any one of the 

following: 

a) natural person; 

b) the Government of Canada or a political subdivision or local authority 
thereof, or any agency or instrumentality of any such government, 
subdivision or authority; 

c) a company or trust in whose principal class of shares or units there is 
substantial and regular trading on a recognized stock exchange;341 

d) a company more than 50 per cent of the vote and value of the shares342 of 
which is owned, directly or indirectly, by five or fewer persons each of 
which is a company or trust referred to in subparagraph c), and provided 
that each company or trust in the chain of ownership is a qualifying person 
or a resident or citizen of the United States; 

e) 

1 The provisions of paragraph 2 are self-executing, unlike the provisions of paragraph 6. The tax authorities may, 
of course, on review, determine that the taxpayer has improperly interpreted the paragraph and is not entitled to the 
benefits claimed. 

The term "recognized stock exchange" is defined in paragraph 5(a) of the Article to mean: 

1. in the United States, the NASDAQ System and any stock exchange registered as a national securities 
exchange with the Securities and Exchange Commission, and, 

2. in Canada, any Canadian stock exchanges that are "prescribed stock exchanges" under the ITA. These are, at 
the time of the signature of the Protocol, the Alberta, Montreal, Toronto, Vancouver, and Winnipeg Stock 
Exchanges. 

Additional exchanges may be added to the list of recognized exchanges by exchange of notes between the 
Contracting States or by agreement between the competent authorities. 

; The shares cannot be term preferred shares (debt substitute shares) as defined by ITA section 248(1 )(e). 
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i. a company 50 per cent or more of the vote and value of the shares 
(other than debt substitute shares) of which is not owned, directly 
or indirectly, by persons other than qualifying persons or residents 
or citizens of the United States, or 

ii. a trust 50 per cent or more of the beneficial interest in which is not 
owned, directly or indirectly, by persons other than qualifying 
persons or residents or citizens of the United States, 

where the amount of the expenses deductible from gross income 
that are paid or payable by the company or trust, as the case may 
be, for its preceding fiscal period (or, in the case of its first fiscal 
period, that period) to persons that are not qualifying persons or 
residents or citizens of the United States is less than 50 per cent of 
its gross income for that period; 

f) an estate;343 

g) a not-for-profit organization, provided that more than half of the 
beneficiaries, members or participants of the organization are qualifying 
persons or residents or citizens of the United States; or 

h) an organization described in paragraph 2 of Article XXI (Exempt 
Organizations) and established for the purpose of providing benefits 
primarily to individuals who are qualifying persons, persons who were 
qualifying persons within the five preceding years, or residents or citizens 
of the United States. 

/. Individuals and Governmental Entities: 

Under paragraph 2, the first two categories of qualifying persons are (1) individual 

residents of Canada, and (2) the Government of Canada, a political subdivision or local 

authority thereof, or an agency or instrumentality of that Government, political 

subdivision, or local authority. The U.S. Treasury Department considers it unlikely that 

persons falling into these two categories can be used as the beneficial owners of income to 

derive treaty benefits on behalf of a third country person.344 In the case of a person 

receiving income as a nominee on behalf of a third country resident, benefits will be denied 

1 Under U.S. tax law an estate does not include a testamentary trust. See supra note 16 at 976. 

' See supra note 113, Technical Explanation, Article 18. However, there is the significant possibility that a non
resident can establish an address for bank deposits or a bank account in Canada and the funds can be immediately 
transmitted to the third country resident without Canada exercising its taxing jurisdiction. Although Canada would 
be losing tax revenues, the result of reduced treaty benefits for a non-qualifying person is inconsistent with the 
U.S. policy of assuming that revenues are taxed in the country of residence. See supra note 199 at 49. 
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with respect to those items of income because of the requirement that the beneficial owner 

of the income be a resident of a Contracting State. 

ii. Publicly Traded Corporations and their Subsidiaries: 

Under subparagraph (c), a Canadian resident corporation is a qualifying person if 

there is 'substantial and regular" trading in the company's 'principal class of shares" on a 

recognized exchange.345 Recognized exchanges are exchanges under the N A S D A Q 

system, any exchange registered with the S E C 3 4 6 or any exchange that is a prescribed 

exchange under the ITA. 3 4 7 Canada and the U.S. may agree to add other exchanges in the 

future as the U.S. has done with the Netherlands under the U.S.-Netherlands Income Tax 

Treaty. However, Russell speculates that the U.S. will be unwilling to add other 

exchanges to the list in the Protocol because, unlike the Protocol, the publicly traded test 

in the U.S.-Netherlands Treaty does not apply to conduit companies unless they meet a 

base erosion test.348 

The underlying theory behind the publicly traded test is that shareholders of a 

publicly traded company will be located in one of the treaty countries and thus residence 

taxation will occur.349 The U.S. maintains that in the case of a company that is publicly 

' The term "principal class of shares" is not defined by the Protocol. However, the term is defined in the U.S.
Netherlands Tax Treaty to mean the ordinary or common shares of a company, provided that such shares represent 
the majority of the voting power and value of the company. See supra note 16 at 972. The LOB Article in the U.S. 
-Netherlands Tax Treaty is very similar to that in the Protocol, thus that Treaty can be used as a reference for 
terms that are undefined in the Protocol. See discussion following note 307. 

Further, "substantial and regular trading is also not defined in the Protocol. The U.S.-Netherlands Treaty may 
offer some guidance. It defines shares to be substantially and regularly traded on a recognized exchange if trades 
are effected on one or more recognized exchanges other than in de minimis quantities during every month and the 
aggregate number of shares traded on such exchanges during the previous year is at least 6 percent of the average 
number of shares outstanding for that particular class. See supra note 16 at 972-73. 

' This would include the New York Stock Exchange, The American Stock Exchange and the other major U.S. 
exchanges. Ibid, at 971. 

' See supra note 341. 
! See supra note 16 at 972. Any reluctance on the part of the U.S. to add further exchanges to the list of recognized 
exchanges would be unfortunate as this test, unlike the one in the Mexico Treaty, does not make any provision for 
exchanges located in NAFTA member countries. The list of recognized exchanges in the Mexico Treaty is not 
limited to exchanges in the U.S. and Mexico but it includes exchanges in NAFTA member countries. In order to 
further the policies of NAFTA and encourage consistency in U.S. treaties with NAFTA member countries, the 
publicly traded test in the Protocol should include a provision similar to that in the Mexico Treaty. 

' See supra note 201 at 35. 
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traded there is no need to analyze the ultimate beneficial owners because public scrutiny 

will prevent the company from engaging in dubious treaty shopping.350 However, these 

reasons have been criticized as not being convincing.351 First, the act of listing a company 

in a treaty country does not guarantee local ownership. A company can be listed on a 

number of exchanges, and thus its listing on a Canadian exchange does not ensure 

Canadian ownership over foreign ownership. Second, while the corporation may be 

subjected to greater scrutiny, this is not equivalent to a base erosion restriction that 

examines whether deductible payments are made to third country residents. Third, 

generally the board of directors and management have direct control of the corporation 

they may have an incentive to earn income through treaty abuse in order to report greater 

earnings to their shareholders. The publicly traded test has also been criticized because, 

while acknowledging that it provides an administrative rule of convenience, the 

administrative difficulty in determining the residence of beneficial owners of shares should 

not exempt a public corporation from meeting the base erosion test any more than a 

corporation which is not listed but which meets that test.352 Finally, the publicly traded 

test has been criticized because a publicly traded investment company could qualify even if 

wholly owned by third-country residents. This is contrary to the policy behind the LOB 

Article.353 

Certain other companies that fail the public ownership test but are owned by 

publicly traded companies can also be qualifying persons. Under subparagraph (d), a 

Canadian resident company will be a qualifying person, even if it is not publicly traded, if 

more than 50 percent of the vote and value of its shares, other than 'debt substitute 

shares,"354 are owned, directly or indirectly, by five or fewer persons that are qualifying 

350 See supra note 323 at 27. 
351 See supra note 291 at 252-53. 
352 Ibid at 253. 
353 Ibid. 
3 5 4 The term "debt substitute shares" is defined in paragraph 5 of the LOB Article to mean shares defined in ITA 

section 248(1 )(e), the definition of "term preferred shares," which relates to certain shares received in debt 
restmcturing arrangements undertaken by reason of financial difficulty or insolvency. However, paragraph 5 also 
provides that the competent authorities may agree to treat other types of shares as debt substitute shares. 
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persons under subparagraph (c). In addition, each company in the chain of ownership 

must be a qualifying person or a U.S. citizen or resident. The U.S. Treasury Department 

provides an example of a Canadian company that will qualify under subparagraph (d).355 

In the example, a company that is not publicly traded but is owned, one-third each, by 

three companies, two of which are Canadian resident corporations whose principal classes 

of shares are substantially and regularly traded on a recognized stock exchange, is a 

qualifying persons as more than 50 percent of the vote and value of its shares are owned, 

directly or indirectly, by five or fewer persons that are qualifying persons under 

subparagraph (c). 

a) Problems with the Publicly Traded Corporation Test: 

The central problem with this test is that it does not define the terms "substantial 

and regularly trading" or 'principal class of shares." While "substantial and regular 

trading"is not defined by the Protocol or the Technical Explanation, the U.S. branch 

profits tax rules and regulations can be used for guidance as to what constitutes 

'substantial and regular trading." Though the branch profits tax provisions do not use the 

exact term 'substantial and regular trading" they do use the analogous phrase 'primarily 

and regularly traded."356 Under these rules, primarily refers to the number of shares 

traded in each class of stock in the corporation's country of residence. This amount 

should exceed the number traded in any other foreign country in that taxable year.357 The 

corporation's stock is 'regularly" traded if: (1) one or more classes of its stock, equal to 

more than eighty percent of the total vote, of all stock entitled to vote, and more than 80 

percent of the total value of stock is listed on the securities exchange in the corporation's 

country of residence; (2) the stock is traded for sixty days, excluding de minimis amounts; 

and (3) at least ten percent of the average number of shares outstanding in each class are 

traded during the taxable year.358 Stock that is closely held or traded between related 

See supra note 113, Technical Explanation, Article 18. 

IRC section 884(e)(4)(B)(i). 

Treas. Reg. 1.884-5(d)(3). 

Treas. Reg. 1.884-5(d)(4)(i). 
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persons is excluded from the 'regularly" traded test. An anti-abuse rule can apply to 

exclude trades conducted to meet these requirements.360 

Likewise the term 'principal class of shares" is not defined by the Protocol, but it 

is defined by the U.S.-Netherlands Treaty and this may provide guidelines for determining 

if a Canadian corporation's class of shares is its principal class of shares.361 That Treaty 

defines 'principal class of shares" to mean the ordinary or common shares of a company, 

provided that such class of shares represents the majority of the voting power and value of 

the company. Where there is no single class of shares that represents the majority of the 

voting power and value of the company, the principal class of shares is generally the 

aggregate of those classes that together compromise more than 50 percent of the voting 

power and value of the company. 

The other primary problem with this test is that a typical share structure that is 

used in Canada to retain control of a public corporation within a family group may no 

longer qualify for treaty benefits under the Protocol. Some Canadian resident companies 

issue class A voting shares and class B non-voting shares, where the class A shares are 

privately held and only the class B shares are publicly traded.362 Applying the definition of 

'principal class of shares"from the U.S.-Netherlands Treaty, a Canadian resident 

company that uses a share structure where voting control resides in the privately held 

shares and the publicly traded shares are non-voting, or do not compromise 50 percent of 

the voting power or value of the company, will not meet the publicly traded test under the 

definition of a qualifying person.363 Such a company will have to qualify for treaty benefits 

under an alternate test or restructure. 

3 5 9 Treas. Reg. 1.884-5(d)(4)(iii). 
3 6 0 Treas. Reg. 1.884-5(d)(4)(iv). 
361 See supra note 16 at 972. 
362 Ibid. 
363 Ibid. 
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b) Problems with Subsidiary of a Publicly Traded 

Corporation Test: 

As discussed above, a company that itself fails the publicly traded test can still be a 

qualifying person if more than 50 percent of the vote and value of its shares are owned, 

directly or indirectly, by five or fewer people, each of whom is a corporation or trust that 

has met the publicly traded test. Each corporation or trust in the chain of ownership must 

be a qualifying person or a resident or citizen of the U.S. The intent of this test is to allow 

a subsidiary, that is not publicly traded and thus not a qualifying person, to become a 

qualifying person if it is owned by a publicly traded company. Thus companies that are 

beneficially owned by qualifying persons fulfill the definition of qualifying person and are 

entitled to treaty benefits as the beneficial owners are. 

While the intent of this test is to allow subsidiaries that do not fulfill the 

requirement of a qualifying person to obtain treaty benefits because they are owned by 

qualifying persons, this may not always be the result. Russell provides an example where 

a subsidiary resident in Canada will not be entitled to treaty benefits even thought the 

beneficial owner is a qualifying person.364 Consider a company resident in Canada, Canco, 

that purchases all the shares of a company resident in Hong Kong, HKco, which has a 

wholly owned subsidiary resident in Canada, Subco. Canco is a qualifying person, 

because its shares are substantially and regularly traded on a recognized exchange and thus 

all the companies that it owns more than 50 percent of the vote and value should also be 

qualifying persons. However, Subco does not meet the qualifying person test because, 

although it is indirectly owned by a qualifying person (Canco), HKco, one of the 

companies in the chain of ownership, is not a qualifying person or a resident of the U.S. 

Thus, the intent of the test, to grant treaty benefits to the subsidiaries of qualifying 

persons, is defeated because a non-qualifying person is part of the chain of ownership. In 

order for Subco to obtain treaty benefits Canco would have to liquidate HKco. 

Alternatively, Subco would have to try to qualify under another test, such as the active 

business test, or request the U.S. competent authority to grant it treaty benefits. The 

364 Ibid, at 974. 
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ultimate result could be that Subco could be denied treaty benefits even though Subco is 

beneficially owned by a qualifying person and is not engaged in treaty shopping. 

As can be imagined, this result could easily occur inadvertently in a number of 

different ways. If a qualifying person interposed a non-resident corporation, such as a 

foreign affiliate, to comply with some foreign law or to limit liability it could lose its 

subsidiary's entitlement to treaty benefits if the foreign affiliate owns more than 50 percent 

of the subsidiary's shares. Qualifying persons, and their tax practitioners, would be well 

advised to examine their corporation structure to ensure that only qualifying persons are in 

the chain of ownership of subsidiaries that they desire to be entitled to treaty benefits. 

Another aspect of this test that may prove troubling, and which does not have any 

justification, is the requirement that the subsidiary be owned by five or fewer publicly 

traded companies. It is unclear why there should be a limit of five publicly traded 

companies that can own more than 50 percent of the vote and value of the subsidiary. The 

Technical Explanation to the Protocol does not provide an explanation for this. O'Brien 

states that the arbitrariness of a limit on ownership of five or fewer public companies is 

inexplicable.365 The concern for treaty shopping is addressed by the requirement that, 

where a Canadian corporation is indirectly owned, each corporation or trust in the chain 

must be a qualifying person or resident or citizen of the U.S., not by an arbitrary limit on 

ownership. Russell has identified an anomalous dilemma as a result of this limit.366 

Suppose six Canadian resident companies incorporate another Canadian resident 

company, Subco, to carry out a joint venture. If five of the companies meet the publicly 

traded test and own 40 percent of the vote and value of Subco and the sixth company is 

privately held and owns the remaining shares then Subco would not be a qualifying person 

under the subsidiary of a publicly traded company test. Subco would have to rely on 

another test to be entitled to treaty benefits. Alternatively, the joint venturers would have 

to reorganize their shareholdings in order that the publicly traded companies own more 

See supra note 20 at 46. 

See supra note 16 at 974. 
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than 50 percent of the shares of Subco. Further, consider a joint venture that is a 

corporation incorporated in Canada, 50 percent owned by a Canadian qualifying person 

and 50 percent owned by a foreign company.367 The joint venture company would not be 

a qualifying person because it is not more than 50 percent owned by qualifying persons, 

even though it is a Canadian controlled private company under the ITA. 3 6 8 

Finally, another potential problem that Russell has identified is the treatment of 

American Depository Receipts ("ADRs'), specifically whether they qualify as shares under 

the publicly traded and subsidiary of a publicly traded corporation tests.369 An ADR is the 

traditional alternative foreign corporations utilize to issue certificates of their securities in 

the U.S. without actually undergoing the complex and expensive process of registering 

and issuing their securities. Through this method foreign securities are placed in a central 

depository and ADR certificates, representing a share of the depository's holdings, are 

traded in the American securities markets. Thus, an ADR is a certificate that represents an 

interest in the shares of a foreign corporation. The ADR, not the share, is issued to 

shareholders. Russell speculates that if ADRs are viewed as shares then many foreign 

controlled Canadian companies, specifically Canadian resident companies owned by 

foreign corporations whose ADRs are traded on a recognized exchange, will meet the 

subsidiary of a publicly traded corporation test.370 However, she states that while the U.S. 

has not addressed this matter, informal discussions with the IRS suggest that the IRS will 

not view ADRs as shares for the purpose of the Protocol.371 This is the case even though 

under the U.S.-Netherlands Treaty shares include receipts and trust certificates in respect 

of shares. 

3 6 7 This example is taken from O'Brien, see supra note 20 at 46. 
3 6 8 ITA subsections 125(7) and 248(1). 
369 , See supra note 16 at 974. 
370 Ibid. 
371 Ibid. 
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iii. Ownership and Base Erosion Tests: 

While the definition of a qualifying person is broad, it excludes corporations that 

do not have a close connection to Canada or the U.S. and which pay a majority of their 

expenses to a non-Canadian or non-U. S. residents. Subparagraph (e) of paragraph 2 

provides a two part test under which entities, other than governmental or publicly traded 

entities, may be qualifying persons based on ownership and base erosion tests.372 

Under the ownership test, benefits will be granted to a Canadian resident company 

if 50 percent or more of the vote and value of its shares (other than debt substitute 

shares), or to a Canadian resident trust if 50 percent or more of its beneficial interest, is 

not owned, directly or indirectly, by persons other than qualifying persons or U.S. 

residents or citizens.373 The objective is to identify the ultimate ownership as being in the 

hands of entities located in either Canada or the U.S. 

Unlike the definitions of qualifying person in other recent U.S. tax treaties, the 

wording of this definition is written in double negatives. This is intended to make clear 

that if a Canadian company is more than 50 percent owned by a U.S. resident corporation 

that is, itself, wholly owned by a third country resident other than a U.S. citizen or 

resident, the Canadian company would not pass the ownership test because more than 50 

percent of its shares are owned indirectly by a person (the third country resident) that is 

not a qualifying person or a citizen or resident of the United States.374 The definition of a 

qualifying person was written in double negatives because U.S. negotiators were 

concerned that ineligible persons would be able to avail themselves of treaty benefits by 

using a Canadian holding company or trust and avoid Canadian taxation by paying out 

most of their income as expenses to third party countries.375 As a result of this negative 

wording, the status of any company or trust in the chain of ownership as a qualifying 

372 See supra note 113. 
3 7 3 The required holding of 50 percent owned by an eligible person was negotiated to be lower than a similar 

provision in the U.S. Model Tax Treaty that mandated a holding requirement of 75 percent owned by an eligible 
person. See supra Gelardi note 112. 

374 See supra note 113. 
375 See Gelardi supra note 112 at 58. 
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person will depend upon whether any owner higher in the chain is not a qualifying person 

or not a resident or citizen of the U.S . 3 7 6 For instance, Geraldi provides an example where 

Saudi residents own a U.S. resident company that owns a Canadian holding company 

which in turn owns a Canadian operating company and the operating company pays 75 

percent of its gross income to a company in Kuwait. The operating company would not 

be a qualified person under the Treaty as it is indirectly owned by Saudi residents.377 

However, if the LOB Article decreed that only companies directly owned by qualified 

persons would be entitled to treaty benefits, then the Canadian operating company would 

qualify as it is directly owned by a qualified person. 

The second test of subparagraph (e) is the base erosion test.378 A Canadian 

corporation or trust that passes the ownership test must also pass this test to be a 

qualifying person. This test requires that the amount of expenses that are paid by the 

Canadian entity in question to persons that are not qualifying persons or U.S. citizens or 

residents, and that are deductible from gross income, be less than 50 percent of the gross 

income of the company or trust. This test is applied for the fiscal period immediately 

preceding the period for which the qualifying person test is being applied. Thus, if the 

person fails the base erosion test they will not be able to qualify until their thirdfiscal 

period. For example, if an entity applies for treaty benefits in 1996 but they did not meet 

the base erosion test in their preceding year, 1995, they will not be able to qualify for 

treaty benefits until 1997, assuming they met the test in 1996. However, if it is the entity's 

first fiscal period, the test is applied for the current period. 

The ownership and base erosion tests recognize that the benefits of the treaty can 

be enjoyed indirectly not only by equity holders of an entity, but also by that entity's 

obligees, such as lenders, licensors, service providers, insurers and reinsurers, and 

others.379 The United States Treasury Department provides an illustrative example of this 

376 See supra note 16 at 975. 
377 See Gelardi supra note 112 at 59 (emphasis added). 
378 See supra note 113. 
3 7 9 Ibid. 
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situation. They state that a third country resident could license technology to a Canadian 

owned and resident corporation to be sub-licensed to a U.S. resident. The U.S. source 

royalty income of the Canadian corporation would be exempt from U.S. withholding tax 

under Article XII (Royalties) of the Treaty. While the Canadian corporation would be 

subject to Canadian corporate income tax, its taxable income could be reduced to near 

zero as a result of deductible royalties paid to the third country resident. If, under a tax 

treaty between Canada and the third country, those royalties were either exempt from 

Canadian tax or subject to tax at a low rate, the U.S. treaty benefit with respect to the 

U.S. source royalty income would have flowed to the third country resident at little or no 

tax cost, with no reciprocal benefit to the United States from the third country.380 The 

ownership and base erosion tests therefore require both that qualifying persons or U.S. 

residents or citizens substantially own the entity and that the entity's deductible payments 

be made in substantial part to such persons.381 

a) Problems with the Ownership and Base Erosion Tests: 

As discussed above, under the ownership and base erosion tests a private company 

or trust will be a qualifying person if more than 50 percent of the vote and value of their 

shares^eneflcial interests are not owned, directly or indirectly, by persons other than 

qualifying persons or residents or citizens of the U.S. and less than 50 percent of their 

deductible expenses are paid or payable to person who are not qualifying persons or 

residents or citizens of the U.S. The requirement to satisfy both the ownership and base 

erosion tests in order for a private corporation or trust to be a qualifying person may result 

in some unexpected problems. 

First, a trust that was a qualifying person prior to the Protocol, as well 

corporations whose shares are held by a trust, will lose their entitlement to treaty benefits 

if 50 percent of the beneficial interests in the trust are owned by beneficiaries who are not 

residents of Canada. Additionally, and more troubling, if a beneficiary, owning more than 

'ibid. 
1 ibid. 
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50 percent of the beneficial interest of a trust, who was previously a resident of Canada or 

the U.S., becomes a resident of a third country the trust will lose its entitlement to treaty 

benefits.382 Thus, tax practitioners must keep in mind that whenever a beneficiary of a 

trust decides to change her residence the issue of whether any valuable treaty benefits will 

be foregone will have to be considered. Further, actions can be taken to prevent the loss 

of treaty of benefits, such as varying the terms of the trust or transferring interests in the 

trust to maintain the trust's status as a qualifying person.383 

Second, there are several potential problems with the base erosion test. The base 

erosion test is basically a comparison of deductible expenses to gross income. If 

deductible expenses paid to persons who are not qualifying persons nor residents or 

citizens of the U.S. exceed 50 percent of gross income then the base erosion test will not 

be met. The concept behind this test is that although shares of a corporation are 

controlled by qualifying persons or U.S. residents or citizens, if the earnings of the 

corporation flow as deductible expenses to non-qualifying persons or persons who are not 

residents or citizens of the U.S. then there is a danger of treaty shopping.384 One of the 

potential problems, that was highlighted above with this test is that it is based on the 

amount of deductible expenses paid in the preceding year. A company that fails to satisfy 

this test in one year but satisfies it in the second year is required to wait until the third year 

before it can be considered a qualifying person.385 Additional problems can arise because 

neither the Protocol nor its Technical Explanation define 'gross income" or 'deductible 

expenses." Under this test, the expenses relevant are those deductible from gross income. 

It, therefore, becomes important to identify what types of expenses fall within the 

definition of deductible expenses. As discussed above in the section on interpreting the 

Protocol, these terms will be conferred meaning from U.S. domestic tax law, or 

appropriate guidance as to their meaning can be found in the other U.S. tax treaties. 

: See supra note 16 at 975. 
383 Ibid. 
3 8 4 See supra note 20 at 46. 
385 See discussion following note 378 and supra note 16 at 975. 
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'Gross income"for U.S. tax purposes in the 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.386 The branch profit 

regulations define 'deductible payments" as including interest, rent, royalties, and 

reinsurance premiums.387 O'Brien reports that the Tax Policy Branch of the U.S. Treasury 

Department has not developed any detailed interpretation of these terms in the context of 

this or any other U.S. tax treaty.388 However, officials from the U.S. Treasury 

Department gave their opinion at the 1994 Canadian Tax Foundation Conference that 

payments for the purchase or raw materials for use by Canadian corporations, and possibly 

rental payments for factory premises, would be included in the cost of sales, they would 

not be expenses deductible from gross income.389 

Further, the Protocol to the U.S.-Mexico Tax Treaty defines 'gross income"as 

gross receipts or gross receipts less the direct costs of labor and materials in the case of a 

manufacturing or producing activity. Gelb states that this definition indicates that earnings 

paid to foreign employees of a manufacturing or production company, would not, as the 

direct costs of labor, be subject to the base erosion limitations.390 Thus, an opportunity 

exits for third-country residents obtaining treaty benefits. Applying this definition a 

Canadian company that is more than fifty percent owned by Canadians can be stripped of 

all its earnings by residents of other countries. For example, a Canadian company that is 

fifty-one percent owned by Canadian residents and fortyniine percent owned by third 

See supra note 20 at 46. 

Treas. Reg. section 1.884-5(c). 

See supra note 20 at 46. 
1 Statement by Carol A. Dunahoo, Associate International Tax Counsel, U.S. Treasury Department, made at the 
1994 Canadian Tax Foundation Conference, cited by O'Brien note 20 at 46. Ms Dunahoo stated that payments 
such as those for the purchase of raw materials for use by a Canadian corporation ("Canco") to manufacture its 
product would be included in cost of sales, and therefore would not be expenses deductible from gross income. 
Rental payments for factory premises might also be excluded. However, if the payments to a non-treaty Hong 
Kong corporation (HKco) were payments of interest or royalties, they might, depending on the circumstances, be 
considered to be deductible from Canco's gross income. The commentators who reported this portion of the 1994 
tax conference stated that they hoped that further clarification of the meaning of gross income would be 
forthcoming in the technical explanation to the Protocol. However, this has not occurred. See supra note 271 at 
24:13-24:14. 

1 See supra note 291 at 238. 
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country residents, who are also the company's employees and thus derive most of the 

earnings of the company as wages, can stripped of its earnings in this fashion.391 

The base erosion test specifies that payments to any person that is not a qualifying 

person or not a resident or citizen of the U.S. will be taken into account in calculating the 

threshold of allowable deductible expenses. Consequently, depending on how '(deductible 

expenses"and 'gross income"are defined, payments to arm's-length third parties may 

prevent a company from satisfying the base erosion test.392 For example, a Canadian 

computer software manufacturer that exports to the U.S. may not be entitled to treaty 

benefits if a majority of its expenses happen to be computer hardware purchases from 

Taiwan or software royalty fees. Another example where treaty benefits may be denied is 

where a Canadian private company that owes a significant amount of debt to the Canadian 

subsidiary of a foreign bank, which is not a qualifying person or not a resident or citizen of 

the U.S . 3 9 3 The Canadian private company will fail the base erosion test because it failed 

to select a Canadian bank as its lender. Even if the company attempted to avoid this 

situation, it could unexpectedly arise if its originally Canadian lender was purchased by a 

foreign bank after the loan was made. Thus, a company that transacts a significant amount 

of business in the U.S. will be adversely affected unless it can qualify for treaty benefits 

under another provision of the LOB. 

In the U.S., a situation of international base erosion would be unusual. However, 

in countries with much smaller economies, such as Canada and smaller European 

countries, base erosion is more likely to occur since the corporations in these countries 

pay a large portion of their deductible expense to non-residents. Countries with smaller 

economies usually depend heavily on foreign businesses without intending to treaty 

shop.394 Consequently, the base erosion provision may unexpectedly affect corporations 

with an active business not engaged in treaty shopping. Canadian corporations that want 

391 ibid. 
392 See supra note 16 at 975. 

394 See supra note 323 at 42. 

mIbid. 
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to ensure they are entitled to treaty benefits may find themselves limited in their 

purchasing, reselling and financing activities to qualified persons in Canada and the U.S. 

However, this may be impossible as it will be difficult for a Canadian taxpayer to know 

with any certainty whether the Canadian resident they are dealing with is in fact a qualified 

person or the subsidiary of a third-country corporation. This extraordinary result is even 

more unpalatable when one realizes that there are no provisions in the LOB Article, or the 

Protocol, that recognize the economic relationship that N A F T A has created between 

Canada, the U.S. and Mexico. While the LOB provision in the U.S.-Mexico Tax Treaty 

makes provision in its base erosion test for payments to Canadian entities, incredibly the 

LOB Article in the Protocol does not. What is even more unbelievable is that the Mexico 

Treaty was ratified three years before the Protocol. Thus Canadian negotiators were well 

aware of its provisions but apparently made no effort to ensure that a similarly relaxed 

base erosion test was included in the Protocol. 

O'Brien provides a comprehensive and illustrative example of the problems the 

base erosion test can create.395 In figure 5 Canco is a Canadian resident private company 

whose shares are held 51 percent by a qualifying person and 49 percent by a U.K. holding 

company ('UK holdco'). Canco distributes database management software in North 

America under an exclusive distribution agreement and trademark license from the U K 

holdco. In return Canco will pay U K Holdco 5 percent of its gross profit on each system 

sold as commission, a $100,000 trademark royalty fee and it will repay a loan of $1 million 

at 10 percent that it borrowed from U K Holdco to cover the startup costs of its 

distribution network. Canco distributes the software in Canada and in the U.S. through a 

branch office in Seattle. It generates over half of its income from its U.S. branch 

operation. In 1995, Canco had gross income of $1 million, it paid U K holdco $50, 000 in 

commissions, $100,000 in royalties and $100,000 in interest. Canco's total deductible 

expenses paid to U K Holdco was 25 percent of its gross income, thus Canco would be a 

qualifying person under the base erosion test. However, in 1996, the year the LOB 

provision in the Protocol came into effect, Canco's gross income dropped to $400,000 as 

3 9 5 The following example and diagram are adopted from O'Brien See supra note 20 at 46-48. 
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the software is found to be incompatible with Windows 95 and a competitor with a 

superior and compatible product enters the market. Canco pays total commissions, 

royalties and interest of $220,000 to U K holdco. This exceeds 50 percent of its gross 

income and Canco is no longer a qualifying person under the base erosion test. Canco will 

have to rely on the active business test in order to be entitled to treaty benefits for the 

branch profits that it receives from its U.S. branch office. 

Canadian Qualifying 
person 

51% 49% 

Canco Canco -Trademark royalty, interest and commission-

Branch profits 

Figure 5: Base Erosion Test: Example of 
Deductible Expenses Limitation 

Another situation that could unexpectedly result in failing the base erosion test 

would be a change in the value of the Canadian Dollar in relation to foreign currency rates. 

In the above example, if the interest payments to U K holdco were denominated in a 

foreign currency and the Canadian Dollar dropped in value against that currency, the 

interest cost as a percentage of gross income would increase. Assume that in 1995, 
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Canco's gross income was $500,000 and it paid U K holdco $100,000 in royalties, 

$25,000 in commissions and interest of 40,000 U.K. Pounds, on a loan for 400,000 

Pounds. The loan of 400,000 Pounds and interest payments at 10 percent were 

denominated in U.K. Pounds. Assuming an exchange rate 3.0 Dollars per Pound, the total 

expenses paid to U.K. Holdco was $245,000. The following year the Canadian Dollar 

falls in value to the U.K. Pound, the exchange rate is now $3.15 per Pound. Canco would 

no longer qualify under the base erosion test even if its gross income was identical to the 

previous year as the total expenses paid to U K holdco increase to $251,000, which is 50.2 

percent of its gross income. O'Brien concludes that fluctuations in foreign currency will 

be a large concern for Canadian companies that are highly leveraged or have narrow gross 

profit margins.396 

In addition, the base erosion test will prove problematic because, while a company 

may be able to monitor the ownership of the vote and value of its shares to satisfy the 

ownership test, monitoring whether it is making payments to a qualifying person or a 

resident or citizen of the U.S. will prove difficult if not impossible. A company that 

desires to maintain its status as a qualifying person under this test will have to know the 

status of those it is making payments to. Russell speculates that companies that do not 

know the status of those it is making payments to may seek assurances from them that 

they are qualifying persons or residents or citizens of the U.S . 3 9 7 Additionally, she states 

that the base erosion test creates the situation whereby the status of being a qualifying 

person or resident or citizen of the U.S. may become an important factor in selecting a 

person as a supplier or creditor.398 

Further, as mentioned above, the base erosion test restricts the lenders that 

Canadian residents can borrow funds from to financial institutions which are qualifying 

persons or residents or citizens of the U.S. In determining from whom to seek financing, 

Canadian residents should note that resident Canadian subsidiaries of foreign financial 

396 See supra note 20 at 47. 
397 See supra note 16 at 976. 
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institutions that are neither qualifying persons nor residents or citizens of the U.S. are not 

qualifying persons under the Protocol regardless of their Canadian residence. Therefore, if 

a Canadian resident borrows from a foreign financial institute or its non-qualifying 

subsidiary the interest expenses would be counted in the calculation of deductible expenses 

paid to third country residents out of gross income.399 Similarly, and even more troubling, 

is that office rent paid to a Canadian subsidiary of a foreign corporation will also be 

included on the expense side of the base erosion test.400 Thus, the base erosion test 

imposes limitations, either intentionally or inadvertently, on the ability of Canadian private 

companies, who desire treaty benefits, to obtain access to foreign capital and goods. Only 

time will tell whether an obligee's status as a qualifying person, citizen or resident of the 

U.S. will demand a premium in the future from Canadian entities seeking treaty benefits. 

The effect of a Canadian resident failing the ownership and base erosion tests is 

that they will not be a qualifying person and thus not entitled to treaty benefits, unless they 

can satisfy one of the limited exceptions. Additionally, any Canadian resident subsidiaries 

of the non-qualifying Canadian resident will also cease to be qualifying persons.401 

Furthermore, Canadian resident companies that pay a significant portion of their 

deductible expenses to non-qualifying resident companies, such as Canco in the previous 

example, or their subsidiaries will also lose their status as qualifying persons if they pay 

large portions of their deductible expenses to third country residents.402 Hence, the 

ultimate effect of the ownership and base erosion tests is that Canadian resident private 

companies with U.S. source income that want to ensure that they will be qualifying 

persons under the LOB Article should set up strict compliance programs to monitor who 

owns their shares and, an even more complex program, to monitor to whom they are 

paying deductible expenses and whether that person's status has or will change in the 

' See supra note 20 at 47. 
400 Ibid. 

' Ibid. 
1 Ibid. 
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future. However, as discussed above, it may be difficult to know, particularly in the 

case of arm's-length relationships between private companies, whether one is dealing with 

qualifying persons, a Canadian resident corporation that is a subsidiary, especially one in a 

complex multinational corporate chain which includes other Canadian corporations, or if 

the qualifying person's status has changed as a result of: a merger, a sale of shares, or 

because its level of expense payments to third country residents violates the base erosion 

test.404 

iv. Other Qualifying Persons: 

In addition to the qualifying persons enumerated above, subparagraphs (f), (g) and 

(h), of paragraph 2, specify that estates, not-for-profit organizations and exempt 

organizations, respectively, will be qualifying persons. Subparagraph (f) establishes that a 

Canadian resident estate is a qualifying person and is entitled to treaty benefits on its U.S. 

source income without limitation. There is no restriction, either in the Protocol or its 

Technical Explanation, on the ability of a Canadian resident estate to be a qualifying 

person. Canadian estates, as Canadian individuals, are unequivocally entitled to treaty 

benefits.405 

Under subparagraph (g) a not-for-profit organization that is a resident of Canada 

is a qualifying person, and thus entitled to U.S. benefits, if more than half of the 

beneficiaries, members, or participants are qualifying persons or citizens or residents of the 

United States. A 'hot^br-profit organization" is defined in paragraph 5(b) of the LOB 

Article as an entity created or established in that State that is generally exempt from 

income taxation in that State by reason of its not-for-profit status. This includes charities, 

private foundations, trade unions, trade associations, and similar organizations.406 

' Canadian entities have a strong incentive for setting up such compliance programs because, as mentioned above, 
failing the base erosion test carries a stiff penalty as treaty benefits will be denied not only for that particular year 
but also for the following year. Treaty benefits will not be granted again until the year after the Canadian resident 
becomes a qualifying person. 

' See supra note 20 at 48. 

' See supra note 113, Technical Explanation Article 18. 
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Subparagraph (h) of paragraph 2 states that organizations described in paragraph 2 

of Article XXI (Exempt Organizations) are qualifying persons. To be a qualifying person, 

these organizations must be established 'primarily" for the purpose of providing pension, 

retirement, or employee benefits to individual residents of Canada who are, or were, 

within any of the five preceding years, qualifying persons, or to citizens or residents of the 

United States. An organization will be considered to be established 'primarily"for this 

purpose if more than 50 percent of its beneficiaries, members, or participants are such 

persons. Therefore, for example, a Canadian pension fund established to provide benefits 

to persons employed by a company would be a qualifying person only if most of the 

beneficiaries of the fund are, or were within the five preceding years, individual residents 

of Canada or residents or citizens of the United States. Thus, a Canadian Registered 

Retirement Savings Plan ('RRSP') of a former resident of Canada who is working 

temporarily outside of Canada would continue to be a qualifying person during the period 

of the individual's absence from Canada for up to five years.407 

v. Tax Planning Considerations under the Qualifying Persons Tests: 

From the perspective of international tax practitioners, the initial challenge of the 

LOB Article will be to identify the criteria that will or will not fulfill the conditions of the 

Article and thus avoid the denial of treaty benefits for their clients.408 Determining 

whether a client is entitled to treaty benefits under the tests of Paragraph 2 of the LOB 

Article, specifically sub-paragraphs (a), (b), (c), (d), (f), (g) and (h), has been rendered 

somewhat easier by virtue of the objective nature of these tests. Further, the Protocol and 

its Technical Explanation contain some definitions and explanations that provide limited 

assistance with the application of these tests.409 

With respect to subparagraphs (a) and (b), under which individuals and 

government entities are qualified persons, tax practitioners will want to confirm that 

clients are not subject to an agency type of relationship where a third country resident 

407 Ibid. 
408 See supra note 324 at 1002. 
409 Ibid. 
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ultimately emerges as the beneficial owner.410 Further, concerns may arise with respect to 

the terms 'political subdivision" and 'local authority" in sub-paragraph (b), as they are not 

defined in the Protocol or its Technical Explanation. Tax practitioners in doubt as to the 

status of the entity in question should turn to the definition assigned to the term under the 

U.S. domestic tax law. 

Any concerns as to the status of a 'hoHfbr-profit organization" under 

subparagraph (g) or a 'recognized exchange" under sub-paragraph (c) are answered by 

the definitions in Paragraph 5 of the Article. Similarly, any concerns about 'exempt 

organizations" in subparagraph (h) should be answered by referring to the definition in 

Article XXI. However, as discussed above the terms 'substantial and regular trading" and 

'principal class of shares", in reference to subparagraph (c) and (d), will be troublesome 

for tax practitioners as they are not defined in the Protocol or its Technical Explanation. 

As already discussed, practitioners will have to refer to U.S. domestic tax law, or the 

usage of these terms in other U.S. tax treaties, when determining whether their clients fit 

within these tests. 

Subparagraph (e) defines the criteria for a company or trust, which does not satisfy 

one of the other definitions of a qualifying person, in terms of a percentage of ownership 

by qualifying persons and the satisfaction of a base erosion test. While this test is defined 

in terms of clear cut percentages, certain aspects will create problems for tax practitioners 

seeking relief for their clients. The double negative aspect of the ownership test, which 

defines ownership in terms of'hot owned directly or indirectly" may prove troublesome 

for tax practitioners as they will have to inquire into their client's entire chain of ownership 

to determine whether this test is satisfied. Additionally, tax practitioners should advise 

their clients against, and help them establish preventative compliance programs to prevent, 

inserting a non-qualifying person in their chain of ownership. Similarly, the base erosion 

test requires an initial review by practitioners to determine the level of deductible expense 

payments to third country residents and the establishment of a compliance program to 
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monitor these payments. And of course, the lack of a definition for 'expenses deductible 

from gross income" will also prove bothersome. 

After dealing with the primary challenge of determining whether their clients are 

qualifying persons, the next task tax practitioners face is determining whether the LOB 

Article offers any tax planning opportunities for their clients. Initially practitioners must 

deal with the unsupported assertion in the Protocol's Technical Explanation that a 

prohibition against cherry-picking is one of the basic principles of tax treaty interpretation 

recognized by both contracting states.411 However, in The Queen v. Crown Forest, the 

Canadian Supreme Court stated that there is nothing improper with seeking to minimize 

tax liability by picking and choosing the international tax regimes most immediately 

beneficial to the taxpayer.412 U.S. courts have consistently elucidated similar 

pronouncements.413 Consequently, tax practitioners should make every effort to utilize 

legal tax planning opportunities available under the Protocol when assisting their clients 

with minimizing their cross-border taxes. 

The qualifying person tests do not provide opportunities for serious tax planning, 

but there are significant differences between the provisions in the Protocol and the 

corresponding provisions in other U.S. treaties, and domestic U.S. tax law, which may 

open the door for some planning opportunities and/or allow taxpayers to escape the 

application of the LOB Article. Such differences include the lack of a base-erosion rule in 

411 See supra note 33 at 871 citing the Technical Explanation to the Third Protocol supra note 113. This assertion is 
stated in the Technical Explanation but is not found in the text of the Protocol. An example of what the Technical 
Explanation considers inappropriate cherry picking would be applying the source rule in the Convention, which 
declares that copyright royalties paid by a resident of the U.S. to a resident of Canada are sourced in Canada and 
thus are exempt from withholding tax in the U.S., while simultaneously the taxpayer argues that the royalties are 
sourced in the U.S. for purposes of calculating the foreign tax credit limit under ITA section 126. See Articles 
XXII(3) and XXIV(3)(b) of the Convention. This example is taken from Arnold's article see supra note 33 at 885. 

412 See supra note 21 at 5397. 
m]nBlock, IIv. U.S., 74-1 T.C. 84,356, 84, 360 (1974) the U.S. Tax Court stated that taxpayers have the right to 

take any lawful step to reduce their taxes, and there is nothing illegal or improper about this action. Similarly, the 
U.S. Federal Court of Appeals stated that "[fjhis and other Courts have repeatedly given recognition to the 
principle that a taxpayer has the right to reduce its taxes by any legal means and is not required to operate a 
business in the form most advantageous to the government tax-wise." L. W. Tilden, Inc. v. Commissioner of 
Internal Revenue, 192 F.2d 704, 708 (1951). Finally in, the famous and often cited case, Gregory v. Helvering, the 
U.S. Supreme Court stated that "[fjhe legal right of a taxpayer to decrease the amount of what otherwise would be 
his taxes, or altogether avoid them, cannot be doubted." 293 U.S. 465, 469 (1935). 
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paragraph 2(d) of the LOB Article, the test for subsidiaries of publicly-traded 

corporations.414 This test, similar to the test in the U.S.-Netherlands treaty and the U.S. 

branch tax rules, provides benefits to the subsidiary of a publicly- traded company. 

However, the Netherlands treaty requires that the company seeking treaty benefits must 

also meet one of two additional tests that measure base erosion. That is, the company 

either must not be a conduit company or, if it is a conduit company, the company must 

meet a conduit company base erosion test.415 There are no additional base erosion tests 

that apply to Canadian corporations seeking treaty benefits on the basis of ownership by 

publicly traded corporations. Under, the comparable provision in the branch profits tax 

rules only a w/?o//y-owned subsidiary of a publicly-traded corporation can be a "qualified 

resident." Consequently, the subsidiary of a publicly traded corporation test in the 

Protocol is less stringent than U.S. tax policy in this area under both its internal law and 

416 

existing treaty practices. 

Second, the testing of aggregate vote and value in the ownership and base-erosion 

test of paragraph 2(e) without any anti-abuse provisions, such as a rule to prohibit the 

issuance of shares that achieve disproportionate allocation of rights, provides some 

planning opportunities.417 This ownership requirement is not as strict as that contained in 

the ownership and base erosion test in the last U.S. model income tax treaty, which 

required 75 percent ownership by residents of the person's country of residence.418 

Further, the ownership requirement in the Protocol differs from the ownership 

414 See supra note 91. 
4 1 5 Under the Netherlands treaty, a conduit company is one that pays out at least 90 percent of its aggregate receipts 

as deductible payments, including royalties and interest, but excluding payments made at arm's length for tangible 
property in the ordinary course of business or services performed in the payor's residence country. A conduit 
company meets the conduit base erosion test if less than 50 percent of its gross income is paid to non-qualifying 
persons, or less than 30 percent is paid to non-qualifying persons who are also not residents of an EC member 
state. Ibid, at footnote 29. 

416 Ibid. 
4"lbid. 
4 1 8 The U.S. Treasury Department has publicly acknowledged that the 1981 U.S. Model Convention is no longer its 

starting point in treaty negotiations. Treasury officials like to point to the U.S. new treaties with Germany and the 
Netherlands as examples reflecting current U.S. treaty objectives. David L. Raish and Susan Stone, The Treaty 
Making Process, 46 Tax Lawyer 477, 479 footnote 8 (1993). 
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requirements in other recent treaties where they concern the application of the vote and 

value tests to multiple classes of shares. In order for an entity to meet the corresponding 

provisions in some treaties, such as the U.S.-Germany treaty, appropriate persons must 

own 50 percent of each class of the entity's shares. Under other treaties, such as the 

U.S.-Netherlands treaty, the corresponding provision is applied by reference to the 

aggregate votes and values represented by all classes of shares (as in the Protocol), but 

anti-abuse provisions are inserted to prevent avoidance of these requirements by issuing 

classes of shares bearing rights that achieve disproportionate allocations among taxpayers. 

The Protocol omits any similar anti-abuse provisions. This is important as Canada allows 

for different classes of shares with independent value and voting rights. Further, Canada, 

unlike the U.S., allows for multiple voting shares, whereby shares in the same class can 

have different voting rights and power. Thus, in a case arising under the Protocol abuses 

under this provision must be addressed by the IRS under paragraph 7 of the LOB article 

through the use of domestic anti-abuse rules. 

Third, the lack of restrictions, such as an ownership or base erosion test, on natural 

persons, listed companies and their unlisted subsidiaries, estates, not^br-profit 

organizations and exempt organizations creates the possibility that these qualified persons 

can be used for treaty shopping purposes. For example, one of these Canadian qualified 

persons can obtain funds through debt financing from investors in third countries that do 

not have treaties with the United States. The Canadian qualified person then invests in, or 

makes loans to, U.S. corporations and receives dividend or interest income that is entitled 

to reduced withholding rates under the treaty. The qualified person then pays interest on 

the debt obligations to the third country residents. Of course this is only practical if the 

U.S. withholding tax is higher than the sum of all Canadian income and withholding taxes. 

Thus in order to benefit, the third country residents will have to be entitled to reduced 

withholding rates on the income they receive from the Canadian qualified person as a 

result of a treaty their country of residence has with Canada. There is no direct 

prohibition against this activity in the Protocol. However, the qualified person should be 

concerned about appearing to be a conduit for third country residents earning U.S. source 
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income. Further, the IRS has recently enacted new conduit financing regulations that 

specifically prevent the use of conduit financing arrangements created for treaty shopping 

purposes. These regulations are designed to supplement the LOB provisions in U.S. tax 

treaties.420 

B. Exceptions to the Qualifying Person Requirement: 

Although non-qualifying persons are generally not entitled to benefits under the 

Convention, the Protocol has three limited exceptions for non-qualifying persons. These 

exceptions are limited as entitlement to treaty benefits is calculated on an item of income 

by item of income basis, not on the basis of who the shareholders or ultimate beneficiaries 

are.421 The particular income is entitled to treaty benefits not the beneficial owner of the 

income. 

7. The Active Trade or Business Test: 

The first exception, in paragraph 3, which provides an alternative to fulfilling one 

of the qualifying person requirements under paragraph 2 is the active trade or business 

test.422 This test has an eligibility test for residents of Canada who are not qualifying 

persons under paragraph 2. Unlike the tests of paragraph 2, the active trade or business 

test does not look solely at the characteristics of the person deriving the income, but also 

at the nature of the activity engaged in by that person and the connection between the 

income and that activity. Under the active trade or business test, a resident of Canada, 

who is not a qualifying person under paragraph 2, deriving income from the United States 

is entitled to benefits with respect to that income if that person, or a person related to that 

4 1 9 Nevertheless, to date the conduit principle has only been applied where the treaty country resident is a corporate 
entity and it is related to a third country resident. Even if the conduit principle can be extended to cover qualified 
persons engaged in this activity, the situation described above involves unrelated parties. See supra note 633 at 
234. 

420 See discussion following note 513. 
421 See supra note 551 at 29. 
4 2 2 If a person qualifies for treaty benefits under one of the tests of paragraph 2 an inquiry will not be made into the 

qualification for benefits under paragraph 3. Upon satisfaction of any of the tests of paragraph 2, any income 
derived by the beneficial owner from the U.S. is entitled to treaty benefits. Under paragraph 3, however, the test is 
applied separately to each item of income. Thus, it is preferable to qualify under paragraph 2 since all of a 
taxpayer's income will be entitled to treaty benefits. The German-U.S. Tax Treaty was the first U.S. tax treaty to 
include an active business test. Ibid, at 30. 
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person, is engaged in an active trade or business in Canada and the income in question is 

derived in connection with, or is incidental to, that trade or business.423 However, income 

that is derived in connection with, or is incidental to, the business of making or managing 

investments will not qualify for benefits under this provision, unless those investment 

activities are carried on with customers in the ordinary course of the business of a bank, 

insurance company, registered securities dealer, or deposit-taking financial institution. 

Under paragraph 3, income must pass an additional test to qualify for U.S. treaty 

benefits. The trade or business in Canada must be substantial in relation to the activity in 

the United States that gave rise to the income in respect of which treaty benefits are being 

claimed. To be considered substantial, it is not necessary that the Canadian trade or 

business be as large as the U.S. income-generating activity. The Canadian trade or 

business cannot, however, represent only a very small percentage of the size of the U.S. 

activity.424 The substantiality requirement is intended to prevent treaty-shopping. For 

example, a third country resident may want to acquire a U.S. company that manufactures 

computers for worldwide markets. However, since its country of residence has no tax 

treaty with the United States, any dividends generated by the investment would be subject 

to a U.S. withholding tax of 30 percent. Absent a substantiality test, the investor could 

establish a Canadian corporation that would operate a small outlet in Canada to sell a few 

of the computers manufactured by the U.S. company and earn a very small amount of 

income. That Canadian corporation could then acquire the U.S. manufacturer with capital 

provided by the third-country resident and produce a very large number of computers for 

sale in several countries, generating a much larger amount of income. The third-country 

resident might attempt to argue that the U.S. source income is generated from business 

activities in the United States related to the computer sales activity of the Canadian parent, 

and thus the dividend income should be subject to a withholding tax of 5 percent as 

1 This includes any income derived directly or indirectly by the resident person through one or more other persons 
that are residents of the U.S. 

1 The U.S. Netherlands Treaty provides more certainty under its delineated substantiality test. Under that Treaty a 
trade or business will be considered substantial by reference to the proportionate share of the trade or business in 
the other state determined by specified ratios of the value of assets used, gross income and payroll expenses in the 
two countries. U.S.-Netherlands Treaty Article 26(2)(c). 
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provided by Article X of the Convention. However, the substantiality requirement would 

not be met in this example, therefore the dividends would remain subject to withholding in 

the United States at a rate of 30 percent. 

Income can be derived by a resident of Canada claiming treaty benefits directly or 

indirectly through one or more other persons that are residents of the United States. 

Thus, for example, a Canadian resident could claim benefits with respect to an item of 

income earned by a U.S. operating subsidiary but derived by the Canadian resident 

indirectly through a wholly-owned U.S. holding company interposed between the 

Canadian resident and the operating subsidiary. This language would also permit a 

Canadian resident to derive income from the United States through one or more U.S. 

residents that it does not wholly own. For example, a Canadian partnership in which three 

unrelated Canadian companies each hold a one-third interest could form a wholly-owned 

U.S. holding company with a U.S. operating subsidiary. The 'directly or indirectly" 

language would allow otherwise unavailable treaty benefits to be claimed with respect to 

income derived by the three Canadian partners through the U.S. holding company, even if 

the partners were not considered to be related to the U.S. holding company under the 

principles of IRC section 482 4 2 5 

a) Problems with the Active Business Test: 

As mentioned above, a person who is a resident of Canada but is not a qualifying 

person may still be entitled to treaty benefits if they satisfy the active business test. Under 

this test a person or a related person that is engaged in the active conduct of a trade or 

business in Canada will be entitled to treaty benefits with respect to income derived from 

the U.S. in connection with or incidental to that trade or business. Of course one problem 

with the active business test is that satisfaction of this test only entitles taxpayers to limited 

treaty benefits, because they are only entitled to treaty benefits for the particular item of 

income that qualifies. A Canadian resident can earn several types of income in the U.S. 

See supra note 113; Third Protocol, Article 18(3). 
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and the active business test must be satisfied for each type in order to obtain treaty 
426 benefits for every type of income. 

The active business test is intended to cover situations that do not automatically 

qualify for treaty benefits under the objective tests in Paragraphs 2. However, former 

Treasury International Tax Counsel Leonard B. Terr, head of the U.S. delegation for four 

rounds of treaty negotiations on the U.S.-German Tax Treaty, concluded that the active 

business test will only resolve 90 percent of the situations that do not fit under the 

objective qualifying person tests in the Protocol.427 The other situations will have to fall 

within the derivative benefits test or seek a ruling from the U.S. competent authority.428 

Other commentators have stated that the test is so complex and vague that in situations 

where it should be expected that that test could be relied upon, the entity in question will 

almost always try to obtain comfort in the form of a private letter ruling or U.S. 

competent authority procedure, no matter how impractical, time consuming or expensive 

1 • i 429 
this may be. 

The active business test is not an easy provision to interpret or apply. O'Brien 

states that the drafting is ambiguous and contains awkward grammar and the use of non-

parallel language.430 In referring to the active business test in the German-U.S. treaty, 

Goossen reports that in practice it was unworkable because, even though the M O U to that 

Treaty provided guidance as to the use of the test, too many terms were still vague and 

interpretation of numerous terms remains uncertain.431 For example, it is not obvious 

upon initial reading that a Canadian resident who is applying under this provision for 

treaty benefits does not have to be carrying on an active trade or business in Canada as 

long as a person related to them is carrying on an active trade or business in Canada. 

4 2 6 However, this is not really a deficiency with the active business test as it was intentionally designed to operate in 
this fashion. 

427 See supra note 1 at 594. 
mIbid. 
429 See supra note 551 at 32. 
430 See supra note 20 at 48. 
431 See supra note 323 at 30 & 32. 
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There is no requirement that the related person be a qualified person or even a Canadian 

resident.432 While the Technical Explanation is supposed to provide assistance in 

determining the intent of the active business test, and will be used by U.S. tax authorities 

and U.S. courts to interpret it, O'Brien states that it will not resolve all its ambiguities.433 

Additionally, the wording of the Technical Explanation diverges from the actual wording 

in the Protocol. This will create further problems when seeking guidance from the 

Technical Explanation.434 Consequently, this test will create problems for Canadian 

taxpayers and their advisors, who would like to qualify under this exception, until there is 

clarification from U.S. tax authorities. 

One of the central problems with this test is that the Protocol and its Technical 

Explanation do not even define the terms 'active trade or business." This makes it 

difficult for taxpayers to determine if their business falls within the active requirement of 

this test. To determine the definition of active trade or business, taxpayers and their 

advisors must look to U.S. domestic tax law or other U.S. tax treaties. The technical 

explanation to the Netherlands Treaty, whose active business test is virtually identical to 

that in the Protocol and in the German Treaty, states that the competent authority should 

refer to IRC section 367(a) to determine whether a trade or business is active.435 The 

Regulations to this section state that a trade or business is a specific unified group of 

activities that constitute or could constitute an independent economic enterprise carried on 

for profit that ordinarily includes the collection of income and the payment of expenses436 

The Regulations further state that a trade or business is active only if the officers and 

employees of a corporation carry out substantial managerial and operational activities.437 

When these conditions are not meet, the active business test will not apply. 

See supra note 20 at 48. 

Ibid. 

Ibid. 

U.S.-Netherlands Treaty, Technical Explanation, Article 26. 

IRC Regulations section 1.367(a)-2T(b(5). 

IRC Regulations section 1.367(a)-2T(b)(3). 
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A further problem is that the Protocol does not define 'income derived in 

connection with or incidental to" an active trade or business in the United States. 

However, the Technical Explanation to the Protocol provides some guidance through the 

assertion that if the income-generating activity in the United States is 'Upstream," 

'downstream," or 'parallel" to that conducted in Canada it will be considered derived in 

connection with or incidental to. 4 3 8 Thus, if the U.S. activity consisted of selling the 

output of a Canadian manufacturer or providing inputs to the manufacturing process, or of 

manufacturing or selling in the United States the same sorts of products that were being 

sold by the Canadian trade or business in Canada, the income generated by that activity 

would be treated as earned in connection with the Canadian trade or business. The 

Technical Explanation also 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.439 

O'Brien states that vertically integrated operations obviously qualify for treaty 

benefits as upstream or downstream operations, but there will be difficulty in determining 

what constitutes a parallel activity.440 For example, O'Brien questions whether a Canadian 

business of importing and distributing golf and tennis equipment and a U.S. business of 

importing and selling sports equipment as well as manufacturing and distributing outdoor 

patio furniture are parallel? Or whether oil production is parallel to natural gas 

production? Or whether a hotel business is parallel to a resort club business? 4 4 1 

4 3 8 This is in contrast to the U.S.-Netherlands Treaty which specifically defines "derived in connection with or 
incidental to" as an income producing activity that is in a line of business that forms part of or is complimentary to 
the trade or business or if it facilitates the conduct of the trade or business. U.S.-Netherlands Treaty Article 
26(2)(b). 

4 3 9 The U.S.-Netherlands Treaty defines income as "incidental to" the trade or business if its production facilitates 
the conduct of trade or business. The MOU to the U.S.-German Treaty includes an example that states that 
interest earned on income derived from a German business that is retained as working capital and is invested in the 
U.S. Government securities and other U.S. debt instruments, until need for use in the business, is incidental 
income and entitled to treaty benefits. 

4 4 0 See supra note 20 at 48. 
441 Ibid, at 48-9. 
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Further, the Technical Explanation pronouncement that income is considered 

incidental if it arises from the short term investment of working capital of a Canadian 

resident in U.S. securities has been criticized. O'Brien states that this does not give a 

clear picture of the boundaries of incidental income.442 She provides two common 

situations that demonstrate how a combination of factors will result in the denial of treaty 

benefits where before they would have been available. 4 4 3 In the first example, Canco 

invests its retained earnings that are not needed as working capital in a variety of U.S. and 

Canadian investments, such as shares, long term bonds and real estate.444 The income 

from these investments is not incidental to the active business because they are of a long 

term nature. If Canco is no longer a qualifying person, because it failed the base erosion 

test, and since Canco is not a bank, insurance company, registered securities dealer or 

deposiMaking institute and the income is not incidental to the Canadian active business, 

the income earned from U.S. investments which are taxable in the U.S. will be subject to a 

30 percent withholding tax.445 In O'Brien's second example, she assumes two brothers, 

both Canadian residents, set up a Canadian company, each owns a one half interest, to 

invest primarily in Canadian securities and real estate and not more than 15 percent of the 

investments are in U.S. securities. One of the brothers is transferred by his employer to 

Chile for an extended period and thus is no longer a Canadian resident. Their investment 

company ceases to be a qualifying person because it no longer owned and controlled by 

Canadian residents. The U.S. source dividend and interest income are incidental to the 

main business of making and managing Canadian investments, thus the brothers could 

apply for treaty benefits under the active business test. However, since the Canadian 

company is not a bank, insurance company, registered securities dealer or deposit taking 

financial institution it cannot qualify under the active business test as the type of active 

Canadian business that is entitled to treaty benefits. Consequently, the U.S. withholding 

Ibid, at 49. 

Ibid, at 49. 
1 This example is based on the ownership and base erosion example discussed above. See supra note 395 and the 
discussion following. 

1 See supra note 20 at 49. 
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tax on its U.S. source investments will be 30 percent rather than 15 percent for portfolio 

dividends and 10 percent for interest. 

The ability to satisfy the active-business test if a person related to the entity 

claiming treaty benefits is conducting the active business may also be problematic. This 

provision corresponds to provisions found in other recent U.S. treaties, although it is not 

identical to any of them. For example, where the Protocol provides treaty benefits to an 

active trade or business in connection with income that is earned or is carried on by a 

related person, or received indirectly through a related person, the Netherlands treaty 

provides a more elaborate set of attribution rules and the German test is interpreted in the 

M O U to the German Treaty to operate under similar principles.446 The Technical 

Explanation indicates that for purposes of the active business test under the Protocol, the 

term related person has the same meaning as under IRC section 482, which permits the 

IRS to reallocate items between two or more organizations, trades, or business that are 

owned or controlled directly or indirectly by the same interests. This definition of related 

party generally depends on all the facts and circumstances, and does not provide a bright-

line test which ensures the certainty that a more mechanically applied attribution rule 

provides.447 

Critics have also questioned whether the active business test will cause 

shareholders in third countries to be dissuaded from pursuing an international acquisition 

battle in either of the contracting states if they are required to obtain treaty benefit 

eligibility rulings in advance from the U.S. competent authorities.448 For example, if a 

Canadian holding company with U.S. subsidiaries is the target of takeover attempts, the 

Canadian bidders could, based on the active business test, table their offers with 

assurances that treaty benefits would continue to apply subsequent to any successful 

takeover. However, potential third country acquirers face the uncertainty of the 

446 See supra note 91. 
447 Ibid. Although, the lack of a bright line definition of a related person may be problematic for some taxpayers, for 

others it may provide tax planning opportunities that otherwise would not exist in the face of an elaborate set of 
attribution rules. 

448 See supra note 324 at 999. 
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competent authority ruling process, which may inhibit a competitive bidding contest with 

Canadian bidders.449 

In my opinion the active business test in the Protocol is also objectionable as it 

does not include certain provisions that are in the Netherlands Treaty that provide treaty 

benefits to certain bona fide entities. First, the active business test in the Protocol does 

not make any provision for Canada's membership in NAFTA, while the test in the 

Netherlands Treaty recognizes its membership in the E C . 4 5 0 Paragraph 2(h) of Article 26 

in the Netherlands Treaty recognizes that business operations in other E C countries can be 

taken into account in determining whether business operations are considered substantive 

or whether the income is incidental to the trade or business. Goossen concludes that the 

ability to take into account the business operations in other EC countries is essential for a 

small country like the Netherlands.451 Similarly, this ability would be essential for Canada 

because it also has a relatively small economy. The active business test in the Protocol 

should have provided that business operations in all present and future N A F T A countries 

can be taken into account when determining whether the taxpayer's business operations 

are substantial or incidental in comparison to the U.S. business operation. Such a 

provision would prevent disqualification under the active business test for Canadian 

corporations that carry on operations throughout North America, and throughout South 

America if N A F T A is expanded into the Southern hemisphere. 

Second, the active business test in the Netherlands LOB Article provides a safe 

harbour rule for determining which business operations qualify as substantial by listing 

certain ratios, with respect to asset value, gross income, and payroll expenses, that if met 

qualify the business operation as substantive. This safe harbour removes the subjectivity 

of the substantiality portion of the active business test which, as discussed, requires a 

Ibid, at 999-1000. 
1 Unfortunately, the active business test in the Mexico LOB Article also does not provide for recognition of business 
operations in NAFTA countries. Of course I recognize that NAFTA and EC membership are not equivalent in 
terms of the benefits conferred on their members. However, while they are not parallel situations, Canada should 
have insisted on the inclusion of a similar provision in the Protocol. 

See supra note 551 at 44. 
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comparison of the proportionate share of business in the other state, the nature of 

activities and the contribution of the activities to the conduct of the trade or business. The 

utility of this safe harbour is enhanced by the aforementioned ability to take E C business 

operations into consideration when calculating whether the safe harbour has been meet. 

Although, this portion of the Netherlands' active business test has been criticized as 

complex, I believe that this objection is overcome by the certainty it provides over a test, 

such as in the Protocol, which only includes a subjective and undefined reference to 

"substantial." 

Finally, the U.S.-Netherlands Treaty includes an additional active business test for 

headquarters holding companies. Many Dutch corporations were, and still are, formed as 

holding companies explicitly for the purposes of managing international investments and 

therefore the Dutch were reluctant to include an exclusion of the business of managing 

investments from their active business test, as the German, Mexico and Canadian treaties 

did. As these corporations would be denied treaty benefits if they failed to meet any of the 

other tests, the Dutch succeeded in including a headquarters/holding company active 

business test in their treaty.452 Article 26(3) of the Netherlands Treaty provides treaty 

benefits to headquarters companies which furnish overall supervision and administration of 

a corporate group resident in at least five countries and no more than 25 percent of the 

group's income, which is derived in connection with, or is incidental to its active business, 

is derived from the U.S. Through the headquarters provision, multinational investment 

corporations resident in the Netherlands are entitled to treaty benefits. While Canada is 

not a favoured location, on the scale of the Netherlands, for holding companies managing 

international investments. Canadian negotiators should still have demanded a similar 

provision in the Protocol in recognition of Canada's and the U.S. close economic ties, the 

lack of treaty shopping the occurs between them and in recognition of the influx of 

business immigrants to Canada who no doubt utilize international holding companies to 

manage their offshore investments.453 

452 See supra note 633 at 249. 
4 5 3 While the Protocol does not contain a similar provision as in the U.S.-Netherlands treaty, a Canadian holding 

company may still be entitled to treaty benefits. The MOU to the U.S.-German Treaty states that the active 
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b) Tax Planning Considerations: 

The active business test in Paragraph 3 will prove to be the troublesome for tax 

practitioners because of its subjective criteria. The active business test refers to 

terminology such as 'active conduct', 'in connection with or incidental to' and 

'substantial.' These terms are not defined in the Protocol and tax practitioners should 

refer to the Technical Explanation which provides some limited guidance as to what is 

considered to be acceptable. However, as discussed above, the Technical Explanation is 

not completely satisfactory and practitioners may have to refer to U.S. domestic tax law or 

other U.S. tax treaties with similar tests to determine if their clients satisfy the active 

business test. Also the subjectivity of these terms may lead to inconsistent interpretation 

by the U.S. competent authorities. 

Fundamentally, tax practitioners must realize that the business activity in Canada 

must be 'substantial' in relation to the U.S. activity that produces U.S. source income, and 

a functional relationship between the active business in Canada and the business in the 

U.S. must exist.454 Problems may arise with diversified conglomerates or foreign 

controlled diversified conglomerates as they may have trouble satisfying the substantiality 

and/or functional relationship portions of the active business test.455 Also, third-country 

bidders in international acquisitions may be forced to rely on subjective competent 

discretion under Paragraph 6, which may reduce their bidding power and eliminate any 

element of surprise with which they may enter a particular acquisition contest.456 

The U.S. Treasury Department provided several examples in its Technical 

Explanation to clarify the active business test in the LOB of the German-US. Tax Treaty. 

The active business test in the German Treaty is very similar to that in the Protocol and 

business test in that treaty does not deny treaty benefits to a German holding company that earns income from its 
U.S. subsidiary when the activity is carried on in Germany through a German subsidiary. See supra note 291 at 
249. This is because income that is earned by one related party and is paid by another related party to the holding 
company is entitled to treaty benefits. Thus a Canadian holding company will be entitled to treaty benefits if it has 
a subsidiary in Canada that earns active business income and that subsidiary owns a subsidiary in the U.S. 

454 See supra note 324 at 1003. 
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these examples are useful in providing guidance to tax practitioners and their clients. In 

the first example, the active business test is meet where a German resident company is 

owned by three persons, each residing in a different third country, and the company carries 

on an active manufacturing business in Germany. The company has a wholly owned 

subsidiary in the U.S. that is engaged in selling the output of the German parent. The 

active business in Germany is substantial in relation to the activities in the U.S. and interest 

and dividend payments to the German parent are eligible for treaty benefits because the 

U.S. income is derived in connection with or is incidental to the active German business.458 

This example confirms that ownership of the entity seeking benefits is irrelevant for the 

active business test. As long as the entity meets the criteria of the active business test it is 

immaterial whether the beneficial owners are qualifying person or not. Therefore, a 

Canadian resident corporation can be established to obtain treaty benefits for third country 

residents as long as they have a substantial active business in Canada and the activity in the 

U.S. is incidental or in connection with the Canadian activity. 

In second example, the active business test is meet where the German based 

activities are conducted by a German subsidiary of the German parent of the U.S. 

subsidiary. Treaty benefits are granted since the business relationship and substantiality 

test are meet by the related company.459 This example establishes that a parent 

corporation that may be a holding company can insert a subsidiary in its country of 

residence which conducts the substantial active business activity. This way the parent will 

enjoy treaty benefits on its U.S. source income, although it is not engaged in the active 

conduct of a trade or business. 

In the third example, a German resident company is owned by three persons, each 

resident in a different third country, the company is the worldwide headquarters and 

parent of an integrated international business carried on through subsidiaries in many 

See Article 28 of the German-U.S. Tax Treaty in Appendix Three. 
: These examples are reported in Streng's article, supra note 201 at 37. The Technical Explanation of the 1989 
U.S.-German Income Tax Treaty, Aug. 29, 1989, is reprinted in 2 Tax Treaties (CCH) H 3255 (Feb. 1993). 

'Ibid, at37-8. 
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countries. The U.S. and German subsidiaries manufacture products that are part of the 

group's product line. Treaty benefits will be granted because the U.S. income is derived 

in connection with or is incidental to the German active business.460 This example 

substantiates that while the German LOB Article, like the one in the Protocol, does not 

have a headquarters clause treaty, benefits may be granted for headquarters operations 

under the active business test. Since the active business test in both treaties are virtually 

identical a strong argument can be made that the active business test provides treaty 

benefits to Canadian resident corporations that are the worldwide headquarters for an 

international business. 

In the fourth example, a third country resident established a German corporation 

for the purpose of acquiring a large U.S. manufacturing company. The sole business 

activity of the German corporation, other than holding the stock of the U.S. company, is 

the operation of a small retailing outlet that sells products manufactured by the U.S. 

company. The German corporation will not be entitled to treaty benefits paid by the U.S. 

company to the German corporation because the substantiality test is not meet.461 This 

example verifies that the active business must be substantial in relation to the U.S. 

business. At the very least, the active business must be larger than the U.S. business. 

In example five, a German corporation, a French corporation and a Belgian 

corporation form of a joint venture corporation as equal shareholders organized in 

Germany to manufacture a product in a developing country. The joint venture 

corporation engages in the an active manufacturing business in Germany. Income from 

that business is invested in U.S. government securities and other U.S. debt instruments 

until it is needed for use in the business. The interest on these instruments is entitled to 

treaty benefits since income from the short term investment of working capital is incidental 

to the business in Germany.462 This example confirms that conducting an active U.S. 

460 Ibid, at 38. 
461 Ibid. 
462 Ibid, at 39^0. 
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business in connection with the substantial active German/Canadian business is not 

necessary if the U.S. income producing activity is incidental to the active business. 

//'. Derivative Benefits Test: 

The second exception to the general rule that non-qualifying persons are not 

entitled to treaty benefits is the derivatives benefits test in Paragraph 4. This complex test 

provides limited treaty benefits with respect to U.S. source dividends, interest, and 

royalties beneficially owned by a resident of Canada who is not a qualifying person. A 

corporation that is a resident of Canada is entitled to the benefits under Articles X 

(Dividends), XI (Interest) and XII (Royalties) if: 

a) its shares that represent more than 90 per cent of the aggregate vote and 
value represented by all of its shares (other than debt substitute shares) are 
owned, directly or indirectly, by persons each of whom is a qualifying 
person, a resident or citizen of the United States or a person who 

i. is a resident of a country with which the United States has a 
comprehensive income tax Treaty and is entitled to all of the 
benefits provided by the United States under that Treaty; 

ii. would qualify for benefits under paragraphs 2 or 3 if that person 
were a resident of Canada; and 

iii. would be entitled to a rate of United States tax under the Treaty 
between that person's country of residence and the United States, in 
respect of the particular class of income for which benefits are 
being claimed under this Treaty, that is at least as low as the rate 
applicable under this Treaty; and 

b) the amount of the expenses deductible from gross income that are paid or 
payable by the company for its preceding fiscal period (or, in the case of its 
first fiscal period, that period) to persons that are not qualifying persons or 
residents or citizens of the United States is less than 50 per cent of the 
gross income of the company for that period. 

A derivative benefits provision is not generally found in U.S. treaties. However, 

this rule was included in the Convention because of the special economic relationship 

between the United States and Canada and the close coordination between the tax 
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administrations of the two countries. Under the derivative benefits rule, a Canadian 

resident company may receive the benefits of Articles X (Dividends), XI (Interest), and 

XII (Royalties), even if the company is not a qualifying person and does not satisfy the 

active trade or business test of paragraph 3. To qualify under this paragraph, the taxpayer 

must satisfy both the base erosion test under subparagraph (e) of paragraph 2 and an 

ownership test. 

The ownership test in the derivative benefits provision requires that shares, other 

than debt substitute shares, representing more than 90 percent of the vote and value of a 

Canadian company be owned directly or indirectly by either, or a combination of, (i) 

qualifying persons, or U.S. citizens or residents, or (ii) other persons that satisfy each of 

three tests. The three tests that must be satisfied by these other persons are as follows. 

First, the person must be a resident of a third State with which the United States has a 

comprehensive income tax treaty and be entitled to all of the benefits under that treaty.464 

Second, the person must be a person that would qualify for benefits with respect to the 

item of income for which benefits are sought under one or more of the tests of paragraph 

2 or 3 of this treaty, //the person were a resident of Canada and, for purposes of 

paragraph 3, the business was carried on in Canada.465 The third requirement is that the 

rate of U.S. withholding tax on the item of income in respect of which benefits are sought 

must not be greater than the rate of withholding under the treaty between the person's 

country of residence and the United States. 

' See supra 113, Technical Explanation, Article 18. There is, nevertheless, a derivative benefits test in the 
Netherlands and Mexico tax treaties, but not in the German treaty nor the U.S. Model Convention. 

' If the person fails to satisfy the LOB Article, if any, in its state of residence's tax treaty with the U.S. then treaty 
benefits will not be granted under the derivative benefits test. Qualification for benefits under only an active trade 
or business test does not suffice for these purposes, because that test grants benefits only for certain items of 
income. The taxpayer must be entitled to all the treaty benefits under the tax treaty between its country of 
residence and the U.S. Thus, if there is LOB article in that treaty the taxpayer is required to be a qualifying 
person. 

' For example, a person resident in a third country would be deemed to be a person that would qualify under the 
publicly traded test of paragraph 2 of the Protocol if the principal class of its shares were substantially and 
regularly traded on a stock exchange recognized either under the treaty between the United States and Canada or 
under the treaty between the United States and the third country. Similarly, a company resident in a third country 
would be deemed to satisfy the ownership/base erosion test of paragraph 2 under this hypothetical analysis if, for 
example, it were wholly owned by an individual resident in that third country and most of its deductible payments 
were made to individual residents of that country. 
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The following example illustrates the operation of this test. Assume Canco, a 

Canadian resident company, has its shares held in the following proportions; USco owns 

45 percent, a Swiss resident individual owns 50 percent and Senegalco owns 5 percent.466 

Canco is not a qualifying person because only 45 percent of its shares are owned by 

qualifying persons, the U.S. resident USco. Thus, Canco is not entitled to the lower 

withholding rate provided by the Convention, and if it receives dividends from the U.S., it 

will be subject to a 30 percent withholding rate. However, the exception under the 

derivatives benefits test allows Canco to obtain the lower treaty rate, 6 percent in 1996 

and 5 percent in 1997, since Switzerland has a tax treaty with the U.S. with an equivalent 

dividend withholding rate as the Convention and if the Swiss individual were a resident of 

Canada she would qualify for treaty benefits under paragraph 2(a), which would result in 

95 percent of Canco's shares owned by eligible persons. 

The rationale behind the derivatives benefits test is that Canadian companies that 

are not qualified persons, as a result of not being controlled by persons who are Canadians 

or U.S. citizens, are nonetheless entitled to low withholding rates because the persons who 

control the corporation are entitled to the same or lower withholding rate under a treaty 

with the U.S. and their country of residence.467 Thus, if the person would have been 

entitled to low withholding rates if they had invested directly in the U.S. then they will be 

entitled to equally advantageous treatment as a result of investing in the U.S. through a 

Canadian corporation. For instance, the derivative benefits test allows a company resident 

in Canada that is owned by a company resident in a third country to obtain limited treaty 

benefits if the foreign company was a qualifying person because its shares were regularly 

and substantially traded on a recognized exchange and the Canadian company meet the 

base erosion test.468 

An example where the derivative benefits rule provides treaty benefits, illustrated 

in figure six, would be where a Netherlands company, owned by members of a family of 

4 6 6 This example is adapted from an example provided by Gelardi, supra note 112 at 60. 
4 6 7 See supra note 20 at 50. 
4 6 8 This example is taken from Russell's Article, supra note 16 at 981. 
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Dutch residents, has a wholly owned Canadian subsidiary, Canco. Canco owns Canadian 

real estate and other investments and has a wholly owned U.S. subsidiary, USsub. 4 6 9 

Canco 

100% 

U S Sub 

Figure 6: Derivative Benefits Examples 

The Netherlands has a comprehensive tax treaty with the U.S., under which the 

maximum rate of withholding for direct dividends is 5 percent. The Netherlands 

This example is taken from O'Brien's Article, supra note 20 at 50. 
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corporation in this example would be entitled to the 5 percent rate if it directly owned the 

U.S. subsidiary. Thus, under the derivative benefits test Canco is entitled to the reduced 

rate of 5 percent under the Protocol on its dividend income from USsub since Canco is 

owned by the Netherlands corporation. 

a) Problems with the Derivative Benefits Test: 

While the derivative benefit test provides another avenue for non-qualifying 

persons, particularly Canadian holding companies or investment companies that are not 

controlled by qualifying person or U.S. residents or citizens, to obtain treaty benefits with 

respect to dividends, branch profits, interest and royalties, it is not without its problems. 

First, persons attempting to qualify under this provision must meet a high threshold, the 90 

percent ownership test. As discussed, 90 percent of the vote and value of the shares of a 

company must be owned by qualifying persons or residents or citizens of the U.S. 

Alternatively, 90 percent of the vote and value can be owned by persons who are residents 

of a country the U.S. has an income tax treaty, under which they are entitled to treaty 

benefits. Further, they would, (/"residents of Canada, be entitled to treaty benefits, either 

as qualifying persons or under the active business test, and they are entitled to a 

withholding tax rate under the treaty between their county of residence and the U.S. that is 

at least as low as the rate in the Canada-U.S. Tax Treaty. Additionally, a base erosion 

test, whereby the amount of deductible expenses paid or payable to non-qualifying 

persons or persons who are not residents or citizens of the U.S. must be less than 50 

percent of the company's gross income for that period, has to be met. Not only is this test 

very complex, the threshold that must be met to qualify may be so high that it will be 

difficult, if not impossible, to qualify. 

While the derivative benefits test in the Protocol is similar to comparable 

provisions in U.S. tax treaties with the Netherlands and Mexico, the U.S. associate 

international tax counsel stated that the test in the Protocol is superior as it is the only 

provision of its type in U.S. tax treaties that grants derivative benefits without requiring 
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any local (Canadian) ownership. However, I disagree with this statement. The test in 

the U.S.-Netherlands treaty provides treaty benefits for dividends, branch profits, interest 

and royalties if, in addition to a standard base erosion test, more than 30 percent of the 

shares are owned by qualified persons resident in the Netherlands and more than 70 

percent of the shares are owned by residents of EC member states which have a tax treaty 

with the U.S . 4 7 1 Under the U.S.-Mexico Treaty a corporation satisfies the derivative 

benefits test if more than 30 percent of its shares are owned by persons resident in Mexico 

or the U.S., who are entitled to treaty benefits under the U.S.-Mexico Treaty. 

Additionally, more than 60 percent of the shares are owned by persons resident in a 

N A F T A member state, which has a tax treaty with the U. S. Finally, a base erosion test 

must be met, where less than 70 percent of gross income is used to satisfy liabilities to 

non-qualifying persons and less than 40 percent is used to satisfy liabilities to non

qualifying persons who are also not a resident of a N A F T A member state. 

The lack of a local Canadian ownership requirement in the Protocol's derivative 

benefit test does not result in a real difference in effect between that test and the tests in 

the U.S.-Netherlands and U.S.-Mexico treaties. It can, in fact, be argued that the tests in 

the U.S.-Netherlands and U.S.-Mexico treaties are superior as a result of their recognition 

of these countries respective memberships in the E C and NAFTA. Furthermore, these 

tests have lower ownership thresholds. In addition, both these derivative benefits tests 

provide treaty benefits for branch profits as well as dividends, interests and royalties, while 

the Protocol is limited to dividends, interest and royalties. 

The tests in the U.S.-Netherlands Treaty include a clear recognition of the 

Netherlands participation in the E C by providing derivative benefits if residents of E C 

countries own shares of the corporation seeking treaty benefits.472 Similarly the 

derivative benefits test in the U.S.-Mexico Treaty provides derivatives benefits if residents 

1 See supra note 271 at 24:8 

See Appendix Four, Article 26(4) of the U.S.-Netherlands Tax Treaty. 
1 Provision is made for NAFTA residents in the general derivative benefits test in Article 17 paragraph 1(g) and in 
the indirect stock exchange derivative benefits test in paragraph l(d)(iii). 

123 



of N A F T A countries are beneficial owners of the corporation's shares. Additionally, the 

ownership requirements in these tests are significantly lower than that in the Protocol. 

While the Protocol requires 90 percent of the shares to be held by qualifying persons or 

others, the test in the U.S.-Netherlands Treaty reduces this to a 30 percent requirement for 

qualifying person resident in the Netherlands and a requirement that more than 70 percent 

be owned by non-qualifying persons who are resident in EC states. Therefore, while 30 

percent of the corporation's shares can be held by persons who do not meet the 

requirements of the derivative benefits test, this figure is only 10 percent in the Protocol. 

Analogously, the test in the U.S.-Mexico Treaty only requires 30 percent of the shares to 

be held by qualifying persons and more than 60 percent held by non-qualifying persons 

who are residents of a N A F T A country. Thus, under the provision in the U.S.-Mexico 

Treaty, derivative benefits will be granted even if 39 percent of the shares are held by 

persons who do not meet its requirements. Additionally, the asserted utility of the lack of 

a local ownership requirement in the Protocol has been reduced as the IRS has begun to 

administratively expand the derivative benefits tests in other tax treaties by providing 

treaty benefits to entities that do not satisfy the mechanical requirements of the derivative 

benefits test.473 

In addition to the difficulty in meeting the derivative benefits test high threshold, 

the derivative benefits test can also lead to anomalous results in some situations. First, a 

Canadian resident company could satisfy the active business test, but fail to satisfy the 

derivative benefits test. For example, a company, that is not a qualifying person, could 

meet the active business test and enjoy treaty benefits for a particular item of income, 

including for example branch profits from a U.S. subsidiary derived in connection with a 

substantial Canadian active business. But the company will not necessarily be entitled to 

1 See discussion in note 254 noting that the IRS is providing treaty benefits to U.K. mixer companies by accepting 
that they satisfy the concept behind the derivative benefits test, although not its mechanical requirements. 

Additionally, the LOB in the German Treaty does not have a derivative benefits test at all. However, the MOU 
to the U.S.-German Treaty states that discretionary authority should be exercised with particular cognizance of the 
developments in and objectives of international economic relationships such as the EC and NAFTA. See supra 
note 323 at 37. Consequently, while there is no similar statement in the Protocol nor its Technical Explanation, it 
can be hoped that the U.S. competent authority will apply their discretionary authority to Canadian entities with 
similar equanimity. 
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treaty benefits for the interest income it earns from a loan to a U.S. corporation, unless it 

also independently satisfies the derivative benefits test.474 This is the case because the 

active business test provides treaty benefits only for that particular item of income that is 

earned in connection or incidental to the substantial active Canadian business income. 

Thus the benefits of the Treaty would not be available to all of the Canadian company's 

U.S. source dividend, interest and royalty income, unless it also passed the derivative 

benefits test. 

The second anomalous result arises when a Canadian resident corporation does not 

meet the derivative benefits test as a result of failing to satisfy the requirement of having a 

rate of withholding in the tax treaty between the non-qualifying person and the U.S. at 

least as low as the rate in the Protocol. If the rate of withholding tax in the treaty between 

the non-qualifying person's country residence and the U.S. is, for instance, 10 percent and 

in the rate in the Protocol is 5 percent, the Canadian resident corporation would fail the 

derivative benefits test and the applicable rate of withholding would be the maximum 

withholding rate in the U.S. of 30 percent.475 This is an anomalous result as the applicable 

rate if the derivative benefits test is not met is the maximum U.S. rate of withholding, not 

the rate in the treaty between the U.S. and the non-qualifying person's country of 

residence. The rationale behind the derivative benefits test is to provide treaty benefits to 

otherwise non-qualifying person if their country of residence has a treaty with the U.S. 

Applying the maximum withholding rate in a situation such as the one described is a 

punitive result since the third country resident is entitled to a reduced rate of withholding 

under their treaty with the U.S. They should, thus, be entitled to that rate under the 

Protocol even if they do not meet the derivative benefits test. I believe this should be the 

case because there is no danger of treaty shopping if third country residents of U.S. treaty 

partners are granted the withholding rate they are entitled to in their own treaty with the 

U.S. 
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The third anomaly is the uncertainty that arises when one queries whether 

multinational corporations with Canadian and U.S. subsidiaries qualify under the 

derivative benefits test. O'Brien provides an illustrative example, depicted in figure seven, 

that demonstrates the complexity and difficulties multinationals may encounter in seeking 

to qualify under this test.476 

Qualifying 
person 

Swedish pulp & 
paper 

U.K. Holding 
company 

Netherlands 
Holding 

company 

German Holding) 
company 

Canadian investment 
company 

Active subsidiary is in the pulp & paper 
business 

100% 

U.S. subsidiary 

U.S. subsidiary is in the forest products 
business, only 20% is pulp & paper 

Figure 7: The Derivative Benefits Test in a 
Multinational Context: 

In this example, Canco is a private corporation resident in Canada. Its shares are 

held 20 percent by qualifying person and 80 percent by corporations resident in the 

Netherlands, U.K., Sweden and Germany. The Swedish shareholder holds 30 percent of 

Canco's shares and it carries on an active pulp and paper business in Sweden. The 

' The example and figure are adapted from O'Brien's article, supra note 20 at 50- 53. 
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Netherlands, German, and U.K. shareholders are subsidiaries of multinational companies. 

These subsidiaries do not carry on an active business, but only hold the shares of Canco 

for their parent companies. Further, the parent companies also do not carry on any active 

businesses, but only hold the shares of their numerous subsidiaries that carry on businesses 

in different countries. Canco has two Canadian subsidiaries, Activesub and Canlnvest. 

Activesub carries on an active pulp and paper business in Canada. Activesub has a U.S. 

subsidiary that carries on an active forest products business, 20 percent of which is pulp 

and paper. Canco's other subsidiary is Canlnvest which carries on an investment business, 

but it is not a bank, insurance company, registered securities dealer or deposit taking 

financial institution. 

Canco, and its subsidiary Activesub, are not qualifying persons as Canco does not 

meet any of the qualifying person tests and therefore they are not entitled to treaty 

benefits. The U.S. source income of Canlnvest also will not be eligible for treaty benefits 

under the active business test because it is not connected with or incidental to an active 

business carried on in Canada by Canlnvest or its related persons, Canco or Activesub. 

The dividend income that Activesub receives from USsub may also fail to qualify for 

treaty benefits under the active business test because although their businesses are related,, 

they may not be similar enough to be considered parallel. USsub's pulp and paper 

business represents only 20 percent of its overall forest products business and it is not 

clear whether the U.S. competent authorities would consider USsub to be manufacturing 

or selling the same sorts of products as those being manufactured or sold by Activesub in 

Canada.477 Thus Canco, Activesub and Canlnvest will have to rely on the derivative 

benefits test in order to obtain treaty benefits for the dividend, interest or royalty income 

they receive from the U.S. 

In order to qualify under the derivative benefits test, the ownership and base 

erosion tests must be met. Under the ownership test 90 percent of the corporation's 

4 7 7 However, O'Brien states that it may be possible to argue that the proportion of Activesub's dividend income from 
USsub that represents the profits of the pulp and paper business should be entitled to reduced withholding rates. 
See supra note 20 at 52. However, it is unclear whether this is possible since the Protocol does not address this 
issue. 
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shares must be held by persons who are residents of a country which has a tax treaty with 

the U.S. under which they are entitled to benefits and they would be qualifying persons if 

they were a residents of Canada and they are entitled to a rate of withholding under their 

tax treaty with the U.S. that is no higher than the rate in the Protocol. To determine if the 

derivative benefits test has been met in this example, first the U.S. tax treaties with 

Sweden, the U.K., Germany and the Netherlands will have to be reviewed in order to 

ascertain whether those corporations are entitled to all the benefits under their tax treaty 

with the U.S. The U.S-Netherlands Tax Treaty and the U.S.-Germany Tax Treaty 

contain LOB articles that are very similar to the LOB article in the Protocol. However, a 

Canadian tax advisor will have to review these articles, as well as any related technical 

explanations and case law, very carefully to ensure that the corporations in question are 

qualifying persons and are entitled to all the benefits under those treaties.478 The U.S . -

U.K. Treaty has an anti-treaty shopping article that it is not similar to the LOB provision 

and the U.S.-Sweden Treaty does not have any anti-treaty shopping provisions. Again 

the Canadian resident's tax advisor will have to review these treaties to determine if the 

entities which own Canco are entitled to all the treaty benefits under their treaties with the 

U.S. This, of course, will be a time consuming task, if not difficult one, for an advisor 

who is not familiar with these treaties. 

Assuming that each of foreign shareholders of Canco are entitled to all the benefits 

under their respective treaties with the U.S., the second step is to determine if each of the 

foreign shareholders would qualify for treaty benefits //they were a resident of Canada and 

they carried on the business, that they are currently are engaged in their country of 

residence, in Canada as either a qualifying person or under the active business test. In this 

situation assume that the foreign shareholders of Canco would be qualifying persons under 

the Convention if they were resident in Canada. If they were not qualifying persons then it 

would be necessary for each them, or a company related to them, to carry on an active 

business, such as a substantial pulp and paper business, in their country of residence. Only 

the Swedish shareholder qualifies in this fashion. 

See supra note 20 at 52. 
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The final test that the foreign shareholders of Canco must meet is whether the 

withholding tax in the treaty between their country of residence and the U.S. is no higher 

than that in the Protocol. This prerequisite also requires a close review of aforementioned 

foreign tax treaties, as well as the foreign shareholders degree of shareholding in Canco. 

A low direct dividend withholding rate may require different levels of shareholding under 

different tax treaties. The Protocol requires ownership of at least 10 percent of a 

corporation's shares in order for entitlement to a reduced 5 percent withholding rate, 

otherwise the rate will be 15 percent. Each of the treaties being reviewed must provide an 

equivalent to or lower direct dividend withholding rate than the 5 percent rate in the 

Protocol, and each shareholder must have sufficient shareholdings to qualify for that rate. 

Under the U.S-Swedish Treaty, to be entitled to the low direct dividend rate of 5 percent 

the Swedish resident corporation must own, either alone or with no more than two other 

corporations, at least 50 percent of the shares of Canco. Under the U.S.-Netherlands 

Treaty, the Netherlands shareholder must own 25 percent of Canco's shares to qualify for 

the 5 percent withholding rate. Thus, in this hypothetical example the Swedish and 

Netherlands shareholders do not qualify under the derivative benefits test as they do not 

own sufficient shares to qualify for a rate of withholding at least as low as that in the 

Protocol. Since 90 percent of the shareholders of Canco must meet all the requirements 

of the derivative benefits test, Canco does not qualify for the limited treaty benefits 

available under this test. 

The above example demonstrates the adverse impact the LOB Article can have on 

a variety of Canadian resident corporations that were entitled to treaty benefits prior to the 

Protocol and are not currently engaged in treaty shopping. They will be denied treaty 

benefits unless they restructure their share ownership by foreign entities. The alternative 

to taking corrective measures to counter the LOB Article is to pay the full U.S. 

withholding tax of 30 percent. In the example presented, treaty shopping, which the LOB 

article is intended to prevent, was not occurring as all the entities involved were resident in 

countries that have comprehensive tax treaties with the U.S. with rates of withholding 

equivalent to that in the Protocol. However, the multinational character of Canco's 

129 



ownership resulted in the denial of treaty benefits. The failure to qualify for treaty benefits 

resulted from the interaction of different requirements in various U.S. tax treaties and 

because the direct dividend provision in the Convention has a lower threshold than similar 

provisions in other U.S. tax treaties.479 

b) Tax Planning Considerations: 

As I have already discussed, the derivative benefits test will be a difficult test to 

apply from the tax practitioner's perspective. This test requires the practitioner to first 

determine if a client is considered to be a resident under another U.S. tax treaty. The 

practitioner is then required to determine if their client, assuming they are a resident of 

Canada, would be a qualifying person under Paragraph 2 or satisfied the active business 

test under Paragraph 3. Finally, the practitioner is required to determine if under that 

foreign tax treaty, which they may or may not be familiar with, their client is entitled to all 

it benefits and the withholding tax rate is not greater than the rate applicable under the 

Canada-U.S. Tax Treaty. 

However, the derivative benefits test does offer some tax planning opportunities. 

Streng speculates that the derivatives benefits test in LOB articles can be used to obtain 

eligibility for treaty benefits when they otherwise would not be available.480 Streng argues 

that a taxpayer cannot obtain treaty benefits by arguing that substance triumphs over form 

in defining the income tax consequences of a transaction. However, this rule should not 

prevail when the ultimate owner of a conduit entity is in a tax treaty jurisdiction but the 

conduit is in a third non-treaty jurisdiction and is used as an investment vehicle into the 

U.S . 4 8 1 For example, assume Canadian residents establish a Hong Kong corporation 

which is used as an investment vehicle into the U.S and the Hong Kong corporation is 

more than a mere dummy corporation, because it has some commercial purpose such as 

1 Ibid. The Convention only requires a shareholding of 10 percent in order for a shareholder to be entitled to the 
lowest dividend withholding rate of 5 percent. As mentioned above, the comparable provision in the U.S.
Swedish Treaty requires a shareholding of 50 percent in order to receive this rate, and the Netherlands Treaty 
requires ownership of 25 percent of a corporation's shares. 

1 See supra note 201 at 46-7. 
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avoiding Canadian regulatory restrictions. When interest and dividends are distributed 

to the Hong Kong corporation from the U.S. they will be subject to a 30 percent 

withholding rate since Hong Kong does not have a tax treaty with the U. S. Streng argues 

the Canadian owners should be able to argue that tax treaty benefits under the Canada-

U.S. Tax Treaty should apply to reduce the 30 percent withholding rate to the reduced 

rates under the Protocol because, although the intermediary corporation is in a non-treaty 

country, the ultimate beneficial ownership is in Canada and the intermediary is merely a 

conduit.483 Of course, since a situation, such as the one just described, is not explicitly 

provided for in the Protocol, taxpayers and their advisors would be well cautioned to seek 

a competent authority determination as to their entitlement to treaty benefits. This is the 

subject of the next section of this thesis. 

iii. Competent Authority Discretion: 

The third and final exception to the Protocol's basic dictum that only qualified 

persons are entitled to treaty benefits is Paragraph 6. It provides that when a resident of 

Canada derives income from the United States and is not entitled to treaty benefits under 

any of the enumerated provisions in the Article, benefits may, nevertheless, be granted at 

the discretion of the U.S. competent authority.484 

Thus, a resident of Canada may request the U.S. competent authority (the IRS) to 

determine that it was not created nor does it exist for the principal purpose of obtaining 

treaty benefits that it would otherwise not be entitled to, or that it would be inappropriate 

to deny it treaty benefits. In making a determination under paragraph 6, the competent 

authority will take into account all relevant facts and circumstances relating to the person 

requesting the benefits. In particular, the competent authority will consider the history, 

structure, ownership, including ultimate beneficial ownership, and operations of the 

person. In addition, the competent authority is to consider: (1) whether the creation and 

4 8 2 Hong Kong is considered a tax haven and does not have a tax treaty with the U.S. This example is adapted from 
Streng's example, Ibid, at 47. 

483 Ibid. 
484 ( See Appendix One; Third Protocol, Article 18(6). 
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existence of the person did not have as a principal purpose obtaining treaty benefits that 

would not otherwise be available to that person; and (2) whether it would not be 

appropriate, in view of the purpose of the Article, to deny benefits. Paragraph 6 specifies 

that if the U.S. competent authority determines that either of these two standards is 

satisfied, benefits must be granted. Treaty benefits cannot be denied if the conditions of 

this provision are met. However, the competent authority has significant leeway in 

determining whether they are met as these conditions are very subjective.485 

If a taxpayer is not satisfied with the competent authority's determination the 

taxpayer can seek U.S. judicial review, by the U.S. Federal Tax Court, of the decision. 

However, the threshold for such a review would be high as a court would have to first find 

that the competent authority had abused its discretion by acting in an arbitrary and 

capricious manner.486 

To qualify under paragraph 6, a taxpayer will be expected to present her case to 

the competent authority for a determination based on the facts of her situation. However, 

the taxpayer will not be required to wait until benefits are denied under one of the other 

provisions of the Article before applying for a competent authority determination. If the 

competent authority grants relief, it will be provided retroactively to the time the relevant 

treaty provision entered into force or the time the structure in question was established, 

whichever is later.487 The rationale behind the competent authority provision is that it is 

intended to be a safety net for Canadian residents engaged in bona fide non-treaty 

shopping activities who are unable to fulfill one of the other tests in the LOB Article. 

However, as will be discussed below, this provision has several drawbacks and Canadians 

not engaged in treaty shopping may still be denied treaty benefits they were once entitled 

to. 

See supra note 16 at 981. 

See supra note 271 at 24:9 discussing the comments by U.S. Treasury Department Associate International Tax 
Counsel Carol Dunahoo. 

See supra note 113, Third Protocol, Technical Explanation, Article 18. 
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An example that illustrates the applicability of this provision is the above 

multinational derivative benefits example where Canco and its subsidiaries, which were 

beneficially owned by several multinational corporations, were not qualifying persons nor 

could they satisfy any of the exceptions to the qualifying person requirement. However, 

Canco and it subsidiaries may be able to obtain treaty benefits through the use of the 

competent authority provision. If Canco had been operating under the same or similar 

structure before January 1, 1996, and the structure reflects the commercial objectives of 

the group, it would be clear that a principal purpose for the creation and existence of 

Canco and its subsidiaries was not to obtain treaty benefits.489 In the facts of the example, 

Canco had a legitimate and active business in Canada, it had U.S. source income derived 

from a similar sector of the economy and its beneficial shareholders are taxpayers resident 

in countries with which the U.S. has comprehensive tax treaties and which have tax rates 

which are comparable if not higher than the U.S . 4 9 0 Thus Canco should be granted treaty 

benefits under paragraph 6 for its U.S. source income. 

a) Problems with Competent Authority Discretion: 

A Canadian resident corporation that is not entitled to treaty benefits because it is 

not a qualifying person, and which does not come within the active business and derivative 

benefits exceptions, will have to rely on the last resort of requesting the U.S. competent 

authority to determine whether its creation or existence did not have the principal purpose 

of obtaining treaty benefits that would not otherwise be available, or that it would not be 

appropriate to deny treaty benefits. If one of these two questions is answered in the 

Canadian resident's favour then the U.S. competent authority must grant treaty benefits. 

However, this test is not as simple or cost free in application as one may believe it is. 

An initial problem is that the criteria of whether one of the principal purposes is to 

obtain treaty benefits may be troublesome. Goossen states that the 'principal purpose" 

criteria refer not only to the establishment and acquisition of an entity or the conduct of its 

488 See text accompanying notes 476-479. 
489 See supra note 20 at 53. 
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operations, but also to its maintenance.491 An entity which originally was established for 

bona fide business reasons, may, because of changed commercial or other non-tax 

reasons, no longer have a business purpose for its maintenance. The tax efficiency 

argument for maintaining the corporate structure of the entity becomes more pronounced 

and the company will be required to reorganize or it will be considered to be treaty 

shopping since one of its principal reasons for existing is obtaining treaty benefits.492 This 

will be problematic for tax practitioners because not only must they convince the U.S. 

competent authority that the principal purpose for the creation and existence of a 

Canadian resident seeking treaty benefits under this provision is not obtaining treaty 

benefits, they must also convince the authority that the maintenance of the Canadian 

resident's structure is not motivated by a desire to obtain treaty benefits it otherwise 

would not be entitled to. This may become a large problem for several Canadian entities 

when the Protocol comes into effect on January 1, 1996. After this date several Canadian 

resident entities, which previously were entitled to treaty benefits, will be denied benefits 

under the Protocol and will have to convince the U.S. competent authority that the 

maintenance of their current structure is for commercial purposes and not for treaty 

shopping reasons. For instance in the above493 multinational derivative benefits example 

Canco will have convince the IRS that that its, and that of its subsidiaries' existence is not 

motivated by treaty shopping purposes, but has a commercial reason. 

The second problem with seeking a competent authority ruling is that it can be a 

time consuming and expensive process. As O'Brien states, a request to the U.S. 

competent authority for treaty benefits is not necessarily the method of choice because it is 

neither quick nor inexpensive.494 Other critics have criticized the competent authority 

system as being lengthy, time consuming and not enough personnel are responsible for 

491 See supra note 551 at 24. 
492 Ibid. 
493 See text accompanying notes 476-479. 
494 See supra note 20 at 53. 
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overseeing its maintenance. Further, the onus is on the Canadian resident to present 

their case and demonstrate that they are entitled to treaty benefits. 

The third drawback to the competent authority ruling system is its subjective 

nature and lack of specific conditions taxpayers must meet to qualify for treaty benefits 

creates uncertainty as to the outcome.496 For this process to function effectively, the 

business and investment community must develop confidence that the system is genuinely 

functional.497 This requires publicly identifiable procedures that indicate when treaty 

benefits will be available.498 The LOB Article does not provide any such procedures, it 

merely includes criteria that are subjective and uncertain in nature that the competent 

authority should consider.499 The Technical Explanation also does not include any 

publicly identifiable procedures or detailed criteria. It merely states that in making a 

determination under paragraph 6, the competent authority will take into account all 

relevant facts and circumstances relating to the person requesting the benefits. In 

particular, the competent authority will consider the history, structure, ownership, 

including ultimate beneficial ownership, and operations of the person. 

It can be argued that the inherent nature of such a provision requires open ended 

undefined criteria and a degree of subjectivity in order for the broadest possible 

application to bona fide applicants. However, paragraph XIX of the M O U to the U .S . 

Netherlands Tax Treaty contains six specific factors that can be considered by the 

competent authority in deciding whether treaty benefits should be granted.500 Essentially, 

1 See supra note 633 at 254 and note 189. 
1 See supra note 20 at 53. 

See supra note 201 at 24. 
; Ibid. 
1 They are: (1) whether the creation and existence of the person did not have as a principal purpose obtaining treaty 
benefits that would not otherwise be available to the person; and (2) whether it would not be appropriate, in view 
of the purpose of the Article, to deny benefits. 

1 These factors are: (1) The date of incorporation of the corporation in relation to the date that this Convention 
entered into force; (2) The continuity of the historical business and ownership of the corporation; (3) The business 
reason for the corporation residence in its State of residence; (4) The extent to which the corporation is claiming 
special tax benefits in its country of residence; (5) The extent to which the corporation's business activity in the 
other state is dependent on the capital, assets, or personnel of the corporation in its State of residence; (6) The 
extent to which the corporation would be entitled to treaty benefits comparable to those afforded by this 
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these factors compromise a summary of the LOB concept as they describe situations that 

qualify as bona fide transactions entitled to treaty benefits.501 The M O U to the U .S . 

German Tax Treaty also provides a list of factors that will be taken into consideration by 

the competent authority.502 The Technical Explanation to the Protocol unfortunately does 

not contain a similar list of factors to guide taxpayers in determining whether they would 

be entitled to treaty benefits under this provision. 

Nonetheless, the lack of certainty and the problem of the subjective nature of the 

competent authority discretion has been partially solved by the IRS. The IRS has 

established a new revenue procedure that sets forth rules on how taxpayers can request 

U.S. competent authority assistance under the provisions in U.S. tax treaties.503 These 

procedures must be used followed unless a treaty provides specific procedures.504 

However, where a treaty provides that the competent authority may as a matter of 

discretion determine the availability of treaty benefits when the prescribed requirements in 

a LOB provision are not met, as in the Protocol, the request for competent authority 

should comply with Revenue Procedure 96-13. 

C. General Anti-Abuse Provision: 

Paragraph 7 clarifies that U.S. and Canadian general anti-abuse provisions apply in 

addition to the provisions in the LOB Article. The fact that the provisions in paragraphs 1 

through 6 are applicable only by the United States does not restrict the right of Canada or 

the U.S. to deny treaty benefits where it can reasonably be concluded that to do otherwise 

would result in an abuse of the provisions of the Treaty.505 Paragraph 7 was added at 

Convention if it had been incorporated in the country of residence of the majority of its shareholders. See supra 
note 323 at 24. 

Ibid. 

'• These factors include: (1) the existence of a clear business purpose for the structure and location of the income 
earning entity; (2) the conduct of an active trade or business by the entity, instead of investment activity; and (3) a 
valid nexus between the entity and the activity giving rise to the income. 

' Revenue Procedure 96-13, 1996-3 I.R.B. 1. 

' Ibid, section 2.02. 

' This principal is recognized by the OECD in the Commentaries to its Model Tax Treaty on Income and on Capital. 
The United States and Canada agree that this principle is inherent in the Treaty. 
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Canada's request to confirm that, although these provisions apply only for the purposes of 

the application of the Treaty by the United States, this should not be construed so as to 

limit the right of each Contracting State to invoke applicable anti-abuse rules.506 The 

Technical Explanation states that Canada will remain free to invoke its applicable anti-

avoidance rules to counter abusive arrangements involving treaty-shopping through the 

United States, and the United States will remain free to apply its substance-over-form and 

anti-conduit rules in relation to Canadian residents.507 The Protocol does not limit the 

anti-abuse rules which Canada and the U.S. can apply under paragraph 7. Thus in order 

to determine which rules apply an examination of Canadian anti-avoidance and U.S. 

substance-over-form and anti-conduit rules is necessary. As this thesis involves an 

examination of the application of the LOB rules by the U.S. to Canadian residents, my 

discussion of applicable Canadian and U.S. anti-abuse rules will focus upon the U.S. 

provisions. 

/. Substance-Over-Form and Anti-Conduit Rules: 

Under the substance-over-form concept, U.S. courts have stated that the 

incidence of taxation depends upon the substance of a transaction as a whole and not 

necessarily on its form. 5 0 8 This doctrine prevents the true nature of a transaction being 

disguised by mere formalisms, which exist solely to alter a taxpayer's tax liabilities. In 

certain cases, courts have recharacterized transactions in order to impose tax consistent 

with this principle. For example, where three parties have engaged in a chain of 

transactions, the courts have at times ignored the 'huddle" party as a mere 'conduit," and 

imposed tax as if a single transaction had been carried out between the parties at the ends 

5 0 6 Boidman has stated that it is amusing and not totally comprehensible that the Joint Committee on Taxation of the 
U.S. Senate expressed a concern that U.S. taxpayers could be unduly prejudiced by the regime under Article XXTX 
A because the detailed rules that limit treaty benefits for Canadians could somehow serve to preclude the U.S. 
from applying its residual anti-avoidance rules, although nothing in paragraph 7 would so indicate. While U.S. 
taxpayers would not be subject to specific rules but rather to the terrorizing effects oi uncertain and amorphous 
Canadian general anti-avoidance rules. See supra note 13. 

507 See supra note 113, Technical Explanation; Article 18(7). Neither, the Protocol, nor its Technical Explanation, 
discuss which applicable anti-abuse rules Canada will apply and neither mentions which particular substance-
over-form and anti-conduit rules the U.S. will apply. The negotiators most likely did not specify which anti-
abuse rules apply so as not to limit the ability of Canada and the U.S. to counter abusive transactions through their 
domestic tax laws, which as we know change frequently from time to time. 

508 See, e.g., Commissioner v. Court Holding Co.. 324 U.S. 331 (1945). 
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of the chain. In Aiken Industries, Inc. v. Commissioner, one of seminal U.S. cases on 

treaty shopping, the U.S. Tax Court recharacterized an interest payment by a U.S. person 

on its note held by a related treaty-country resident, which in turn had a precisely 

matching obligation to a related non-treaty-country resident, as a payment directly by the 

U.S. person to the non-treaty-country resident. The transaction in its recharacterized 

form resulted in a loss of the treaty benefits that would otherwise have applied on the 

payment of interest by the U.S. person to the treaty-country resident, and thus caused the 

interest payment to give rise to the 30 percent U.S. withholding tax. 

The IRS has taken an analogous position in applying the substance-over-form 

concept where an unrelated financial intermediary is interposed between the two related 

parties, as a lender to one and borrower from the other, if the intermediary would not have 

made or maintained the loan on the same terms without the corresponding borrowing.510 

Similarly, in a technical advice memorandum, the IRS determined that interest payments 

by a U.S. company to a related, treaty protected financial intermediary may be treated as 

payments by the U.S. company directly to the foreign parent of the financial intermediary 

even though the matching payments from the intermediary to the parent are not interest 

payments, but are dividends.511 

Under the conduit approach the IRS argues that while the intermediary is a valid 

corporation it merely serves as a conduit for passing interest, dividend and royalty 

payments to the parent at reduced rates. The effect under this approach is that the 

withholding rate will be increased to the amount that the parent would pay if it received 

the income directly.512 One of the significant anti-conduit rules is section 7701(1) of the 

IRC, enacted in 1993, which expressly authorizes the Treasury Secretary to promulgate 

regulations that set forth rules for recharacterizing any multiple-party financing 

transaction as a transaction directly among any two or more of such parties, where the 

19 56 T.C. 925 (1971). 

°Rev. Rul. 87-89, 1987-2 C.B. 195. 

'Tech. Adv. Mem. 9133004 (May 3, 1991). 
2 See supra note 42 at 290. 
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Secretary determines that such recharacterization is appropriate to prevent avoidance of 

any tax imposed by the IRC. The U.S. recently released regulations on conduit financing 

arrangements under IRC section 7701(1) that are designed to supplement LOB provisions 

in U.S. tax treaties.513 These regulations do not overlap with LOB provision as they test 

transactions while LOB provisions test the qualification of an entity as a resident. Thus, 

an entity that satisfies the LOB rules may still serve as a conduit for the benefit of third 

country residents and will fall within the ambit of these regulations. These regulations 

permit the IRS to disregard the existence of an intermediary/conduit financing entity for 

the purposes of withholding tax provisions where the participation of the intermediary is 

found to be part of a plan to avoid tax. Additionally, the regulations impose significant 

reporting obligations on U.S. persons that obtain borrowings as part of a financing 

arrangement. If the intermediate entity is related to the financing entity or the financed 

entity, the financing arrangement generally will be subject to recharacterization if: (1) the 

participation of the intermediate entity in the financing arrangement reduces U.S. 

withholding tax; and (2) the participation of the intermediate entity in the financing 

arrangement is pursuant to a tax avoidance plan. If the intermediate entity is unrelated to 

both the financing entity and the financed entity, the financing arrangement generally will 

be subject to recharacterization if the two conditions described above are satisfied and, in 

addition, the intermediate entity would not have participated in the financing arrangement 

on substantially the same terms but for the fact that the financing entity engaged in the 

financing transaction with the intermediate entity. In summary, these regulations apply if 

there is: (1) a financing arrangement; (2) the reduction of taxes imposed at source on 

interest, lease or royalty payments; and (3) a tax avoidance plan.5 1 4 Hence, anytime there 

is a financing arrangement these regulations will have to be considered in addition to the 

provisions in the LOB Article. While the LOB Article may grant treaty benefits to certain 

entities the conduit regulations may deny them. 

See Reg. Section 1.881-3 etseq. 

Ibid, and see supra note 271 at 24:15-24:17. 
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ii. Canadian Anti-Avoidance Rules: 

The primary Canadian anti-avoidance rule which U.S. residents will face is the 

General Anti-Avoidance Rule ('GAAR'), enacted in 1988.515 This rule provides that 

where a transaction is an 'avoidance transaction" the tax consequences shall be 

determined as is reasonable under the circumstances in order to deny a tax benefit that 

would otherwise result, directly or indirectly, from that transaction or from a series of 

transactions that includes that transaction.516 An 'avoidance transaction" is a transaction 

other than one that may reasonably be considered to have been undertaken or arranged 

primarily for bona fide purposes other than to obtain a tax benefit. However, tax benefits 

will not to be denied where it may reasonably be considered that the transaction would not 

result, directly or indirectly, in a misuse of the provisions of the ITA or an abuse having 

regard to the provisions of that Act, read as a whole. 

In addition to GAAR, U.S. residents would be well advised to review the Supreme 

Court of Canada recent case, The Queen v. Crown Forest Industries Limited, where the 

Court condemned treaty shopping as an abuse of the residence provision in the 

Convention.517 

5 1 5 As I already mentioned, I shall not go into any great detail concerning the applicable Canadian anti-abuse rules as 
my thesis is intended to address the consequences of the LOB Article on Canadian residents, not U.S. residents. 
While GAAR is the primary Canadian anti-abuse weapon that potential U.S. resident treaty shoppers will face, 
Ward reports that Department of Finance officials have indicated that if Canadian courts are not prepared to 
recognize the validity of applying anti-abuse rules, whether GAAR or some other judicially developed rule, they 
would be prepared to propose an amendment to the Income Tax Conventions Interpretation Act to provide a 
specific rule for these purposes. David Ward, Q.C., Ward's Tax Treaties 1994-1995 at 66 (Thomson: 
Scarborough, 1994). 

5 1 6 ITA section 245 et seq. 

5n DJC 5389. In Crown Forest the Canadian corporate taxpayer rented barges to Norsk, a non-resident 
corporation incorporated in the Bahamas. The corporate taxpayer withheld Canadian tax at a rate of 10 percent. 
The taxpayer claimed that Norsk was a resident of the U.S., because its mind and management was located there, 
and thus under Article XIII.2 of the Convention was entitled to the 10 percent rate. Revenue Canada stated that 
Norsk was a resident of the Bahamas and thus pursuant to ITA section 212(l)(d) the rate of withholding should 
have been 25 percent since the Bahamas, a tax haven, does not have a tax treaty with Canada. The Supreme Court 
of Canada held that Norsk was not a resident of the U.S. and thus was not entitled to the reduced withholding rate 
under the Convention. The Court reasoned that, although Norsk was carrying on a trade or business that was 
effectively connected with the U.S., the benefits of the Convention were intended only for persons who were 
resident in one of the contracting states. Those persons are considered residents if they are liable to tax in one of 
the contracting states on their world-wide income, not merely their source income. 

Further, U.S. residents would be well advised to review the other Canadian anti-abuse doctrines, such as the 
sham doctrine, the substance over form doctrine, and the legally effective transaction doctrine. However, there is a 
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iii. Problems with the General Anti-Abuse Provision: 

One of the problems with the problems with general anti-treaty provision in 

paragraph 7 is that, while the U.S. is able to apply the complex anti-treaty shopping rules 

in paragraphs 1 through 6, it is not entirely clear whether Canada can apply GAAR. A tax 

treaty is an agreement between two countries and if the treaty permits a country to deny 

benefits that by itself should be sufficient grounds for denial.518 Russell speculates that 

paragraph 7 can be viewed as an anti-avoidance provision that authorizes Canada to deny 

benefits. The alternative view is that Canada must still rely on G A A R to deny treaty 

benefits. Russell states that if this is the case it is uncertain whether Canada would be able 

to apply G A A R to a tax treaty without amending the Income Tax Conventions 

Interpretation Act, since GAAR is not specifically referred to in that Act. 5 1 9 Even if this 

amendment was made Russell concludes that general principles of treaty interpretation 

may prevent the application of GAAR. I would favour the application of the former 

interpretation, that paragraph 7 is a general anti-abuse provision in itself and allows 

Canada to deny treaty benefits to U.S. residents without necessarily applying GAAR. The 

intent of the negotiators was to provide Canada with the ability to deny treaty benefits 

where to do otherwise would be an abuse. An interpretation that limits Canada's ability to 

deny benefits by requiring the application of GAAR would be not be in line with this 

intent. Further, the inability of Canada to apply GAAR would be inequitable and non-

reciprocal as the U.S. would have the power to deny treaty benefits under both the LOB 

provision and its domestic general anti-abuse provisions, while Canada could do neither. 

The second problem identified with paragraph 7, although not something I 

necessarily consider a significant problem, was noted by the Joint Committee on Taxation 

('JCT'). The JCT noted that U.S. residents will find the portion of this provision 

allowing Canada to apply its general anti-abuse rules objectionable because of its opacity, 

debate as to whether Canada can apply these doctrines, or whether the Protocol limits it to GAAR. See infra 
discussion in text following note 518. 

518 See supra note 16 at 982. 
519 Ibid. 
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one-sidedness, and lack of conformity to other tax treaties. The JCT argued that 

paragraph 7 could be considered opaque and, therefore as not providing taxpayers with 

adequate guidance or certainty, because it relies only on domestic Canadian tax law to 

determine whether a U.S. resident is not entitled to treaty benefits in Canada due to an 

abuse of the Convention's provisions. The JCT found this objectionable as legislative or 

judicial developments could change the substance of Canadian tax law with respect to 

what constitutes such an abuse and/or Canadian law might be interpreted more strictly in 

the future than at present, precluding presently qualifying U.S. residents from treaty 

benefits. As a result, relying exclusively on domestic Canadian tax law to prevent treaty 

shopping through the United States may create uncertainty from one year to the next for 

U.S. residents that would otherwise be eligible for treaty benefits. 

While the U.S. may find the lack of specifically enumerated criteria, such as those 

in an LOB provision which U.S. residents must fulfill in order to receive treaty benefits 

objectionable, I do not. First, the majority of bilateral tax treaties, other than U.S. tax 

treaties, include a provision similar to paragraph 7, which allows a nation to apply its 

domestic anti-abuse tax laws to prevent treaty abuse. Second, as the JCT itself 

recognized, the same type of uncertainty could arise for residents of Canada as a result of 

legislative or judicial changes in what constitutes treaty abuse under U.S. domestic tax 

law.5 2 1 Consequently, Americans are not in a worse position than Canadians in terms of 

the potential changes to domestic anti-abuse provisions. In fact they are in the same 

position as Canadians as both the U.S. and Canada could unilaterally amend these 

provisions and/or interpret them more strictly so as to deny treaty benefits. Further, 

according to past experience, it is Canadians who will be at a disadvantage in terms of 

U.S. domestic laws aimed at curbing treaty abuse. It was the U.S. that, over the adamant 

objections of its treaty partners, passed the branch profits tax rules in 1986 that unilaterally 

1 Congressional Joint Committee on Taxation, Explanation to the Protocol to the U.S.-Canada Income Tax Treaty, 
95 TNI 101-14 (May 25,1995). The Joint Committee on Taxation is a technical advisory group to the U.S. 
Congress. Congress is charged with oversight of tax treaties, it oversees the Treasury Department's activities and 
gives advice and consent to the Treasury to take action on treaties. The Joint Committee does the technical 
background work required to assist Congress in this role. 

Ibid, at footnote 46. 
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overrode several of its tax treaties. Further, Canadians, and not Americans, will also be at 

a disadvantage as a result of the Protocol because not only are they subject to the rigorous 

provisions in the LOB Article, but they must also contend with U.S. domestic substance-

over-form and anti-conduit tax laws. Even the JCT acknowledged that while the anti-

abuse rule in paragraph 7 is intended to be reciprocal, unlike the rest of the LOB 

provisions in the Protocol, because the LOB Article's detailed tests that apply only in the 

case of Canadian residents, and the fact that U.S. internal-law anti-abuse rules may reach 

more broadly than Canada's, the LOB Article on a whole may be one-sided.522 

Impact on Canadian Residents of the Denial of Treaty Benefits: 

The immediate impact of the denial of treaty benefits will be the imposition by the 

U.S. of its maximum withholding tax of 30 percent on gross U.S. source income. 

However, as a result of Canada's foreign tax credit mechanism that provides a credit or 

deduction for foreign taxes paid the denial of treaty benefits may not result in an actual 

increase in the total tax burden. Nonetheless, there will be situations where the actual tax 

burden will have increased because of higher overall taxation or because foreign tax 

credits or deductions cannot be utilized. Additionally, Canadian residents may experience 

cash flow difficulties if they are required to pay the maximum U.S. withholding tax and 

then wait for a foreign tax credit for their Canadian taxes. Therefore, the incidents of 

double taxation that the Convention is intended to prevent may actually increase as a 

result of the LOB Article in the Protocol. 

A brief overview of the foreign tax credit system is necessary to fully understand 

how the LOB Article may result in an increase in Canadian residents' overall tax burden. 

The Canadian foreign tax credit provisions, in section 126 of the ITA, are designed to 

reduce the effect of double taxation on the foreign source income of Canadian resident 

taxpayers.523 Section 126 provides a unilateral direct tax credit for the majority of foreign 

1 See supra note 26 at 134. 

The basic foreign tax credit formula for foreign non-business income or business income is: 
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taxes paid. The foreign tax credit system is not based on any tax treaty, but applies 

unilaterally to Canadian residents who have paid foreign taxes. Basically, section 126 

provides a direct deduction of foreign taxes paid from Canadian income tax otherwise 

payable on that foreign income. Alternatively, a deduction from income may be allowed 

under subsections 20(11) & (12). If the foreign tax is a proper charge against profit, and 

does not fall within the statutory restrictions of section 18(l)(a), such as payments on 

account of capital, the foreign tax is deductible. This becomes significant since many 

levies imposed by foreign nations are not considered foreign taxes for the purposes of the 

foreign tax credit system in section 126,524 but they may be deductible as expenses 

incurred for the purposes of gaining or producing income.525 Nonetheless, a tax that is 

specifically identified as being subject to the provisions of a comprehensive income tax 

treaty between Canada and another country automatically qualifies as an income or profits 

tax.526 All the U.S. taxes enumerated in the Convention and Protocol are considered 

foreign taxes for the purposes of the foreign tax credit and are creditable as such.527 

Canadian taxpayers may encounter problems as a result of the foreign tax credit 

system because the Canadian system, unlike the U.S. approach, calculates and applies 

foreign tax credits on a country by country basis. A foreign tax credit is only allowed 

against income earned in the particular country where the Canadian resident taxpayer paid 

taxes. Further, a taxpayer's claim for a foreign tax credit on business income tax cannot 

exceed the Canadian tax otherwise payable on that income.528 If the taxes are greater than 

The foreign tax credit will be the lesser of a) the foreign taxes paid in respect of the income source; or b) the 
amount determined by the formula: 

(Foreign source incomeAVorld-wide income) x Canadian taxes payable on world-wide income. 
1 For example: resource royalties, voluntary contributions to governmental authorities, and payments to acquire 
rights or privileges. Interpretation Bulletin IT-270R2 Foreign Tax Credit, para. 6 (Feb. 11, 1991). 

1 See supra note 523 at 135. 
1 See supra note 524, IT 270R2 para. 8. 

Article JJ of the Convention was amended by the Protocol to increase the number of taxes covered. The 
Convention now applies to all taxes imposed by the Government of Canada under the ITA and all taxes imposed by 
the United States Government. The Protocol also clarifies that the Convention applies to all future identical or 
substantially similar taxes. 

1 See supra note 524, IT-270R2 para. 5 
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the net income earned the applicable foreign tax credit cannot be used against taxes paid in 

another jurisdiction. Further, credits are segregated into foreign tax credits applying to 

foreign non-business income and foreign business income.529 This approach creates 

problems for Canadians operating in foreign jurisdictions with a higher tax rate than 

Canada or where the Canadian taxpayer is operating at a loss. The Canadian resident may 

not be able to utilize the entire foreign tax paid as a foreign tax credit as the foreign tax 

credit system only provides a credit against applicable Canadian taxes. If the foreign tax 

rate is higher and/or the applicable Canadian tax is eliminated through the use of the 

foreign tax credit then any excess foreign tax credit that cannot be utilized in that year 

must be carried forward to be used against future taxes imposed by that jurisdiction.530 

The excess foreign tax credit cannot be used as a credit against taxes from another 

jurisdiction. Additionally, the foreign income must be subject to Canadian taxation. If the 

foreign income is not subject to taxation in Canada then there will be no foreign tax credit 

allowable for any taxes paid on the foreign income. However, the taxpayer may deduct as 

an expense excess foreign tax credits and foreign taxes on business income that are not 

subject to taxation in Canada.531 However, a consequence of the deduction of foreign tax 

credits as a business expense is that the balance of the taxes otherwise payable may not be 

sufficient to enable the taxpayer to fully utilize other deductions. Thus, a taxpayer should 

not claim the entire foreign tax credit as a business expense, but carry it forward to 

another year in the hope that it can be utilized against future foreign taxes. 

1 See supra note 523 at 135. Under section 126(1) any taxpayer can deduct non-business income tax paid to a 
foreign government but only so far as to reduce the total taxes paid to that country. Under section 126(2) any 
taxpayer who carried on business in a foreign country can deduct business income tax paid to the foreign 
government, once past foreign tax credits are used and any non-business income foreign tax credits under 
sectionl 26( 1) have been used. 

1 The foreign tax expenditure can be carried forward 7 years or back 3 years. Since the Canadian foreign tax credit 
system operates on a country-by-country basis, foreign tax credits related to a particular jurisdiction can only as 
credits against future or past taxes of that jurisdiction. There is no carry forward allowed for the unused foreign 
tax credit on non-business income, however it can be deducted in the current year. 

New section 110.5 may provide relief for excess foreign tax credits as it allows the foreign tax credit to be used 
immediately instead of carrying them forward as future tax credits or utilized as business deductions. This section 
allows the notional adding of income to prevent the loss of the foreign tax credit where the Canadian resident has 
no Canadian tax otherwise payable. The foreign tax credit is carried forward as a non-capital loss. A Canadian 
resident can elect to notionally increase its income to an amount necessary to use the foreign tax credit, and then 
add the same amount to its non-capital losses available for carrying forward to subsequent profitable years. 
However, the notional adding of income results in higher Canadian tax that is immediately payable. 
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As mentioned, Canadian resident taxpayers may experience a significant detriment 

as a result of failing to obtain treaty benefits under the Protocol and not being able to 

make use of the higher withholding taxes as foreign tax credit against applicable Canadian 

taxes. For example, a Canadian resident corporation with a U.S. branch operation that was 

entitled to treaty benefits prior to the Protocol but that is now a non-qualifying person and 

does not meet the active business or derivative benefits tests will face a higher total tax 

bill. Before the Protocol came into effect on January 1, 1996, the Canadian resident was 

subject to U.S. income tax of approximately 40 percent on its branch's income and a 10 

percent withholding on the remainder, for a total of tax bill of 46 percent. Presently, the 

U.S. branch operation will pay the same U.S. income tax of approximately 40 percent, but 

since the Canadian resident is not entitled to treaty benefits under the Protocol, the U.S. 

withholding tax will be 30 percent of the remainder, for a total of 58 percent.532 The 

Canadian resident will be entitled to a foreign tax credit only to the extent of the Canadian 

tax otherwise payable on the U.S. source income, approximately 45 percent. Since, the 

total U.S. taxes are greater than the applicable Canadian taxes a foreign tax credit will not 

be available for the excess unless the Canadian resident has other U.S. source income to 

apply the foreign tax credit against. If the Canadian resident does not have other U.S. 

source income, then it must carry forward the foreign tax credit to use against future U.S. 

source income or it can attempt to use the foreign tax credit as a business expense. If the 

Canadian resident cannot carry forward the foreign tax credit for use it as a deduction then 

its overall tax burden for its U.S. source income will have increased by 12 percent as a 

result of the LOB Article. 

A second example where a Canadian resident will face higher taxation as a result 

of not f u l f i l l i n g the requirements of the LOB Article would be where a Canadian resident 

with a U.S. subsidiary fails the active business test because the subsidiary's active business 

income is not considered in connection with or incidental to the Canadian activities.533 

The dividends paid by the U.S. subsidiary out of active business income to the Canadian 

5 3 2 This example is adapted from O'Brien's Article, supra note 20 at 54. On $100 of branch profits, $40 will be paid 
as U.S. income tax leaving $60. On this $60, $18 will be withheld. The total tax bill will $58, or 58 percent. 

5 3 3 This example is adapted from O'Brien's Article, ibid.. 
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parent will not be taxable in Canada because they are treated as non-taxable exempt 

surplus. However, these dividends are also not eligible for a foreign tax credit. If the U.S. 

subsidiary earns $100 active business income it will pay approximately 40 percent U.S. tax 

on this income. If the subsidiary then pays the remainder of this income as a dividend to 

its Canadian parent, the dividend will be subject to a withholding tax in the U.S. of 30 

percent, instead of the Protocol's rate of 5 percent534 or the previous rate of 10 percent 

under the Convention. Thus the total tax burden of the parent and subsidiary on the 

income of the U.S. subsidiary will be 58 percent, instead of 43 percent if treaty benefits 

under the Protocol were available, or 46 percent before the Protocol came into effect. 

The denial of treaty benefits to a Canadian parent on income it receives from its 

U.S. branch or subsidiary can exacerbate cash flow difficulties and may place the Canadian 

parent in a loss position.535 Unless, the Canadian parent has Canadian tax payable on U.S. 

source income, it will not be able to use its foreign tax credit. The Canadian parent will 

have to carry forward the foreign tax credit in hopes of using it against future U.S. source 

income that is taxable in Canada. Alternatively, the Canadian parent can elect to increase 

its income to the amount necessary to use the credit and then add that income to its non

capital losses available for carry forward to subsequent profitable years.536 Eventually the 

U.S. withholding tax will be offset by deducting the additional losses against future profits 

to reduce Canadian tax. However, the taxes withheld in the loss year will be a cash outlay 

in a year the corporation may be short of funds. Further, the increase in federal income to 

utilize the credit will result in additional provincial corporate taxes.537 Hence, while, in 

theory, the foreign tax credit system should alleviate the burden of increased U.S. 

withholding taxes, in practice Canadian residents may still face a higher overall tax bill, or 

at least cash flow difficulties, if they are unfortunate enough to not qualify under the LOB 

Article. 

5 3 4 The rate will be 6 percent in 1996 and reduced to 5 percent in 1997. 
535 See supra note 20 at 54. 
mIbid. 
537 Ibid. 
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Impact of the Limitation on Benefits Article on Canadian Tax Revenue: 

The other unintentional, or possibly intentional, result of treaty benefits being 

denied because Canadian residents do not meet the requirements of the LOB Article, is 

that the allocation of jurisdiction to tax on the basis of residency becomes effectively 

reversed.538 The interaction of the LOB Article and Canada's foreign tax credit system 

will cause tax revenues, that would have flowed to the Canadian government, to be 

diverted to the American treasury.539 While it is against the policy of the U.S. Treasury 

Department to release figures on the impact tax treaties on tax revenues, the U.S. Senate 

Foreign Relations Committee reports that they have 'been informed by the staff of the 

Joint Committee on Taxation that the Protocol is estimated to increase Federal budget 

receipts by less than $ 50 million annually during the fiscal year 1995-2000 period." 5 4 0 

However, I would argue that these figures are debatable and seem artificially low. First, 

accurate estimates of a treaty's revenue impact are difficult to gauge. The Treasury 

Department does not publish revenue estimates concerning tax treaties and it is difficult to 

determine which provisions raise revenue and which ones lose revenue.541 Second, 

Jenkins et al, report that raising the Canadian withholding tax from 15 percent to 25 

percent on U.S. investments in Canada would have resulted in an increase in Canadian tax 

revenues of $180 million in 1972 and $193 million in 1974 %n It is hard to believe that the 

impact of the LOB provision which will increase the withholding tax on non-qualifying 

persons from 5 percent-15 percent to 30 percent will only result in a an increase of $50 

million in tax revenues in 1996, particularly when the increase in cross-border trade and 

investment that has occurred after the passage of twenty years is considered. Third, the 

$50 million annual figure the JCT estimated, in my opinion, is probably on the low end of 

™Ibid. at 53. 
539 Ibid. 
540 See supra note 91. 
541 See supra note 418 at 481. 
542 See supra note 197 at 153. I have used these examples of increasing Canadian tax revenues, as a result of 

increasing Canada's withholding tax, as I have not come across any studies discussing the impact of increasing the 
U.S. withholding tax on the US tax revenues. 
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the scale as U.S. negotiators would be wary of publishing figures on the high end of the 

scale for fear of dissuading Canada from agreeing to the LOB in the Protocol. 

The bulk of increased tax revenues will of course be through the application of the 

maximum U.S. withholding rate to non-qualifying Canadian residents. This will impact 

Canadian tax revenues as the higher withholding taxes the U.S. government will receive 

will be funded through greater Canadian foreign tax credits used to offset Canadian tax 

liabilities. Not only will Canadian tax revenues be reduced through the interaction of the 

LOB Article and the Canadian foreign tax credit system, but the general reduction of 

withholding taxes under the Protocol will also cause the Canadian government to lose 

significant tax revenues.543 

See text following note 100. 
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C A N A D A / U . S . RESIDENT 

Natural Person 2(a) 
Government 2(b) 
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Figure 8: Limitation on Benefits Flow Chart. 

This flowchart is based on Goossen's chart concerning the LOB article in the U.S.-Netherlands Treaty, infra note 323 at 38—40. It 
should be noted that the LOB article in the U.S.-Netherlands Treaty also has a headquarters test, and a shipping/aircraft income test, as 
additional active income tests. These are not found in the Protocol. 
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ALTERNATIVES AND F U T U R E A M E N D M E N T S T O T H E 

LIMITATION ON BENEFITS PROVISION: 

In this chapter, I shall discuss alternatives to the LOB Article by examining 

analogous provisions in the OECD and U.N. Model Conventions. Using these analogous 

provisions, I shall then suggest proposals to amend the LOB Article and rectify some of 

the potential problems I have identified. 

Alternatives: 

The treatment of treaty shopping varies from country to country due to the 

differing attitudes of governments and courts.545 While countries such as the U.S. have 

expressed great concern over treaty shopping, others have not. For example, U.K. tax 

authorities have a more relaxed approach to treaty shopping than U.S. authorities. While 

the U.K. has recently negotiated tax treaties with several eastern European countries, none 

of these treaties have included extensive anti-abuse rules.546 The relaxed view of LOB 

provisions prevails in other common law jurisdictions including Australia, Canada, India, 

Ireland and New Zealand.547 International authorities have not reached a consensus as to 

whether the tax avoidance that results from treaty shopping should be curtailed and by 

what means.548 For example the U.N. Ad Hoc Group of Experts on Tax Treaties Between 

Developed and Developing Countries ('UN Ad Hoc Group') did not reach an unanimous 

position. Some countries expressed great concern over treaty shopping while others 

urged the need for caution and emphasized the necessity to avoid damaging the legitimate 

activities which tax treaties are designed to encourage.549 

545 See supra note 1 at 562. 
5 4 6 See supra note 13. 
i41Ibid. 
5 4 8 See supra note 1 at 562. 
549 Ibid, at 570. 
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A. OECD Model Convention and the U.N. Model Convention: 

In 1956, the OECD established the Fiscal Committee to examine the possibility of 

a uniform multilateral tax treaty. This process, and the Model Conventions that resulted 

from it, influenced several hundred bilateral income tax treaties throughout the world. 5 5 0 

Further, the OECD Model Convention is an important interpretive tool in deciding the 

extent to which treaty benefits will be granted. Both U.S. and Canadian courts have 

recognized the importance of the OECD Model Convention in this respect.551 

The commentary to Article 1 of the OECD Model Convention states that the 

purpose of tax treaties is to promote, by eliminating international double taxation, 

exchanges of goods and services, and the movement of capital and persons, and 

secondarily that tax treaties should not help tax avoidance or evasion.552 Regardless of the 

policy that tax treaties should not aid tax avoidance and evasion, the OECD Model 

Convention does not contain anti-abuse provisions. However, the commentary discusses 

the types of provisions that treaty negotiators might wish to consider and internal law 

measures that provide possible ways to deal with tax treaty abuse, such as the substance-

over-rrjrm concept.553 The commentary states that it is the view of the wide majority of 

OECD member countries that such rules, and their underlying principles, do not have to 

be confirmed in the text of treaties to be applicable. 

The LOB provision in the Protocol is not based on a similar provision in the 1992 

OECD Model Convention. The OECD Model does not contain a comparable 

provision.554 This is because tax treaties do not normally concern themselves with the 

domestic laws that lay down the conditions a person must fulfill in order to be a resident 

and liable to tax.555 Contracting states themselves, in their domestic tax law, establish 

550 See supra note 204 at 792. 
551 See supra note 323 at 19. 
5 5 2 Organization for Economic Co-operation and Development, Model Tax Convention on Income and Capital, 

(Paris; OECD 1992). 
553 Ibid. 
5 5 4 See supra note 16 at 966. 
555 See supra note 201 at 13 note 38. ' * 
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these conditions. Further, the majority of OECD member states do not share the U.S. 

fixation with treaty shopping and LOB provisions. Opponents of LOB provisions argue 

that the most offensive treaty shopping situations can be dealt with by existing devices 

such as fraus legis,556 substance-over-form and the beneficial ownership test.557 Further, 

less serious instances of treaty shopping are not worth significant concern. 

Although, the U.N. and the OECD Model Conventions do not share the same 

focus as the U.S. on the issue of treaty shopping, or include LOB provisions, they do 

employ two types of anti-treaty shopping mechanisms: the beneficial ownership test and 

the limitation on residence status test.558 The beneficial ownership test denies treaty 

benefits to entities that are not the beneficial owners of a particular item of income. Under 

articles 10, 11 and 12 of the OECD Model Convention, reduced withholding rates for 

dividends, interest and royalties are available only if the recipient is resident in one of the 

contracting states and is the beneficial owner of the income.559 If a resident of a third 

country establishes a company in one of the contracting states that merely acts as a 

nominee or agent in order to obtain treaty benefits, the OECD Convention will deny the 

reduced withholding rates.560 However, the state attempting to deny treaty benefits has 

the burden of establishing that the company is merely acting as a nominee or agent, which 

may be difficult and also time and resource consuming. Through this mechanism conduit 

companies that are established to obtain treaty benefits through treaty shopping would be 

unable to do so because they would not be the beneficial owner of the income. Similarly, 

the U.N. Model Convention denies treaty benefits on dividends, interest and royalties to 

companies that are not the beneficial owner of an item of income.561 Under these 

5 5 6 Fraud upon law. Black's Law Dictionary 663 (6th Ed. 1990). 
357 See supra note 204 at 292 note 93. 
558 See supra note 1 at 570. 
5 5 9 To determine who the beneficial owner is the OECD suggests examining the following factors: (1) the identity of 

the shareholders of the intermediary country; (2) the intermediary's relationship to the shareholders or other 
interested parties; and (3) the decision-making process of the intermediary. See supra note 1 at 571. 

560 See supra note 16 at 966. 
5 6 1 U.N. Dep't of Int'l Economic and Social Affairs, United Nations Model Double Taxation Convention Between 

Developed and Developing Countries, U.N. Doc. ST/ESA/102, U.N. Sales No. E.80.XVI.3 (1980), see Articles 
10-12. 
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provisions a conduit company is not the beneficial owner when its powers over the income 

producing assets are so narrow as to render it a mere fiduciary or an administrator acting 

on account of an interested party.562 Thus nominees, agents, and intermediary companies 

can be denied treaty benefits when they are acting as mere conduits. 

The second mechanism incorporated into the OECD and U.N. Model Conventions 

for preventing treaty shopping is the limitation on residence status test. These 

Conventions include a provision that excludes from the definition of the term 'resident of 

a contracting state" any person who is 'liable to tax in a contracting state in respect only 

of income from sources in that state or capital situated therein."563 This provision is 

designed to prevent diplomats from escaping tax liabilities. Diplomats are resident in their 

host country, but are not subject to tax in that country. Without this provision they could 

claim the benefits of a tax treaty even though they do not pay any taxes.564 However, this 

provision may also be used to deny treaty benefits to foreign held companies that are 

exempt from taxation in their state of residence by special tax incentives designed to 

attract foreign investment on the grounds that it was not a resident of the treaty partner 

country since it did not fall within the definition of resident.565 

In addition to the two basic anti-treaty shopping mechanisms, the U.N. Ad Hoc 

Group and the OECD Fiscal Committee have suggested four other methods to combat 

treaty shopping.566 The first method, the direct or look-through method, allows treaty 

benefits to flow to a company in the other contracting state only if its shares are held by 

residents of that state.567 Under the look-through approach, tax authorities must pierce 

the corporate veil and determine whether the shareholders/beneficiaries would be entitled 

See supra note 1 at 571. 

' See OECD Model Convention supra note 552, Article 10 and supra note 1 at 572. 

'Ibid. 

''Ibid, at 572-73. 

' See supra note lat 573 discussing U.N. Study and OECD Committee on Fiscal Affairs, Tax Evasion, Tax 
Avoidance and Tax Planning, International Tax Avoidance and Evasion 88. 

' See supra note 1 at 574. These anti-treaty shopping methods have also been discussed above. See supra notes 73 
to 78. 
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to treaty benefits if they would have received the income directly. If they are not entitled 

to treaty benefits, then the corporation is not entitled to treaty benefits as it is deemed to 

be incorporated for the sole purpose of obtaining treaty benefits. In the Convention, the 

look-through approach is exemplified by Articles X (Dividends), XI (Interest) and XII 

(Royalties) which provide reduced rates only to income recipients that qualify as the 

beneficial owners of income. The second method, the exclusion approach, is aimed at 

conduit companies that benefit from special tax regimes that relieve them of residence 

taxation.568 Under the exclusion approach, entities that obtain domestic tax benefits or 

incentives from their country of residence are prohibited from obtaining treaty benefits. 

The exclusion approach is found in the Protocol in Article 5 (Dividends) of the Protocol 

(Article X of the Convention) which prevents RICs and REITs from receiving treaty 

benefits. These entities are essentially tax exempt conduit companies and thus not entitled 

to treaty benefits. The third method, the subject to tax approach, eliminates treaty benefits 

to persons who are not subject to tax on their income in either of the contracting states.569 

Under the subject to tax approach, treaty benefits can only be obtained for items of income 

that are received from entities that are subject to tax in their country of residence. The 

fourth and final method is the channel or use of income approach, whereby companies that 

apply substantial portions of their income to satisfy obligations to non-resident controlling 

shareholders or associated persons would be denied treaty benefits.570 The Protocol 

includes the channel approach in its base reduction tests. 

The general nature of the OECD and U.N. approaches may lead to overkill. Thus, 

the OECD Commentary states that in determining which of the above methods to 

incorporate, states should consider the degree to which conduit companies inappropriately 

obtain treaty benefits and the scope of bona fide legal activities that such provisions might 

inadvertently affect.571 Further the Commentary asserts that it is essential when 

5 6 8 See supra note 1 at 575. 
569 Ibid. 
570 Ibid, at 576. 
5 7 1 See supra note 16 at 967. 
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implementing these provisions that they must be accompanied by provisions that will 

ensure that treaty benefits are not denied in bona fide situations. One central problem 

with the LOB provisions in U.S. tax treaties is that they are so specific that there is no 

room for bona fide clauses.572 The LOB articles are drafted in such a way that every 

situation that the U.S. considers to be bona fide is extensively and exclusively described 

and all other situations that do not fit within this narrow framework are denied treaty 

benefits.573 The LOB Article in the Protocol is lacking a general provision that provides 

treaty benefits to bona fide non-treaty shopping activities, other than the competent 

authority provision that places the onus on the taxpayer to demonstrate their entitlement 

to benefits. 

The ALI Tax Treaty Project, after criticizing the LOB provisions in U.S. tax 

treaties for failing to provide treaty benefits to a large number of legitimate business 

activities, also suggested an excellent alternative; a three tiered approach to implementing 

LOB provisions.574 First, the U.S. should include comprehensive LOB articles in tax 

treaties with tax havens. Second, the U.S. should include less comprehensive provisions 

in treaties with less developed countries in order to foster trade and investment in these 

countries. Finally, the U.S. should have the least comprehensive and liberal LOB articles 

in tax treaties with highly developed countries. By implementing such a three tiered 

approach the U.S. would simultaneously satisfy its anti-treaty shopping policies and the 

prevention of double taxation by ensuring that bona fide taxpayers are not denied treaty 

benefits by overly strict LOB provisions. 

See supra note 551 at 23. 

Ibid. The competent authority discretion in Article 18(6) of the Protocol can be seen a the ultimate bona fide 
safety net. However, as described above in Problems with Competent Authority Discretion: section, there are 
several problems with this option. 

1 See supra note 11 at 164. 
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Amendments: 

A treaty is an agreement between two states, and binds them as a matter of 

international law.5 7 5 The process of treaty making differs from the process of enacting 

domestic tax legislation. In the U.S. treaty negotiations are initiated either by the United 

States Treasury Department, through the Office of the International Tax Counsel, or by 

the Treasury Department's foreign counterpart.576 The Treasury Department will 

announce that negotiations are under way and invite interested parties to submit 

comments. The negotiations themselves are held in secret. After first drafts are 

exchanged negotiations between the contracting states begin. Once the treaty is agreed to, 

it is signed and finally made public. On the U.S. side, the treaty must be ratified by the 

U.S. Senate. First it is reviewed by the Committee on Foreign Relations and then 

subjected to a vote by the full Senate. After the treaty passes a vote in the Senate, 

instruments of ratification are exchanged, usually within a short period. In Canada tax 

treaty negotiations are handled by the Department of Finance. After the treaty is agreed to 

and signed, it must be enacted by the Parliament of Canada pursuant to an implementing 

act that approves the treaty and declares it to have the force of law in Canada.577 Each 

implementing act contains a provision that gives priority to the treaty over any inconsistent 

Canadian law.5 7 8 

Unlike tax legislation and regulations, the proposed text of treaties and the 

technical explanations are published too late to enable the public to participate in and 

influence the treaty making process.579 However, there is always the possibility of 

amending the treaty in the future to rectify unsatisfactory provisions. In fact, possibly in 

recognition the potential problems the LOB Article may cause, the Protocol in Article 

575 See supra note 33 at 872. 
576 See supra note 579 at 478-79. 
577 Ibid. 
578 See supra note 33 at 872-73. However, the granting of priority to a treaty is not absolute, Parliament can enact 

legislation that overrides the provisions of a treaty. If Parliament enacts legislation that overrides a treaty 
provision, Canadian courts will require it to do so explicitly in recognition of the fact the treaties are international 
obligations that are entitled to appropriate respect. 

579 See supra note 418 at 477. 
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20(1) provides that in three years from the date it enters into force, January 1, 1996, 

Canada and the U.S. shall consult with respect to the rules in the LOB Article. Thus, on 

January 1, 1999, Canadian and American negotiators will meet to consider whether the 

LOB Article should stand as it is or be renegotiated. In this section, I shall outline some 

proposals that I believe should be incorporated into the LOB Article when it comes up for 

renegotiation. These proposals are intended to not only rectify some of the LOB Article's 

potential problems but also take account of the Canada and the U.S. close economic ties 

and increasing commercial integration as a result of the F T A and NAFTA. The other 

alternative, one which I favour and which may be evident from my critical analysis of the 

LOB Article, is the complete abolishment of this Article from the Protocol and its 

replacement with a general provision modeled after paragraph 7 of the LOB Article that 

allows Canada and the U.S. to apply their general anti-abuse rules to prevent treaty 

shopping. However, I recognize that U.S. tax treaty policy, for the moment at least, is 

fixated on the inclusion of LOB articles in all U.S. tax treaties, and I am almost certain 

that neither the Treasury Department nor the U.S. Senate would ever agree to the removal 

of the LOB Article from the Protocol. 

One of the primary models on which I am basing some of my proposals is the 

U.S.-Mexico Tax Treaty because this treaty recognizes and makes provision for Mexico's 

membership in N A F T A . 5 8 0 Similarly, I shall use provisions from the U.S.-Netherlands 

Treaty as a model for some of my proposals as this treaty also recognizes the Netherlands 

membership in the EC. Further, the Dutch were successful in incorporating several 

innovative provisions that are designed to protect their status as a location for 

international holding and investment corporations. Of course, I shall also make reference 

to recommendations for anti-treaty shopping provisions put forth by the ALI and the 

OECD. 

' Standage describes the U.S.-Mexico Tax Treaty as significant because it will facilitate NAFTA by removing tax 
barriers to the fee exchange of goods and services and the free movement of capital and persons. See supra note 3 
at 165. 
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A. Proposals to Reform the Publicly Traded Corporation and Subsidiary 

of a Publicly Traded Corporation Tests: 

Under the publicly traded test in paragraph 2(c) of the LOB Article a company or 

trust whose principal class of shares are substantially and regularly traded on a recognized 

exchange is a qualifying person. Recognized exchanges are defined in paragraph 5(a) as 

the N A S D A Q system, any exchange recognized by the SEC as a national exchange, 

Canadian stock exchanges that are prescribed stock exchanges under the ITA, and any 

other exchange agreed upon by the contracting states or competent authorities. As it 

stands the publicly traded company test is satisfactory for determining a person's status as 

a qualifying person, with one exception. This test, as the majority of the tests in the LOB 

Article, does not make any provision for, or recognize, Canada's membership in NAFTA. 

I agree with Streng when he queries whether, as a result of NAFTA, Canada and 

Mexico should be treated as one country for the purposes of applying the LOB provisions 

in their respective treaties with the U.S. 5 8 1 Several countries, such as those in the E C and 

NAFTA, have entered into multilateral trading relationships with the objective of 

amalgamating their economies. In order to avoid hindering the operation of these 

economic trading arrangements their existence should be acknowledged in the LOB 

provisions of U.S. tax treaties. 

The LOB Article in the U.S.-Mexico Tax Treaty recognizes the tri-party nature of 

N A F T A by granting treaty benefits even if non-U.S. and non-Mexican residents of 

N A F T A member countries participate in the ownership of, or receive compensation from, 

an entity seeking treaty benefits. Similarly, the U.S.-Netherlands Treaty recognizes the 

Netherlands multilateral economic association in the EC. Although the Mexico and 

Netherlands' treaties predate the Protocol, it is inexplicable why the LOB Article in the 

Protocol does not include analogous provision relating to Canada's membership in 

NAFTA. 

See supra note 201 at 48 and footnote 160. 
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With respect to the publicly traded test in paragraph 2(c) I suggest that the 

definition of recognized exchange in paragraph 5(a) should be expanded to include other 

stock exchanges located in N A F T A member states. Such a change would provide treaty 

benefits to Canadian residents organized as joint ventures with Mexican and U.S. partners, 

but are only listed on Mexican exchanges.582 This would fulfill the policy of encouraging 

free trade and investment under N A F T A and does not increase the potential for treaty 

shopping. 

Under paragraph 2(d) of the LOB Article in the Protocol, the subsidiary of a 

publicly traded company is also a qualifying person if more than 50 percent of it vote and 

value is owned by five or fewer publicly traded companies who are qualifying persons 

under paragraph 2(c). My first proposal to reform this provision would be to remove the 

limitation of five or fewer companies owning the subsidiary. This limit does not seem to 

have any purpose, other than administrative convenience. Conceivably this limit could be 

included to ensure that only publicly traded companies that are connected to the 

subsidiary, so that each publicly traded company owns at least 10 percent of the 

subsidiary, qualify.583 If this is the purpose behind the limitation then I suggest that the 

limitation be reworded to state that each of the publicly traded companies own at least 10 

percent of the subsidiary. This would avoid the situation where a subsidiary is denied 

treaty benefits because 10 publicly traded companies, who are qualifying persons, each 

own 10 percent of the subsidiary. 

My second recommendation would be to model paragraph 2(d) along the lines of 

comparable provisions in the Mexico and Netherlands Treaties. The publicly traded test in 

It is probably unlikely that a Canadian resident corporation conducting joint venture activities in Mexico would 
only be listed on a Mexican stock exchange. However, there may some reasons for such a structure. For instance 
Mexican financing or securities laws may require listing first on a Mexican exchange, or the project may not be 
large enough to justify listing on both Mexican and Canadian exchanges. 

1 However, I am not convinced that this limitation relates to the desire for publicly traded companies to be 
connected to the subsidiary. The comparable provision is the Netherlands Treaty, Article 26(1 )(c), also contains 
the same limitation of five companies. However, under the U.S.-Netherlands Tax Treaty companies are 
connected, and thus entitled to reduced withholding rates on dividend payments, only if the parent owns 25 percent 
or more of the subsidiary. Thus I would argue that the five company limit is an arbitrary limit imposed for 
administrative convenience. 
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the U.S.-Mexico Treaty includes a third category of qualifying persons that is not included 

in the Protocol.584 This third category includes companies that are not publicly traded but 

are wholly owned by publicly traded companies which are a resident of any state that is a 

signatory to N A F T A and more than 50 percent owned, directly and indirectly, by publicly 

traded that are residents of either the U.S. or Mexico. While this third category does not 

provide any advantage over the test in the Protocol, since under both tests a resident 

corporation that is more than 50 percent owned by publicly traded corporations traded on 

recognized exchanges in the contracting states will be qualifying persons. What is 

important is that Mexico was successful in including in this test some recognition of its 

status as a member of NAFTA. Canada should have made some attempt to include a 

similar type of recognition. I would suggest something similar to the test in the 

Netherlands Treaty. 

Paragraph l(c)(iii) of Article 26 in the U.S.-Netherlands Tax Treaty provides 

treaty benefits to a company where at least 30 percent of its vote and value is owned by 

five or fewer publicly traded companies resident in the Netherlands and at least 70 percent 

of its vote and value is owned by five or fewer publicly traded companies resident in the 

U.S. or E C member state.585 This test makes provision for the Netherlands membership in 

the EC. It recognizes that certain companies resident in the Netherlands will be 

subsidiaries of EC residents and provides them with treaty benefits on the basis that they 

will not likely be engaged in treaty shopping. Further, this test is an attempt not to inhibit 

the economic arrangements that the EC is designed to foster. The subsidiary of publicly 

traded company test in the Protocol, paragraph 2(d), should likewise contain similar 

provisions. While I shall not venture to suggest the specific ownership requirements such 

a provision should have, as I am not certain what the optimal figures should be, I would 

propose something along the lines of the provision in the Netherlands Treaty. The 

modified provision in the protocol should specify a minimum amount of ownership by 

Canadian and U.S. qualifying persons, for instance 30 percent, and a minimum amount of 

Article 17(l)(d)(iii), see Appendix Five. 

See Appendix Four. 
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ownership by N A F T A residents, such as 70 percent. Of course such a reform would 

also necessitate modifying the definition of recognized exchanges to include stock 

exchanges in N A F T A countries. 

B. Proposals to Reform the Ownership and Base Erosion Tests: 

Paragraph 2(e) of the Protocol states that a company or trust will be a qualifying 

person if 50 percent of the vote and value of its shares is not owned by persons other than 

qualifying person or citizens or residents of the U.S. and less than 50 percent of its 

expenses deductible from gross income are paid to non-qualifying persons. 

The ALI suggests that the analysis in the base erosion test, which dictates that less 

than 50 percent of deductible expenses should go to non-qualifying persons, is 

incomplete. The additional inquiry they suggest is whether the payments flow through the 

treaty country without attracting treaty country income tax cost.587 If the payment attracts 

a withholding tax in the residence treaty jurisdiction then the treaty objective of 

transferring taxation under a tax treaty from a source basis to residence basis would not be 

frustrated.588 The ALI suggest a base erosion test that in addition to the current base 

erosion restriction includes a second base erosion test which grants treaty benefits if'less 

than 50 percent of gross income is used to make payments, which are deductible by the 

entity, to non-qualifying person or the payments are subject to a withholding tax in the 

treaty country of 15 percent.'589 This approach provides treaty benefits to entities 

controlled by non-residents when the payments they receive are subject to tax in the 

1 Under such a provision a subsidiary would qualify for treaty benefits if it were owned 30 percent by U.S. and 
Canadian publicly traded companies and 40 percent by Mexican publicly traded companies. This provision will 
become more relevant if the membership of NAFTA is expanded in the future. Thus if Chile becomes the next 
member of NAFTA, a joint venture resident in Canada that is equally owned by publicly traded corporations in the 
U.S., Canada, Mexico and Chile will be a qualifying person. 

See supra note 11 at 16. 
1 See supra note 201 at 33. The Commentary to the OECD Model Convention suggests this type of approach. The 
Commentary suggests a subject-tc—tax approach, based on the policy that the objective of tax treaties is to prevent 
double taxation and not tax immunity. See supra note 552 at C(l>-6, Commentary on Article 1. 

' See supra note 11 at 169. The exact text of the ALI recommendation is: 

(B) Fifty percent or less of the gross income of the entity is used, directly or indirectly, to make (a) payments to 
persons not entitled to the benefits of the treaty (other than those resident in the source country) or (b) payments 
which are deductible by the entity and subject to withholding tax in the treaty country at a rate at least [15 percent]. 
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residence state. I propose that such a provision be included in the base erosion test in the 

Protocol since it also satisfies the goal of preventing treaty shopping and may avert the 

denial of treaty benefits to bona fide taxpayers. However, I have a suspicion that U.S. 

negotiators would be wary of including such a provision as it may increase the amount of 

Canadian withholding tax revenue while decreasing the amount of U.S. revenue, because 

entities that formally were subjected to the maximum U.S. rate would be entitled to 

reduced rates. 

The base erosion test in paragraph l(f)(ii) of Article 17 of the US-Mexico Treaty 

provides that less than 50 percent of gross income can be used to meet liabilities to 

persons who are not entitled to benefits under paragraphs (a), (b), (d) or (e). As discussed 

above paragraph 1(d) of this Treaty makes provision for ownership of subsidiaries by 

publicly traded entities resident in N A F T A member states. This is also recognized in the 

base erosion test as deductible payments can be made to these corporations without 

affecting a taxpayer's ability to qualify for treaty benefits. The ownership and base erosion 

test in the U.S.-Netherlands Treaty is found in Article 26(l)(d). The ownership test 

portion is exactly the same as in the Protocol, however the base erosion portion of this 

test, which is found in paragraph 5, is significantly different. The base erosion test in that 

Treaty provides the same test as in the Protocol, but in addition makes provision for the 

Netherlands membership in the E C . 5 9 0 This test states that the base erosion test is met if 

(a) less than 50 percent of a person's gross income is used to make deductible payments to 

non-qualifying persons or (b) less than 70 percent is used to make deductible payments to 

persons who are not qualifying persons and less than 30 percent is used to make 

deductible payments to persons who are not qualifying and not residents of E C members 

states. Further, the base erosion test in the Netherlands Treaty includes comprehensive 

definitions of'gross income" and 'deductible payments," which the Protocol is 

unfortunately lacking. 

See discussion in text following supra note 588. 
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A reformed base erosion test should, in addition to the subject to tax provision 

discussed above, include a provision that allows deductible payments to be made to 

qualified persons resident in N A F T A member states. American treaty negotiators should 

not find this objectionable as such a provision would not affect the base erosion test's 

ability to prevent treaty shopping and it would prevent conflicts with NAFTA's policy of 

encouraging free trade. Further, these same negotiators agreed to similar provisions in 

their treaties with Mexico and the Netherlands, thus they should not object to the inclusion 

of an analogous provision in the Protocol. Finally, in order to alleviate any current 

vagueness in the base erosion test it should include a comprehensive list of definitions as 

the Netherlands Treaty does. 

C. Proposals to Reform the Active Business Test: 

The active business test in paragraph three of the Protocol provides that a non

qualifying person will be entitled to treaty benefits for U.S. source income if they are 

engaged in the active conduct of a trade or business in Canada, they earn U.S. source 

income in connection with or incidental to a Canadian business and the Canadian activity 

is substantial in relation to the U.S. activity. One problem with the active business test is 

that it does not recognize that increasingly the equity ownership of international businesses 

are held by persons from several jurisdictions. The ALI proposed that persons or entities 

from different countries with the same source country should be able to establish a legal 

entity in any of the countries and derive income that qualifies for treaty benefits under the 

active business test.591 The income tax treaty to be applied would be the treaty in force 

See supra note 11 at 169-70, 174. The ALI calls this test the "Multi-treaty-resident test," it reads as follows: 

(iv) A multi-treaty-resident test. Treaty benefits will be available to a legal entity resident in the treaty country if: 

A) it is engaged in that country in the active conduct of a business which is substantial in relation to its 
activities in the source country; 

B) the income in question consists of: 

I) profits derived from the active conduct of a business directly carried on by it in the source country; 
and/or 

II) dividends, interest, or royalties received from a controlled company which is engaged, directly or 
through subsidiaries, in the active conduct of a business in the source country; 

and the business carried on in the source country is substantial in relation to the business activities n the 
country of residence; and 
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with the country in which the legal entity is resident, not where the owners are resident. 

Under the ALI proposal, in order for a legal entity would be required to meet the active 

business test, it must be engaged in the active conduct of a trade or business that is 

substantial in relation to its activities in the source country. Additionally, a significant 

portion of the outstanding stock of the legal entity is required to be owned by qualified 

residents of one or more countries with which the source country has a tax treaty. Streng 

states that the objective is to protect legitimate international joint ventures. Thus, the ALI 

proposal states that two-thirds should be owned by qualified residents of the source 

country or qualified residents of a country with a comprehensive tax treaty with the source 

country, one-third of the outstanding stock should be owned by qualified residents of a 

treaty country and no more than one-half should be held by residents of one country.592 

Streng further states that this test recognizes the increase in the use of cross-border 

business structures for holding active business operations, particularly entities in highly 

industrialized countries where the potential for tax abuse is diminished.593 I would also 

recommend the addition of a multi-treaty-resident test such as the ALI proposal. Such a 

test would provide treaty benefits to multinational corporations or international joint 

ventures that are engaged in bona fide non-treaty shopping activities. Further, this test 

does not increase the danger of treaty shopping since, as under the derivative benefits test, 

only entities resident in countries with comprehensive tax treaties the U.S. can utilize it. 

While the active business test in the U.S.-Mexico Treaty is essentially the same as 

that in the Protocol, the test in the U.S.-Netherlands Treaty contains some provisions that 

I believe should be included in the Protocol. The basic active business test in the 

C) of its total outstanding stock: 

HI) at least [2/3] is owned by persons or entities that are qualified residents of the source country or one or 
more countries with which the source country has entered into a comprehensive income tax treaty 

IV) at least [1/3] is owned by qualified residents of the treaty country; and 

V) no more than [1/2] is held by residents of any one country. 

For purposes of (A) and (B) a business shall not include making or managing investments unless those 
activities form part of the active conduct of a banking or insurance business by a bank or insurance company. 

See supra note 201 at 41. 

Ibid. aiA\-2. 
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Netherlands Treaty is found in Article 26(2)(a) and is essentially the same as the test in the 

Protocol. The first advantage of the test in the Netherlands Treaty compared to the 

Protocol are the definitions found in subparagraphs (b) through (g), which are not in the 

Protocol. These subparagraphs clarify the application and remove some of the vagueness 

of the active business test. Subparagraph (b) defines 'income derived in connection with" 

as an income producing activity that forms part of or is complementary to the active trade 

or business. Subparagraph (c) is also an important addition as it removes the subjectivity 

of the Substantiality" requirement of the active business test. This subparagraph, 

although criticized for being long and complex, provides a safe harbour taxpayers can aim 

for by listing ratios for the value of assets, gross income and payroll expenses of the active 

business compared to the income derived in connection with or incidental to the U.S. 

income producing activity. These safe harbours have a low threshold and can be easily be 

met, the minimum average of the three ratios is only 10 percent. Subparagraph (d) is also 

important as it defines 'incidental income" as income that facilitates the conduct of the 

trade or business, such as the investment of working capital. Also vital is the 

subparagraph (e) which outlines seven ways a person will be considered to be engaged in 

the active conduct of a trade or business. Finally, subparagraphs (f) and (g) are useful as 

they define 'controlling beneficial interest" and 'common control." I propose that the 

active business test in the Protocol also include provisions, such as those in the 

Netherlands Treaty, that explain the currently undefined terms in the Protocol's test. 

Paragraph 2(h) of the Netherlands LOB Article includes a second active business 

test for entities engaged in the active conduct of a trade or business in the Netherlands and 

a component part of that activity is also conducted in another member state of the EC. 

The entity resident in the Netherlands may elect to treat some or all of the activity 

conducted in an E C state as if it were conducted in the Netherlands provided that the ratio 

of the ratio of the value of assets, the ratio of gross income and the ratio of payroll 

expenses in the Netherlands is at least 15 percent of those values in the E C member states. 

The active business test in the Protocol should likewise include an alternative active 

business test for Canadian resident entities that conduct part of their active business in 
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N A F T A countries other than the U.S. Currently the active business test in the Protocol is 

limited to active businesses conducted in Canada. This should be expanded to include all 

active business operations in N A F T A countries. If U.S. negotiators find such a provision 

objectionable because it may not be certain that future N A F T A members will have a tax 

treaty with the U.S. then the second active business test could be limited to those N A F T A 

countries with a comprehensive U.S. tax treaty. 

Further, there is a third active business test in the Netherlands Treaty, which is 

absent from the Protocol and every other U.S. tax treaty. This is the so called 

headquarters clause in Article 26(3).594 This provision provides a safe harbour for Dutch 

headquarters companies of a multinational corporate group. To qualify a holding 

company must be responsible for the overall supervision and administration of the group, 

the corporate group must be engaged in an active business in at least five countries, less 

than 50 percent of the group's gross income can be generated in a any state other than the 

headquarters company's state of residence, less than 25 percent can be generated in the 

other contracting state (i.e. the U.S.), and the income derived from the contracting state is 

derived in connection with or incidental to the active business of the group. This safe 

harbour was included at the insistence of Dutch negotiators to protect the Netherlands as 

an international financial center.595 Canadian negotiators should also insist on the 

inclusion of a similar provision in the Protocol when they consult with their American 

counterparts as to changes in the LOB Article. While Canada is not an international 

financial center as the Netherlands is, such a provision should be included in the Protocol 

in recognition of Canada's and the U.S. close economic ties and the fact that little treaty 

shopping occurs between Canada and the U.S. Additionally, since the U.S. agreed to the 

inclusion of a headquarters active business test in its tax treaty with the Netherlands, 

which was and still is one of the preferred locations for treaty shopper's holding 

' Goossen has been proven wrong when he stated that it may be expected that this safe harbour may become the 
standard for determining whether a holding company conducts an active trade or business as this is the only U.S. 
tax treaty to date that include such a provision. See supra note 551 at 33. 

' See supra note 551 at 33. Example VTJ of the MOU to the U.S-German Treaty also recognizes a joint venture 
company that acts as a head quarters company as an entity entitled to treaty benefits under the competent authority 
provision. 
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companies, the U.S. should have little objection to including such a provision in the 

Protocol. 

D. Proposals to Reform the Derivative Benefits Test: 

The derivative benefits test in the Protocol provides treaty benefits to a resident of 

Canada for dividends, interest and royalties sourced in the U.S. if more than 90 percent of 

the vote and value of the Canadian resident is owned by qualifying persons, residents or 

citizens of the U.S., or other persons who: are residents of a country which the U.S. has a 

comprehensive tax treaty under which they are entitled to all the benefits; they would if 

resident in Canada qualify for treaty benefits under the Protocol as a result of being a 

qualifying person or because of the active business test; and finally they are entitled to a 

rate of withholding under their country's tax treaty with the U.S. at least as low as the rate 

in the Protocol. Additionally, a standard base erosion test must be met. The derivative 

benefits test in the U.S.-Mexico Treaty, Article 17(l)(g), is broader than the test in the 

Protocol. The test in the Mexico Treaty provides treaty benefits if 30 percent of a 

resident's beneficial ownership is owned by qualifying persons and 60 percent is held by 

persons resident in N A F T A member states.596 Further, the base erosion test is looser than 

that in the Protocol. The base erosion test in Mexico's derivative benefits test states that 

less than 70 percent of gross income can be used to meet liabilities to persons not entitled 

to treaty benefits and less than 40 percent of gross income is used to meet liabilities to 

persons who are neither qualifying persons nor residents of NAFTA. Similarly the 

derivative benefits test in the U.S.-Netherlands Tax Treaty provides treaty benefits to 

residents of the Netherlands if more than 30 percent of their vote and value is owned by 

qualifying persons resident in the Netherlands, more than 70 percent is owned by person 

resident in an E C member state and either the standard base erosion test is met or a 

modified EC base erosion test is met, whereby less than 70 percent of gross income is 

used to make deductible payments to non-qualifying persons and less than 30 percent of 

' Currently, residents of Canada are the only third country residents able to take advantage of this provision. 
However, the article is not restricted to only residents of Canada, but is open ended so that future members of 
NAFTA, which have a comprehensive U.S. tax treaty, can qualify for derivative benefits. 
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gross income is used to make deductible payments to non-qualifying persons who are not 

residents of E C member states. 

The provision of treaty benefits to N A F T A countries in the derivative benefits 

article of the U.S.-Mexico treaty is designed to facilitate NAFTA's goal of not hindering 

trade and investment between signatories of N A F T A . 5 9 7 The test in the Mexico Treaty 

will provide treaty benefits to many entities that would be subject to double taxation for 

failing to qualify under one the objective tests in the LOB article.598 As already stated, it is 

inexplicable why a similar provision was not included in the LOB Article in the Protocol. 

Thus I propose that the derivative benefits test in the Protocol be modified to include a 

similar provision to the one in the U.S.-Mexico and U.S.-Netherlands' tax treaties. Such a 

provision would be preferable to the current provision as more Canadian residents would 

be able to qualify for treaty benefits. Since not only is the threshold lower for qualifying 

under the tests, but only 60 percent of an entity's vote and value in the case of Mexico and 

70 percent in the case of the Netherlands is required to be owned by qualified persons and 

residents of N A F T A or EC countries compared to a 90 percent threshold in the Protocol. 

Those tests also do not include the complicated test in the Protocol that other persons 

must satisfy. The derivative benefits tests in the U.S.-Mexico and U.S.-Netherlands 

treaties make no reference to other persons who are resident in a country the U.S. has a 

comprehensive tax treaty with, under which they are entitled to all benefits, and that they 

would qualify for treaty benefits under the Protocol as a qualifying person or under the 

active business test //they were a resident of Canada, and that they are entitled to a rate of 

withholding in their country of residence's tax treaty with the U.S. at least as low the 

applicable rate in the Protocol. This complicated test is forsaken in the U.S.-Mexico and 

U.S.-Netherlands treaties in favour of their less complicated tests that only make reference 

to share ownership by qualifying persons and persons resident in either N A F T A or the E C 

countries with a comprehensive U.S. tax treaty. Additionally, the derivative benefits tests 

in the U.S.-Mexico and U.S.-Netherlands treaties include base erosion tests that allow a 

597 See supra note 291 at 239. 
598 Ibid. 
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larger percentage of deductible payments to go to non-qualifying persons who are 

resident in N A F T A or the E C countries. In recognition of the growing importance, and 

possible expansion, of N A F T A I would enthusiastically support incorporating a similar 

derivative benefits test in the Protocol. In fact, I would also propose to further modify the 

tests in the U.S.-Mexico and U.S.-Netherlands treaties by combining the test currently in 

the Protocol with the test in the U.S.-Mexico Treaty. Under my proposed derivative 

benefits test, a resident of Canada would be entitled to treaty benefits if they met the 

current test or if they met a test similar to the one in the U.S.-Mexico treaty. Under such 

a provision Canadian residents engaged in bona fide activities who are owned by residents 

of N A F T A member states or who satisfy the current derivative benefits test which does 

not require any local Canadian or N A F T A ownership will be will be entitled to treaty 

benefits.599 

£ . Additional Provisions: 

Article 26(6) of the U.S.-Netherlands Tax Treaty provides treaty benefits to 

entities engaged in shipping and air transport that are more than 50 percent owned by 

residents of a third country or the stock of the corporation is primarily and regularly 

traded on a recognized exchange in a third country. While I am not sure of the extent to 

which the Canadian shipping and air transport industry is owned by residents in third 

countries, or its shares traded on the stock exchanges of third countries, if this is 

significant then Canadian negotiators should consider demanding the inclusion of a similar 

provision in the LOB Article of the Protocol. 

F. Modification of Competent Authority Discretion: 

Paragraph 6 of LOB Article in the Protocol includes a safety net for Canadian 

residents that are not entitled to treaty benefits under any of the LOB Article's provisions. 

This provision states that where a Canadian resident is not entitled to treaty benefits, the 

' The current derivative benefits test provides treaty benefits to Canadian entities that are 90 percent owned by 
residents of a third country which have a comprehensive tax treaty with the U.S., and meets other conditions. This 
is not possible under the tests in the U.S.-Mexico and U.S.-Netherlands' treaties. Thus in order to preserve this 
avenue for treaty benefits, I propose that this part of the derivative benefits test, although complicated, be 
preserved. 
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person can request the U.S. competent authority to determine whether, on the basis of the 

person's history, structure, ownership and operations, its creation and existence did not 

have as a principal purpose the obtaining of treaty benefits that otherwise would not be 

available, or that it would not be appropriate to deny treaty benefits. The Canadian 

resident must be granted treaty benefits if the competent authority answers either of these 

two questions in the affirmative. The problem with this test is its subjective nature and the 

lack of objectively defined criteria that applicants should meet. 

The competent authority discretion provision in the LOB Article should be 

modified to include some objective criteria that give taxpayers an idea of their ability to 

qualify under this test. Amending this provision in such a fashion will remove some of its 

current uncertainty, but will still allow it to be flexible enough to provide treaty benefits to 

bona fide recipients. The ALI identified several factors that can be used as objective 

criteria to determine if an entity was or was not engaged in treaty shopping.600 These 

factors are: (1) whether the overall level of taxes imposed on the income has been 

significantly reduced through the imposition of the legal entity; (2) whether, even if there 

was a reduction, the treaty country imposes a substantial level of taxation on the income; 

(3) whether, if the owners of the entity are resident in a country with a tax treaty with the 

source country, the same or similar treaty benefits would have been available had the 

investment been made directly through an entity resident in such country; (4) whether the 

entity is newly formed or long standing and whether it arose through an acquisition or 

merger; (5) whether the invested capital was generated in the normal course of business or 

was borrowed; (6) whether the entity holds investments or conducts activities in other 

countries which are similar or related to the investment activity in the source country; and 

(7) any other factors suggesting that business considerations dictated the creation or 

utilization of the legal entity.601 The objective of these tests is to determine whether the 

600 See supra note 11 at 171-72. 
6 0 1 Similarly the branch tax profits regulations contain several factors that can be considered under its competent 

authority provision. Under that provision, the Commissioner of the IRS may take into consideration the following 
eight factors when determining whether a non-U.S. corporation is a qualified resident: (1) Business reasons for 
establishing and maintaining the corporation; (2) Date of incorporation compared to date that applicable U.S. 
bilateral treaty was entered; (3) Continuity of the historical business and ownership; (4) Extent to which the 
corporation satisfies one or more of the tests of section 884; (5) Extent to which U.S. trade or business is 
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combined tax burden of the source and resident countries has been manipulated to reduce 

the overall tax burden below normal levels.602 

Similarly, paragraph XIX of the M O U to the U.S.-Netherlands Tax Treaty 

contains six specific factors that can be considered by the competent authority in deciding 

whether treaty benefits should be granted.603 These factors are very similar to those 

proposed by the ALI. Essentially, they are a summary of the LOB concept as they 

describe situations that qualify as bona fide transactions entitled to treaty benefits.604 The 

M O U to the U.S.-German Tax Treaty also provides a list of factors that will be taken into 

consideration by the competent authority.605 

The competent authority provision in the LOB Article, or at least its Technical 

Explanation, should include a list of factors similar to those proposed by the ALI or those 

included in the M O U to the Netherlands and German treaties. This would improve the 

competent authority provision as taxpayers would have a guide against which to judge 

whether they will be entitled to treaty benefits by the U.S. competent authority. In 

addition to providing some certainty, such a list may also decrease the number of frivolous 

applications for rulings as taxpayers who do not fulfill any of the criteria may more than 

dependent on capital, assets, or personnel of the company; (6) Whether the company is a recipient of special tax 
benefits in the residence-country; (7) Whether the corporation is a member of an affiliated group; and (8) Extent to 
which the corporation would be entitled to comparable treaty benefits with respect to the income tax treaty that 
would apply to that corporation if it had been incorporated in the country or countries of residence of the majority 
of its shareholders. Treas. Reg. 1.884—5(f)(2)(i)—(viii). These factors are very similar to those proposed by the 
ALI. 

602 See supra note 201 at 43. 
6 0 3 These factors are: (1) The date of incorporation of the corporation in relation to the date that this Convention 

entered into force; (2) The continuity of the historical business and ownership of the corporation; (3) The business 
reason for the corporation residence in its State of residence; (4) The extent to which the corporation is claiming 
special tax benefits in its country of residence; (5) The extent to which the corporation's business activity in the 
other state is dependent on the capital, assets, or personnel of the corporation in its State of residence; (6) The 
extent to which the corporation would be entitled to treaty benefits comparable to those afforded by this 
Convention if it had been incorporated in the country of residence of the majority of its shareholders. See supra 
note 551 at 24. 

604 Ibid. 
6 0 5 These factors include: (1) the existence of a clear business purpose for the structure and location of the income 

earning entity; (2) the conduct of an active trade or business by the entity, instead of investment activity; and (3) a 
valid nexus between the entity and the activity giving rise to the income. 
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likely not be entitled to treaty benefits and thus will not want to incur the effort and 

expense of applying for a determination. 
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CONCLUSION 

Most countries adopt a policy of allowing a free transfer of capital into, within and 

out of their borders. This freedom has made foreign trade and investment possible and 

enhanced opportunities for cross-border business.606 Such a policy is one method for 

building a world-wide market and developing international economic co-operation and 

integration.607 Investors are able to direct capital to those countries where they expect to 

derive the highest return and are able to react to changes in the political and economic 

climate by de-4nvesting and directing funds to more favorable countries.608 

In North America, the broad objective of N A F T A is to increase the welfare of the 

residents of each of the member countries. This occurs by reducing or eliminating barriers 

to the free flow of goods, capital and services among the member countries.609 The classic 

premise for free trade is that the welfare of consumers is maximized if the prices they pay 

for goods and services are not distorted by tariffs, export subsidies, taxes, or regulatory 

and administrative burdens.610 Thus, consumers are best off when they pay the same price 

for a given product, whether produced domestically or abroad.611 

Provisions in domestic tax legislation and bilateral tax treaties also have the 

potential to distort the amount and location of cross-border investment and trade.612 The 

necessity to remove or mitigate such barriers has led to the current system of bilateral tax 

treaties that seek to minimize the impact of double taxation. As discussed in the second 

chapter, the goals of tax treaties are the prevention of double taxation, the prevention of 

606 See supra note 42 at 309. 

mlIbid. 
mIbid. 

6 0 9 See supra note 4 at 689. 

mIbid. 
611 Ibid. 
612 Ibid, at 699. 
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fiscal evasion and the promotion of stability. Double taxation should be avoided because 

of its harmful effects on the expansion of trade in goods and services, the movement of 

capital and persons, and because it seriously impedes the widening of economic 

relations.613 The prevention of double taxation is usually accomplished by one state giving 

up its jurisdiction to tax. Usually it is the state with relationship jurisdiction that gives up 

its power to tax to the state with source jurisdiction. The prevention of fiscal evasion is 

usually accomplished through the mutual exchange of information regarding taxpayers and 

in some tax treaties, especially U.S. tax treaties, through anti-treaty shopping provisions. 

Finally, the goal of promoting stability ensures that taxpayers know, with a strong degree 

of certainty, the basis of taxation in each country.614 

The relative freedom of investing, the absence of restrictions on the formation of 

companies by foreign investors and the fact that taxes constitute an important cost factor 

that can be minimized, has resulted in an industry of tax experts who endeavor to reduce 

the tax burden on foreign investments.615 These experts take advantage of the lack of a 

uniform tax treaty. They exploit the differences in the approach and content of the various 

tax treaties to minimize their client's tax burdens.616 This is accomplished by routing 

investments from one country to another through a third (and fourth and fifth) country in 

order to benefit from differing tax treaties and various domestic tax laws. The use of such 

international tax planning, also referred to as treaty shopping by those who oppose it, has 

become widespread and countries have begun to take action to prevent the use of 

intermediary companies to obtain treaty benefits. 

However, treaty shopping may not always be objectionable, and in the past it was 

not. Becker states that '{fjrom time to time, there seem to be waves of international 

opinion which, like fad or fashion, everybody accepts without critical scrutiny. Measures 

613 ibid. 

614 See supra note 523 at 375. 

615 See supra note 42 at 309.. 

616 Ibid. 
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against treaty shopping seem to be such a wave."617 Companies may be interposed in a 

country not necessarily for tax planning purposes, but they may have an economic reason. 

Corporations can be established in third countries to serve other markets. Additionally, 

they may be established in order to access capital markets, currency regulations or the 

political environment of that jurisdiction.618 Further, sometimes corporate structures are 

not objectionable even though on initial investigation it seems as if they were engaged in 

treaty shopping. For example, if a multinational corporation with production facilities in 

one state develops a patent that it licenses to another state under the protection of a tax 

treaty, this looks like a stepping-stone treaty shopping situation but is in fact absolutely a 

bona fide transaction.619 Finally, it has been argued that treaty shopping serves the 

permissible goal of attracting foreign capital to the country whose tax treaty is utilized for 

treaty shopping purposes.620 Without the cost advantage that treaty shopping provides 

this capital would not be invested in the host country as the increased withholding tax 

would be a strong disincentive. Situations such as the above example of licensing a patent 

are accepted as proper by the majority of international tax authorities. However, they can 

be treated as abusive or as conduit situations by anti^treaty shopping provisions in tax 

treaties. Thus, anti-treaty shopping mechanisms should be scrupulously investigated to 

determine if they are justified.621 

The old U.S.-Netherlands Tax Treaty represented one of the last and most 

notorious U.S. tax treaties that provided third country residents a permissible method for 

tax avoidance for their U.S. investments.622 U.S. negotiators' insistence on the inclusion 

of a strict LOB provision in new Netherlands treaty was entirely reasonable considering 

the amount of treaty shopping that occurred through the Netherlands and the Netherlands 

617 Ibid, at 339. 
618 Ibid. 
619 Ibid. 
620 See supra note 324 at 987. 
621 Ibid. 
622 See supra note 204 at 778. 
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Antilles. However, that there is no reason why strict anti-treaty shopping provisions 

should be included in bilateral tax treaties in the North American free trade zone.6 2 4 The 

ALI Tax Treaty Project correctly observed that the U.S. has overreacted to the treaty 

shopping problem.625 The ALI stated that the 'rules which seem both necessary and 

appropriate when the focus is on tax haven jurisdictions such as the Netherlands Antilles 

and the British Virgin Islands seem less needed and more intrusive on normal international 

economic relationships when applied in treaties entered into with the world's leading 

industrialized countries - countries which generally have substantial economies and 

comprehensive tax systems."626 This is exactly the case with the LOB Article in the 

Protocol. The ALI continued by stating that complex LOB provisions may have 

undesirably inhibitive effects on industrialized countries.627 Further, the ALI Tax Treaty 

Project determined that the ownership test, the publicly traded test and the active business 

safe harbour fail to apply to large number of legitimate situations because the underlying 

concept of these tests does not provide a reliable guide to legitimate business activities.628 

Finally, the ALI concluded by indicating that LOB provisions should be made more 

flexible to enable the appropriate structuring of legitimate international transactions.629 

The Canada-U.S., the U.S.-Mexico, and the Canada-Mexico Tax Treaties are 

vital components of N A F T A as they enhance NAFTA's principal purpose, the promotion 

6 2 3 However, it is debatable whether the LOB article in the Netherlands treaty is as strict as the provision in the 
Protocol. Dutch negotiators refused to agree to the inclusion of an article that did not recognize and make 
provision for the status of the Netherlands as a location for international holding and finance companies. The 
Netherlands was an ideal location for holding companies desiring to minimize the withholding taxes they were 
subject to because its extensive tax treaty network and the lack of Dutch taxes on dividends paid out of profits not 
derived from the Netherlands. Thus, Dutch negotiators insisted on, and were successful in, including a LOB 
article in the Netherlands treaty that provides treaty benefits for headquarters companies, aircraft and shipping 
companies and recognizes the Netherlands' membership in the EC by permitting deductible payments to EC 
countries to be included in the active business and derivative benefits tests. Similar provisions are not included in 
the Protocol. 

624 See supra note 4 at 732. 
625 See supra note 11 at 165. 
616 Ibid. 
627 Ibid. 
628 Ibid. 164. 
629 Ibid. 
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of trade and investment in North America. To make treaty shopping worthwhile, the 

Canadian tax rate on a particular item of income must be lower than the U.S. withholding 

rate that would be applicable without treaty shopping. However, very little, or no, treaty 

shopping occurs from Canada into the U.S. because Canadian tax rates are generally 

higher. The LOB Article violates the free trade policy in N A F T A because it denies treaty 

benefits to Canadian resident entities engaged in cross-border trade or investment that are 

involved in treaty shopping. Additionally, the LOB Article is unnecessary in the North 

American free trade zone as there are other provisions in N A F T A designed to protect the 

member states from treaty shopping. For example, if a German company, whose target 

market is the U.S., entered the North American market through a Canadian branch or 

subsidiary, the country of origin rules in N A F T A would provide adequate protection to 

the U.S . 6 3 0 Further, the investment article in N A F T A extends certain benefits to certain 

non-NAFTA investors.631 Thus, the LOB provision is unnecessary and incompatible with 

N A F T A . 6 3 2 

If, however, a country, such as the U.S., insists on the inclusion of a LOB Article 

in all its tax treaties then it is important to strike a balance when drafting such provisions. 

A balance must be reached between an article that is restrictive enough to limit benefits to 

intended recipients and one that is not so restrictive that it chokes off bona fide trade and 

investment activities.633 A LOB article that is too restrictive can burden the type of trade 

and investment envisioned by multi-lateral trade arrangements such as N A F T A . 6 3 4 One 

result of the LOB Article is that tri-party cross-border trade and investment that is 

intended to be encouraged by N A F T A may not qualify for treaty benefits and will be 

discouraged. Thus, a balance is needed between protecting the interest of tax authorities 

in preventing fiscal evasion and not defeating the policies of tax treaties and trade 

agreements in reducing double taxation and promoting trade. 

630 See supra note 4 at 732-33. 
631 Ibid. NAFTA, Article 1101. 
632 Ibid. 
633 See supra note 291 at 217. 
634 Ibid, at 219. 
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A major obstacle to drafting anti-treaty shopping provisions is the extent to which 

bona fide claimants are denied treaty benefits. If there is a danger that a high proportion 

of claimants have to prove that they are entitled to relief, the operation of the treaty will be 

so cumbersome and the guarantee of relief so uncertain that the benefits the treaty is 

designed to provide will be lost.635 Because of this problem the U.N. Ad Hoc Group 

suggested that it would be more effective to deny treaty benefits only to those entities that 

are shown to not be bona fide recipients rather than providing benefits only to those who 

prove that they are bona fide.636 In other words potential recipients should have a 

presumption of innocence, instead of a presumption of guilt. The U.S., on the other hand, 

has the opposite focus. The LOB provisions in U.S. tax treaties are drafted from the 

viewpoint that companies, by their very nature, are conduit entities used by their 

shareholders for treaty shopping purposes.637 Companies, as distinguished from 

individuals and governments, are not entitled to treaty benefits.638 Companies will only be 

entitled to treaty benefits if they meet the strict criteria in the LOB provision. Thus 

companies, under a U.S. LOB provision, have to overcome a presumption of guilt in order 

to obtain treaty benefits, whereas under the OECD Model they are presumed innocent and 

entitled to benefits unless proven guilty of treaty shopping. 

The LOB article is a reaction by the U.S. to its recent status as a capital importing 

nation because significant U.S. tax revenues are at stake when third country residents, 

particularly those from tax havens, are able to escape the maximum U.S. withholding tax 

on their U.S. source income. Additionally, the LOB provision significantly affects tax 

revenue flows between the U.S. and its major treaty partners. In most cases U.S. source 

income is not escaping taxation in the treaty partner country. What is occurring is that the 

635 See supra note 1 at 577. 
636 Ibid. 
637 See supra note 551 at 19-20. 
6 3 8 LOB provisions are directed against corporations, which are considered to be intermediate conduits engaged in 

treaty shopping without any proof to the contrary. This notion is supported by the fact that non-corporate entities, 
such as individual residents, governments and not-for-profit organizations, are generally unconditionally entitled 
to treaty benefits. See supra note 551 at 20. 
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LOB provision causes tax revenue to shift from the treaty country to the U.S. 

Although tax treaties are supposedly bilateral agreements, the ultimate effect of the LOB 

provision is a U.S. unilateral attempt to increase its tax revenues. The fundamental goal of 

tax treaties is the removal of the adverse effects of double taxation on the international 

movement of goods, services, capital, and people. Embracing a unilateral approach, not 

only places the United States in violation of international law, but also exposes U.S. 

businesses to retaliatory legislation by U.S. trading partners.640 The widespread disparity 

in approaches to anti-treaty shopping and LOB provisions indicates that there is no 

wholesale shift in favour of the U.S. strong-arm approach to LOB provisions.641 The 

world has not, for good reason, decided to follow the U.S. lead on the inclusion of LOB 

articles in tax treaties. 

The goal of my thesis is to scrupulously analyze the anti-treaty shopping provision, 

the LOB Article, in the Protocol to determine if it is justified. The methods I employed to 

accomplish this goal were to first examine the various provisions in the LOB Article. This 

involved analyzing each paragraph and discussing how they would likely be interpreted. 

Second, my analysis of whether the LOB Article is justified continued by discussing the 

potential problems these provisions may cause for Canadian residents and suggesting 

pitfalls and opportunities that tax practitioners should be aware of. Finally, my analysis 

concluded by comparing the provisions in the Protocol to those in other U.S. tax treaties, 

and proposals by the ALI and OECD. I conducted this comparison in order to determine 

if the LOB Article in the Protocol was justified by examining how it differed from 

analogous provisions in other U.S. tax treaties. I also conducted this comparison in order 

to develop proposals on how the LOB Article should be modified in the future when 

Canadian and U.S. tax authorities consult as to possible changes. 

The conclusion of my analysis is that the LOB Article in the Protocol is not a 

justifiable method of preventing treaty shopping that may occur between Canada and the 

639 See supra note 201 at 51. 

640 See supra note 204 at 817. 
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U.S. The LOB Article is difficult to apply in practice as it contains complex tests and 

many undefined and vague terms. The LOB articles in other U.S. tax treaties, such as the 

U.S.-Netherlands Treaty and the U.S.-German Treaty, contain comprehensive definitions 

in their LOB articles or in their accompanying MOUs or technical explanations, which 

unfortunately the Protocol does not. Further, the LOB Article has several potential 

problems and can have a negative impact on various Canadian residents not engaged in 

treaty shopping. In addition to potentially denying treaty benefits to foreign owned or 

controlled entities, this Article has the potential to deny treaty benefits to entities that are 

wholly Canadian owned and engaged in bona fide non-4reaty shopping activities, such as 

highly leveraged companies, trusts with non-resident beneficiaries and privately controlled 

companies. Canadian resident entities which have, or plan to have, U.S. source income 

will be required to take into account the extremely complex rules of the LOB Article and 

plan appropriately whenever there is a change to their U.S. or Canadian businesses, a 

change in their corporate structure or chain of ownership, a change in ownership of their 

shares, or even a change in their creditors or suppliers or the level of payments to them. 

Further, Canadian entities engaged in cross-border business or investment will have to 

conduct regular reviews to ensure that they are in compliance with the LOB Article. 

Additionally, the Canadian Government will have to realize that the LOB Article has the 

practical effect of amending the definition of residence as only qualified persons, not mere 

Canadian residents, are entitled to the benefits of the Convention. Finally, the Canadian 

Government must also recognize that the LOB Article could have the unplanned effect of 

re-directing tax revenues from Canada to the U.S . 6 4 2 

I also maintain that the LOB Article is not justifiable as it violates two of the three 

goals of tax treaty policy: namely, the prevention of double taxation and the promotion of 

stability. The LOB Article contains several complex tests and undefined terms that will be 

interpreted and applied according to U.S. domestic tax law, laws which Canadian residents 

and their advisors will not be familiar with.6 4 3 Anti-treaty shopping provisions, by their 

642 See supra note 20 at 55. 
6 4 3 Goossen concludes that because of the extreme intricacy of LOB provisions, practical application will focus on the 

safe harbours, the technical explanations and examples in MOUs, instead of on the basic tests. See supra note 551 
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very nature, introduce a level of uncertainty into the investment climate because the more 

rigorous the statute the greater the chance that the entity will not fulfill the criteria 

required to obtain treaty benefits.644 Therefore, the LOB Article fails to promote stability 

since taxpayers will not know with any degree certainty whether they qualify for treaty 

benefits under this provision. Second, the LOB Article does not prevent double taxation, 

but will actually increase the occurrences of double taxation. Many Canadian residents, 

previously entitled to treaty benefits, who are not engaged in treaty shopping will be 

unable to qualify for treaty benefits under this provision and will thus be subject to double 

taxation. Although, these taxpayers may be entitled to a foreign tax credit for the 

increased withholding tax they will be subject to, for reasons discussed earlier this may not 

provide adequate relief. Consequently, the LOB Article will result in an increased 

incidence of double taxation and a greater tax burden for some Canadian resident entities. 

In fact, it can be argued that the goal of preventing double taxation has been subsumed to 

the goal of preventing fiscal evasion to such a degree by the LOB Article that U.S. and 

Canadian tax treaty negotiators should consider renaming the Convention the 'Convention 

with Respect to the Prevention of Fiscal Evasion", instead of its current title - the 

'Convention with Respect to Taxes on Income and on Capital." 6 4 5 

The inclusion of the LOB Article in the Protocol was not based upon rational 

decision making but was motivated by U.S. tax treaty negotiators' determination to stop 

treaty shopping at all costs. The LOB Article illustrates the obsession of U.S. tax treaty 

policy of eliminating treaty shopping over the basic goal of international tax treaties, which 

is the facilitation of trade and investment through the removal of tax deterrents to the free 

exchange of capital, goods and services. Canada should not have agreed to the inclusion 

of the LOB Article in the Protocol because its negative impact on certain Canadian entities 

at 46. He fears that these extraneous explanations will then take on a life of their own and will result in an even 
more restricted application of the Treaty. 

' See supra note 1 at 573 discussing U.N. Study. 

' However, even though the central goal of the LOB Article is the prevention of fiscal evasion by eliminating treaty 
shopping, there, nonetheless, are other anti-treaty shopping methods that are equally effective and more equitable. 
Grady concluded that the LOB article has had little success in preventing treaty shopping. See supra note 200 at 
656. Similarly, Kim states that LOB provisions have had limited effectiveness, as well as a lukewarm reception. 
See supra note 324 at 984. 
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and the Canadian economy will outweigh the benefits the Protocol provides in terms of 

reduced withholding and estate taxes. Canadian tax treaty negotiators who in three years 

are responsible for consulting with their American counterparts with respect to the LOB 

Article should make every effort to amend the Article and remove some of its negative 

effects. They should strive to convince their U.S. colleagues that what is needed in the 

case of most developed countries is not a strict LOB Article to combat treaty shopping, 

but a flexible approach.646 Only by amending the LOB Article in such a way will the goals 

in the U.S.-Canada Tax Convention and NAFTA, of preventing double taxation and 

encouraging free trade, be capable of being fully realized. 

See supra note 201 at 51. 
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APPENDIX ONE: 

Third Protocol^ 

Amending the Convention between Canada and the United States of 
America with respect to taxes on Income and on Capital signed at Washington on 
September 26, 1980, as amended by the Protocols signed on June 14,1983, and 
March 28, 1984. 

Canada and the United States of America, desiring to conclude a Protocol to 
amend the Convention with Respect to Taxes on Income and on Capital signed at 
Washington on September 26, 1980, as amended by the Protocols signed on June 14, 
1983, and March 28, 1984 (hereinafter referred to as 'the Convention') have agreed as 
follows: 

Article 1: Taxes Covered 

1. Paragraphs 2 to 4 of Article II (Taxes Covered) of the Convention shall be 
deleted and replaced by the following: 

'2. Notwithstanding paragraph 1, the taxes existing on March 17, 1995 to 
which the Convention shall apply are: 

(a) in the case of Canada, the taxes imposed by the Government of Canada 
under the Income Tax Act; and 

(b) in the case of the United States, the Federal income taxes imposed by 
the Internal Revenue Code of 1986. However, the Convention shall apply 
to: 

(i) the United States accumulated earnings tax and personal holding 
company tax, to the extent, and only to the extent, necessary to 
implement the provisions of paragraphs 5 and 8 of Article X 
(Dividends); 

(ii) the United States excise taxes imposed with respect to private 
foundations, to the extent, and only to the extent, necessary to 
implement the provisions of paragraph 4 of Article XXI (Exempt 
Organizations); 

On March 17, 1995, a revised Protocol amending the Treaty Between Canada and the United States with respect 
to taxes on income and on capital signed on September 26, 1980, as amended by the Protocols signed on June 14, 
1983 and March 28, 1984, was signed. The revised Protocol is essentially the same as the August 31, 1995, 
Protocol. The revised Protocol merely recognizes that the Protocol has not yet been ratified and it accordingly 
includes revised dates as to effectiveness of the Protocol. Department of Finance Press Release, March 17, 1995. 
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(iii) the United States social security taxes, to the extent, and only 
to the extent, necessary to implement the provisions of paragraph 2 
of Article XXIV (Elimination of Double Taxation) and paragraph 4 
of Article XXIX (Miscellaneous Rules); and 

(iv) the United States estate taxes imposed by the Internal Revenue 
Code of 1986, to the extent, and only to the extent, necessary to 
implement the provisions of paragraph 3(g) of Article X X V I 
(Mutual Agreement Procedure) and Article XXIX B (Taxes 
Imposed by Reason of Death). 

3. The Convention shall apply also to: 

(a) any taxes identical or substantially similar to those taxes to 
which the Convention applies under paragraph 2; and 

(b) taxes on capital; 

which are imposed after March 17, 1995 in addition to , or in place 
of, the taxes to which the Convention applies under paragraph 2." 

Article 2: General Definitions 

Subparagraphs (c) and (d) of paragraph 1 of Article III (General Definitions) of the 
Convention shall be deleted and replaced by the following: 

'(c) the term 'Canadian tax" means the taxes referred to in Article II (Taxes 
Covered) that are imposed on income by Canada; 

(d) the term 'United States tax" means the taxes referred to in Article II (Taxes 
Covered), other than in subparagraph (b)(i) to (iv) of paragraph 2 thereof, that are 
imposed on income by the United States;" 

Article 3: Residence 
1. Paragraph 1 of Article IV (Residence) of the Convention shall be deleted and 

replaced by the following: 

"1. For the purposes of this Convention, the term 'resident" of a 
Contracting State means any person that, under the laws of that State, is liable to 
tax therein by reason of that person's domicile, residence, citizenship, place of 
management, place of incorporation or any other criterion of a similar nature, but 
in the case of an estate or trust, only to the extent that income derived by the estate 
or trust is liable to tax in that State, either in its hands or in the hands of its 
beneficiaries. For the purposes of this paragraph, an individual who is not a 
resident of Canada under this paragraph and who is a United States citizen or an 
alien admitted to the United States for permanent residence (a 'green card" holder) 
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is a resident of the United States only if the individual has a substantial presence, 
permanent home or habitual abode in the United States, and that individual's 
personal and economic relations are closer to the United States than to any third 
State. The term 'resident" of a, Contracting State is understood to include: 

(a) the Government of that State or a political subdivision or local authority 
thereof or any agency or instrumentality of any such government, 
subdivision or authority, and 

(b) (i) a trust, organization or other arrangement that is operated 
exclusively to administer or provide pension, retirement or employee 
benefits; and 

(ii) a not-for-profit organization 

that was constituted in that State and that is, by reason of its nature as 
such, generally exempt from income taxation in that State." 

2. A new sentence shall be added at the end of paragraph 3 of Article IV 
(Residence) of the Convention as follows: 

'Notwithstanding the preceding sentence, a company that was created in a 
Contracting State, that is a resident of both Contracting States and that is 
continued at any time in the other Contracting State in accordance with the 
corporate law in that other State shall be deemed while it is so continued to be a 
resident of that other State. 

Article 4: Related Persons 

Paragraphs 3 and 4 of Article IX (Related Persons) of the Convention shall be deleted 
and replaced by the following: 

'3. Where an adjustment is made or to be made by a Contracting State in 
accordance with paragraph 1, the other Contracting State shall (notwithstanding 
any time or procedural limitations in the domestic law of that other State) make a 
corresponding adjustment to the income, loss or tax of the related person in that 
other State if: 

(a) it agrees with the first-mentioned adjustment; and 

(b) within six years from the end of the taxable year to which the first-
mentioned adjustment relates, the competent authority of the other State 
has been notified of the first-mentioned adjustment. The competent 
authorities, however, may agree to consider cases where the corresponding 
adjustment would not otherwise be barred by any time or procedural 
limitations in the other State, even if the notification is not made within the 
six-year period. 
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4. In the event that the notification referred to in paragraph 3 is not given 
within the time period referred to therein, and the competent authorities have not 
agreed to otherwise consider the case in accordance with paragraph 3(b), the 
competent authority of the Contracting State which has made or is to make the 
first-mentioned adjustment may provide relief from double taxation where 
appropriate." 

Article 5: Dividends 

1. The reference in paragraphs 2(a) and 6 of Article X (Dividends) of the 
Convention to a rate of tax of "10 per cent" shall be deleted and replaced by references to 
a rate of tax of'5 per cent". 

2. Paragraph 7 of Article X (Dividends) of the Convention shall be deleted and 
replaced by the following: 

'7. Notwithstanding the provisions of paragraph 2, 

(a) dividends paid by a company that is a resident of Canada and a non
resident-owned investment corporation to a company that is a resident of 
the United States, that owns at least 10 per cent of the voting stock of the 
company paying the dividends and that is the beneficial owner of such 
dividends, may be taxed in Canada at a rate not exceeding 10 per cent of 
the gross amount of the dividends; 

(b) paragraph 2(b) and not paragraph 2(a) shall apply in the case of 
dividends paid by a resident of the United States that is a Regulated 
Investment Company; and 

(c) Paragraph 2(a) shall not apply to dividends paid by a resident of the 
United States that is a Real Estate Investment Trust, and paragraph 2(b) 
shall apply only where such dividends are beneficially owned by an 
individual holding an interest of less than 10 per cent in the trust; otherwise 
the rate of tax applicable under the domestic law of the United States shall 
apply. Where an estate or a testamentary trust acquired its interest in a Real 
Estate Investment Trust as a consequence of an individual's death, for the 
purposes of the preceding sentence the estate or trust shall for the five-year 
period following the death be deemed with respect to that interest to be an 
individual." 

Article 6: Interest 
1. The reference in paragraph 2 of Article XI (Interest) of the Convention to "15 

per cent" shall be deleted and replaced by a reference to "10 per cent". 
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2. Paragraph 3(d) of Article XI (Interest) of the Convention shall be deleted and 
replaced by the following: 

'(d) the interest is beneficially owned by a resident of the other Contracting 
State and is paid with respect to indebtedness arising as a consequence of 
the sale on credit by a resident of that other State of any equipment, 
merchandise or services except where the sale or indebtedness was 
between related persons; or" 

3. A new paragraph 9 shall be added to Article XI (Interest) of the Convention as 
follows: 

'9. The provisions of paragraphs 2 and 3 shall not apply to an excess 
inclusion with respect to a residual interest in a Real Estate Mortgage 
Investment Conduit to which Section 860G of the United States Internal 
Revenue Code, as it may be amended from time to time without changing 
the general principle thereof, applies." 

Article 7: Royalties 

1. Paragraph 3 of Article XII (Royalties) of the Convention shall be declared and 
replaced by the following: 

'3. Notwithstanding the provisions of paragraph 2, 

(a) copyright royalties and other like payments in respect of the 
production or reproduction of any literary, dramatic, musical or 
artistic work (other than payments in respect of motion pictures and 
works on film, videotape or other means of reproduction for use in 
connection with television); 

(b) payments for the use of, or the right to use, computer software; 

(c) payments for the use of, or the right to use, any patent or any 
information concerning industrial, commercial or scientific 
experience (but not including any such information provided in 
connection with a rental or franchise agreement); and 

(d) payments with respect to broadcasting as may be agreed for the 
purposes of this paragraph in an exchange of notes between the 
Contracting States; 

arising in a Contracting State and beneficially owned by a resident of the 
other Contracting State shall be taxable only in that other State." 

2. Paragraph 6 of Article XII (Royalties) of the Convention shall be deleted and 
replaced by the following: 

'6. For the purposes of this Article, 
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(a) royalties shall be deemed to arise in a Contracting State when 
the payer is a resident of that State. Where, however, the person 
paying the royalties, whether he is a resident of a Contracting State 
or not, has in a State a permanent establishment or a fixed base in 
connection with which the obligation to pay the royalties was 
incurred, and such royalties are borne by such permanent 
establishment or fixed base, then such royalties shall be deemed to 
arise in the State in which the permanent establishment or fixed 
base is situated and not in any other State of which the payer is a 
resident; and 

(b) where subparagraph (a) does not operate to treat royalties as 
arising in either Contracting State and the royalties are for the use 
of, or the right to use, intangible property or tangible personal 
property in a Contracting State, then such royalties shall be deemed 
to arise in that State." 

Article 8: Gains 
Paragraph 8 of Article XIII (Gains) of the Convention shall be deleted and 

replaced by the following: 

'8. Where a resident of a Contracting State alienates property in the course 
of a corporate or other organization, reorganization, amalgamation, division or 
similar transaction and profit, gain or income with respect to such alienation is not 
recognized for the purpose of taxation in that State, if requested to do so by the 
person who acquires the property, the competent authority of the other 
Contracting State may agree, in order to avoid double taxation and subject to 
terms and conditions satisfactory to such competent authority, to defer the 
recognition of the profit, gain or income with respect to such property for the 
purpose of taxation in that other State until such time and in such manner as may 
be stipulated in the agreement." 

Article 9: Pensions and Annuities 
1. Paragraph 3 of Article XVff l (Pensions and Annuities) of the Convention shall 

be deleted and replaced by the following: 

'3. For the purposes of this Convention, the term 'pensions" includes any 
payment under a superannuation, pension or other retirement arrangement, Armed 
Forces retirement pay, war veterans pensions and allowances and amounts paid 
under a sickness, accident or disability plan, but does not include payments under 
an income-averaging annuity contract or any benefit referred to in paragraph 5." 
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2. Paragraph 5 of Article XVIII (Pensions and Annuities) of the Convention shall 
be deleted and replaced by the following: 

'5. Benefits under the social security legislation in a Contracting State 
(including tier 1 railroad benefits but not including unemployment benefits) paid to 
a resident of the other Contracting State (and in the case of Canadian benefits, to a 
citizen of the United States) shall be taxable only in the first^nentioned State." 

3. A new paragraph 7 shall be added to Article XVIII (Pensions and Annuities) of 
the Convention as follows: 

'7. A natural person who is a citizen or resident of a Contracting State and 
a beneficiary of a trust, company, organization or other arrangement that is a 
resident of the other Contracting State, generally exempt from income taxation in 
that other State and operated exclusively to provide pension, retirement or 
employee benefits may elect to defer taxation in the first^nentioned State, under 
rules established by the competent authority of that State, with respect to any 
income accrued in the plan but not distributed by the plan, until such time as and to 
the extent that a distribution is made from the plan or any plan substituted therefor. 

Article 10: Exempt Organizations 

1. Paragraphs 2 and 3 of Article XXI (Exempt Organizations) of the Convention 
shall be deleted and replaced by the following: 

'2. Subject to the provisions of paragraph 3, income referred to in Articles 
X (Dividends) and XI (Interest) derived by: 

(a) a trust, company, organization or other arrangement that is a resident of 
a Contracting State, generally exempt from income taxation in a taxable 
year in that State and operated exclusively to administer or provide 
pension, retirement or employee benefits; or 

(b) a trust, company, organization or other arrangement that is a resident of 
a Contracting State, generally exempt from income taxation in a taxable 
year in that State and operated exclusively to earn income for the benefit of 
an organization referred to in subparagraph (a); 

shall be exempt from income taxation in that taxable year in the other Contracting 
State. 

3. The provisions of paragraphs 1 and 2 shall not apply with respect to the 
income of a trust, company, organization or other arrangement from carrying on a 
trade or business or from a related person other than a person referred to in 
paragraph 1 or 2." 

2. A new sentence shall be added at the end of paragraph 5 of Article XXI 
(Exempt Organizations) of the Convention as follows: 
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'for the purposes of this paragraph, a company that is a resident of Canada 
and that is taxable in the United States as if it were a resident of the United States 
shall be deemed to be a resident of the United States." 

3. Paragraph 6 of Article XXI (Exempt Organizations) of the Convention shall be 
deleted and replaced by the following: 

'6. For the purposes of Canadian taxation, gifts by a resident of Canada to 
an organization that is a resident of the United States, that is generally exempt 
from United States tax and that could qualify in Canada as a registered charity if it 
were a resident of Canada and created or established in Canada, shall be treated as 
gifts to a registered charity; however, no relief from taxation shall be available in 
any taxation year with respect to such gifts (other than such gifts to a college or 
university at which the resident or a member of the resident's family is or was 
enrolled) to the extent that such relief would exceed the amount of relief that 
would be available under the Income Tax Act if the only income of the resident for 
that year were the resident's income arising in the United State's. The preceding 
sentence shall not be interpreted to allow in any taxation year relief from taxation 
for gifts to registered charities in excess of the amount of relief allowed under the 
percentage limitations of the laws of Canada in respect of relief for gifts to 
registered charities." 

Article 11: Other Income 

A new paragraph 3 shall be added to Article XXII(Other Income) of the 
Convention as follows: 

'3. Losses incurred by a resident of a Contracting State with respect to 
wagering transactions the gains on which may be taxed in the other Contracting 
State shall, for the purpose of taxation in that other State, be deductible to the 
same extent that such losses would be deductible if they were incurred by a 
resident of that other State." 

Article 12: Elimination of Double Taxation 

1. Paragraphs 2(a) and 2(b) of Article XXIV (Elimination of Double Taxation of 
the Convention shall be deleted and replaced by the following: 

'(a) subject to the provisions of the law of Canada regarding the deduction 
from tax payable in Canada of tax paid in a territory outside Canada and to 
any subsequent modification of those provisions (which shall not affect the 
general principle hereof) 

(i) income tax paid or accrued to the United States on profits, 
income or gains arising in the United States, and 
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(ii) in the case of an individual, any social security taxes paid to the 
United States (other than taxes relating to unemployment insurance 
benefits) by the individual on such profits, income or gains shall be 
deducted from any Canadian tax payable in respect of such profits, 
income or gains; 

(b) subject to the existing provisions of the law of Canada regarding the 
taxation of income from a foreign affiliate and to any subsequent 
modification of those provisions-which shall not affect the general principle 
hereof-for the purpose of computing Canadian tax, a company which is a 
resident of Canada shall be allowed to deduct in computing its taxable 
income any dividend received by it out of the exempt surplus of a foreign 
affiliate which is a resident of the United States; and" 

2. Paragraph 5 of Article XXIV (Elimination of Double Taxation) of the 
Convention shall be deleted and replaced by the following: 

'5. Notwithstanding the provisions of paragraph 4, where a United 
States citizen is a resident of Canada, the following rules shall apply in 
respect of the items of income referred to in Article X.(Dividends), XI 
(Interest) or XII (Royalties) that arise (within the meaning of paragraph 3) 
in the United States and that would be subject to United States tax if the 
resident of Canada were not a citizen of the United States, as long as the 
law in force in Canada allows a deduction in computing income for the 
portion of any foreign tax paid in respect of such items which exceeds 15 
per cent of the amount thereof: 

(a) the deduction so allowed in Canada shall not be reduced by any 
credit or deduction for income tax paid or accrued to Canada 
allowed in computing the United States tax on such items; 

(b) Canada shall allow a deduction from Canadian tax on such items 
in respect of income tax paid or accrued to the United States on 
such items, except that such deduction need not exceed the amount 
of the tax that would be paid on such items to the United States if 
the resident of Canada were not a United States citizen; and 

(c) for the purposes of computing the United States tax on such 
items, the United States shall allow as a credit against United States 
tax the income tax paid or accrued to Canada after the deduction 
referred to in subparagraph (b). The credit so allowed shall reduce 
only that portion of the United States tax on such items which 
exceeds the amount of tax that would be paid to the United States 
on such items if the resident of Canada were not a United States 
citizen." 

3. Paragraph 7 of Article XXIV (Elimination of Double Taxation) of the 
Convention shall be deleted and replaced by the following: 
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'7. For the purposes of this Article, any reference to 'income tax paid or 
accrued" to a Contracting State shall include Canadian tax and United States tax, 
as the case may be, and taxes of general application which are paid or accrued to a 
political subdivision or local authority of that State, which are not imposed by that 
political subdivision or local authority in a manner inconsistent with the provisions 
of the Convention and which are substantially similar to the Canadian tax or United 
States tax, as the case may be." 

4. A new paragraph 10 shall be added to Article XXIV (Elimination of Double 
Taxation) of the Convention as follows: 

"10. Where in accordance with any provision of the Convention income 
derived or capital owned by a resident of a Contracting State is exempt from tax in 
that State, such State may nevertheless, in calculating the amount of tax on other 
income or capital, take into account the exempted income or capital." 

Article 13: Non-Discrimination 

1. Paragraph 3 of Article X X V (Non-Discrimination) of the Convention shall be deleted 
and replaced by the following: 

'3. In determining the taxable income or tax payable of an individual who is 
a resident of a Contracting State, there shall be allowed as a deduction in respect 
of any other person who is a resident of the other Contracting State and who is 
dependent on the individual for support the amount that would be so allowed if 
that other person were a resident of the first^nentioned State." 

2. Paragraph 10 of Article X X V (Non-Discrimination) of the Convention shall be 
deleted and replaced by the following: 

"10. Notwithstanding the provisions of Article II (Taxes Covered), this 
Article shall apply to all taxes imposed by a Contracting State." 

Article 14: Mutual Agreement Procedure 

1. Paragraphs 3(f) and (g) of Article XXVI (Mutual Agreement Procedure) of the 
Convention shall be deleted and replaced by the following: 

'(f) to the elimination of double taxation with respect to a partnership; 

(g) to provide relief from double taxation resulting from the application of 
the estate tax imposed by the United States or the Canadian tax as a result 
of a distribution or disposition of property by a trust that is a qualified 
domestic trust within the meaning of section 2056A of the Internal 
Revenue Code, or is described in subsection 70(6) of the Income Tax Act 
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or is treated as such under paragraph 5 of Article XXIX B (Taxes Imposed 
by Reason of Death), in cases where no relief is otherwise available; or 

(h) to increases in any dollar amounts referred to in the Convention to 
reflect monetary or economic developments." 

2. A new paragraph 6 shall be added to Article XXIV (Mutual Agreement 
Procedure) of the Convention as follows: 

%. If any difficulty or doubt arising as to the interpretation or application 
of the Convention cannot be resolved by the competent authorities pursuant to the 
preceding paragraphs of this Article, the case may, if both competent authorities 
and the taxpayer agree, be submitted for arbitration, provided that the taxpayer 
agrees in writing to be bound by the decision of the arbitration board. The decision 
of the arbitration board in a particular case shall be binding on both States with 
respect to that case. The procedures shall be established in an exchange of notes 
between the Contracting States. The provisions of this paragraph shall have effect 
after the Contracting States have so agreed through the exchange of notes." 

Article 15: Assistance in Collection 

A new Article X X V I A (Assistance in Collection) shall be added to the Convention 
as follows: 

"Article XXVIA 

Assistance in Collection 

1. The Contracting States undertake to lend assistance to each other in the 
collection of taxes referred to in paragraph 9, together with interest, costs, additions to 
such taxes and civil penalties, referred to in this Article as a 'revenue claim". 

2. An application for assistance in the collection of a revenue claim shall include a 
certification by the competent authority of the applicant State that, under the laws of that 
State, the revenue claim has been finally determined. For the purposes of this Article, a 
revenue claim is finally determined when the applicant State has the right under its internal 
law to collect the revenue claim and all administrative and judicial rights of the taxpayer to 
restrain collection in the applicant State have lapsed or been exhausted. 

3. A revenue claim of the applicant State that has been finally determined may be 
accepted for collection by the competent authority of the requested State and, subject to 
the provisions of paragraph 7, if accepted shall be collected by the requested State as 
though such revenue claim were the requested State's own revenue claim finally 
determined in accordance with the laws applicable to the collection of the requested 
State's own taxes. 

4. Where an application for collection of a revenue claim in respect of a taxpayer is 
accepted 
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(a) by the United States, the revenue claim shall be treated by the United States as 
an assessment under United States laws against the taxpayer as of the time the 
application is received; and 

(b) by Canada, the revenue claim shall be treated by Canada as an amount payable 
under the Income Tax Act, the collection of which is not subject to any restriction. 

5. Nothing in this Article shall be construed as creating or providing any rights of 
administrative or judicial review of the applicant State's finally determined revenue claim 
by the requested State, based on any such rights that may be available under the laws of 
either Contracting State. If, at any time pending execution of a request for assistance 
under this Article, the applicant State loses the right under its internal law to collect the 
revenue claim, the competent authority of the applicant State shall promptly withdraw the 
request for assistance in collection. 

6. Subject to this paragraph, amounts collected by the requested State pursuant to 
this Article shall be forwarded to the competent authority of the applicant State. Unless 
the competent authorities of the Contracting States otherwise agree, the ordinary costs 
incurred in providing collection assistance shall be borne by the requested State and any 
extraordinary costs so incurred shall be borne by the applicant State. 

7. A revenue claim of an applicant State accepted for collection shall not have in 
the requested State any priority accorded to the revenue claims of the requested State. 

8. No assistance shall be provided under this Article for a revenue claim in respect 
of a taxpayer to the extent that the taxpayer can demonstrate that 

(a) where the taxpayer is an individual, the revenue claim relates to a taxable 
period in which the taxpayer was a citizen of the requested State, and 

(b) where the taxpayer is an entity that is a company, estate or trust, the revenue 
claim relates to a taxable period in which the taxpayer derived its status as such an 
entity from the laws in force in the requested State. 

9. Notwithstanding the provisions of Article II (Taxes Covered), the provisions of 
this Article shall apply to all categories of taxes collected by or on behalf of the 
Government of a Contracting State. 

10. Nothing in this Article shall be construed as: 

(a) limiting the assistance provided for in paragraph 4 of Article X X V I (Mutual 
Agreement Procedure); or 

(b) imposing on either Contracting State the obligation to carry out administrative 
measures of a different nature from those used in the collection of its own taxes or 
that would be contrary to its public policy (order public). 

11. The competent authorities of the Contracting States shall agree upon the mode 
of application of this Article, including agreement to ensure comparable levels of 
assistance to each of the Contracting States." 
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Article 16: Exchange of Information 

1. Paragraph 1 of Article XXVII (Exchange of Information) of the Convention shall be 
deleted and replaced by the following: 

"1. The competent authorities of the Contracting States shall exchange 
such information as is relevant for carrying out the provisions of this Convention 
or of the domestic laws of the Contracting States concerning taxes to which the 
Convention applies insofar as the taxation thereunder is not contrary to the 
Convention. The exchange of information is not restricted by Article I (Personal 
Scope). Any information received by a Contracting State shall be treated as secret 
in the same manner as information obtained under the taxation laws of that State 
and shall be disclosed only to persons or authorities (including courts and 
administrative bodies) involved in the assessment or collection of, the 
administration and enforcement in respect of, or the determination of appeals in 
relation to the taxes to which the Convention applies or, notwithstanding 
paragraph 4, in relation to taxes imposed by a political subdivision or local 
authority of a Contracting State that are substantially similar to the taxes covered 
by the Convention under Article II (Taxes Covered). Such persons or authorities 
shall use the information only for such purposes. They may disclose the 
information in public court proceedings or injudicial decisions. The competent 
authorities may release to an arbitration board established pursuant to paragraph 6 
of Article XXVI (Mutual Agreement Procedure) such information as is necessary 
for carrying out the arbitration procedure; the members of the arbitration board 
shall be subject to the limitations on disclosure described in this Article. 

2. Paragraph 4 of Article XXVII (Exchange of Information) of the Convention 
shall be deleted and replaced by the following: 

"4. For the purposes of this Article, the Convention shall apply, 
notwithstanding the provisions of Article II (Taxes Covered): 

(a) to all taxes imposed by a Contracting State; and 

(b) to other taxes to which any other provision of the Convention applies, 
but only to the extent that the information is relevant for the purposes of 
the application of that provision. 

Article 17: Miscellaneous Rules 

1. Paragraph 3(a) of Article XXIX (Miscellaneous Rules) of the Convention shall 
deleted and replaced by the following: 

'(a) under paragraphs 3 and 4 of Article IX (Related Persons), paragraphs 6 and 7 
of Article XIII (Gains), paragraphs 1, 3, 4, 5, 6(b) and 7 of Article XVIII 
(Pensions and Annuities), paragraph 5 of Article XXIX (Miscellaneous Rules), 
paragraphs 1, 5 and 6 of Article XXIX B (Taxes Imposed by Reason of Death), 
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paragraphs 2, 3 4 and 7 of Article XXIX B (Taxes Imposed by Reason of Death) 
as applied to the estates of persons other than former citizens referred to in 
paragraph 2 of this Article, paragraphs 3 and 5 of Article X X X (Entry into Force), 
and Articles XIX (Government Service), XXI (Exempt Organizations), XXIV 
(Elimination of Double Taxation), X X V (Non-Discrimination) and XXVT (Mutual 
Agreement Procedure);" 

2. Paragraph 5 to 7 of Article XXIX (Miscellaneous Rules) of the Convention shall 
deleted and replaced by the following; 

'5. Where a person who is a resident of Canada and a shareholder of a 
United States S corporation requests the competent authority of Canada to do so, 
the competent authority may agree, subject to terms and conditions satisfactory to 
such competent authority, to apply the following rules for the purposes of taxation 
in Canada with respect to the period during which the agreement is effective: 

(a) the corporation shall be deemed to be a controlled foreign affiliate of 
the person; 

(b) all the income of the corporation shall be deemed to be foreign accrual 
property income; 

(c) for the purposes of subsection 20(11) of the Income Tax Act, the 
amount of the corporation's income that is included in the person's income 
shall be deemed not to be income from a property; and 

(d) each dividend paid to the person on a share of the capital stock of the 
corporation shall be excluded from the person's income and shall be 
deducted in computing the adjusted cost base to the person of the share. 

6. For purposes of paragraph 3 of Article XXII (Consultation) of the 
General Agreement on Trade in Services, the Contracting States agree that: 

(a) a measure falls within the scope of the Convention only if: 

(i) the measure relates to a tax to which Article X X V (Non-
Discrimination) of the Convention applies; or 

(ii) the measure relates to a tax to which Article X X V (Non-
Discrimination) of the Convention does not apply and to which any 
other provision of the Convention applies, but only to the extent 
that the measure relates to a matter dealt with in that other 
provision of the Convention; and 

(b) notwithstanding paragraph 3 of Article XXII (Consultation) of the 
General Agreement on Trade in Services, any doubt as to the interpretation 
of subparagraph (a) will be resolved under paragraph 3 of Article XXVI 
(Mutual Agreement Procedure) of the Convention or any other procedure 
agreed to by both Contracting States. 

7. The appropriate authority of a Contracting State may request 
consultations with the appropriate authority of the other Contracting State to 
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determine whether change to the Convention is appropriate to respond to changes 
in the law or policy of that other State. Where domestic legislation enacted by a 
Contracting State unilaterally removes or significantly limits any material benefit 
otherwise provided by the Convention, the appropriate authorities shall promptly 
consult for the purpose of considering an appropriate change to the Convention." 

Article 18: Limitation on Benefits 

A new Article XXIX A (Limitation on Benefits) shall be added to the Convention 
as follows: 

"Article XXIX A 

Limitation on Benefits 

1. For the purposes of the application of this Convention by the United 
States, 

(a) a qualifying person shall be entitled to all of the benefits of this 
Convention, and 

(b) except as provided in paragraphs 3, 4 and 6, a person that is not a 
qualifying person shall not be entitled to any benefits of the Convention. 

2. For the purposes of this Article, a qualifying person is a resident of 
Canada that is: 

(a) a natural person; 

(b) the Government of Canada or a political subdivision or local authority 
thereof, or any agency or instrumentality of any such government, 
subdivision or authority; 

(c) a company or trust in whose principal class of shares or units there is 
substantial and regular trading on a recognized stock exchange; 

(d) a company more than 50 per cent of the vote and value of the shares 
(other than debt substitute shares) of which is owned, directly or indirectly, 
by five or fewer persons each of which is a company or trust referred to in 
subparagraph (c), provided that each company or trust in the chain of 
ownership is a qualifying person or a resident or citizen of the United 
States; 

(e) 

(i) a company 50 per cent or more of the vote and value of the shares 
(other than debt substitute shares) of which is not owned, directly or 
indirectly, by persons other than qualifying persons or residents or 
citizens of the United States, or 
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(ii) a trust 50 per cent or more of the beneficial interest in which is not 
owned, directly or indirectly, by persons other than qualifying persons or 
residents or citizens of the United States, 

where the amount of the expenses deductible from gross income that are 
paid or payable by the company or trust, as the case may be, for its 
preceding fiscal period (or, in the case of its first fiscal period, that 
period) to persons that are not qualifying persons or residents or citizens 
of the United States is less than 50 per cent of its gross income for that 
period; 

(f) an estate; 

(g) a not-for-profit organization, provided that more than half of the 
beneficiaries, members or participants of the organization are qualifying 
persons or residents or citizens of the United States; or 

(h) an organization described in paragraph 2 of Article XXI (Exempt 
Organizations) and established for the purpose of providing benefits 
primarily to individuals who are qualifying persons, persons who were 
qualifying persons within the five preceding years, or residents or citizens 
of the United States. 

3. Where a person that is a resident of Canada and is not a qualifying 
person of Canada, or a person related thereto, is engaged in the active conduct of a 
trade or business in Canada (other than the business of making or managing 
investments, unless those activities are carried on with customers in the ordinary 
course of business by a bank, an insurance company, a registered securities dealer 
or a deposit taking financial institution), the benefits of the Convention shall apply 
to that resident person with respect to income derived from the United States in 
connection with or incidental to that trade or business, including any such income 
derived directly or indirectly by that resident person through one or more other 
persons that are residents of the United States. Income shall be deemed to be 
derived from the United States in connection with the active conduct of a trade or 
business in Canada only if that trade or business is substantial in relation to the 
activity carried on in the United States giving rise to the income in respect of 
which benefits provided under the Convention by the United States are claimed. 

4. A company that is a resident of Canada shall also be entitled to the 
benefits of Articles X (Dividends), XI (Interest) and XII (Royalties) if 

(a) its shares that represent more than 90 per cent of the aggregate vote 
and value represented by all of its shares (other than debt substitute shares) 
are owned, directly or indirectly, by persons each of whom is a qualifying 
person, a resident or citizen of the United States or a person who 

(i) is a resident of a country with which the United States has a 
comprehensive income tax Convention and is entitled to all of the 
benefits provided by the United States under that Convention; 
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(ii) would qualify for benefits under paragraphs 2 or 3 if that person 
were a resident of Canada (and, for the purposes of paragraph 3, if 
the business it carried on in the country of which it is a resident 
were carried on by it in Canada); and 

(iii) would be entitled to a rate of United States tax under the 
Convention between that person's country of residence and the 
United States, in respect of the particular class of income for which 
benefits are being claimed under this Convention, that is at least as 
low as the rate applicable under this Convention; and 

(b) the amount of the expenses deductible from gross income that are paid 
or payable by the company for its preceding fiscal period (or, in the case of 
its first fiscal period, that period) to persons that are not qualifying persons 
or residents or citizens of the United States is less than 50 per cent of the 
gross income of the company for that period. 

5. For the purposes of this Article, 

(a) the term 'recognized stock exchange" means: 

(i) the NASDAQ System owned by the National Association of 
Securities Dealers, Inc. and any stock exchange registered with the 
Securities and Exchange Commission as a national securities 
exchange for purposes of the Securities Exchange Act of 1934; 

(ii) Canadian stock exchanges that are 'prescribed stock 
exchanges" under the Income Tax Act; and 

(iii) any other stock exchange agreed upon by the Contracting 
States in an exchange of notes or by the competent authorities of 
the Contracting States; 

(b) the term 'hot^br-profit organization" of a Contracting State means an 
entity created or established in that State and that is, by reason of its not-
for-profit status, generally exempt from income taxation in that State, and 
includes a private foundation, charity, trade union, trade association or 
similar organization; and 

(c) the term 'debt substitute share" means: 

(i) a share described in paragraph (e) of the definition 'term 
preferred share" in the Income Tax Act, as it may be amended from 
time to time without changing the general principle thereof; and 

(ii) such other type of share as may be agreed upon by the 
competent authorities of the Contracting States. 

6. Where a person that is a resident of Canada is not entitled under the 
preceding provisions of this Article to the benefits provided under the Convention 
by the United States, the competent authority of the United States shall, upon that 
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person's request, determine on the basis of all 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. 

7. It is understood that the fact that the preceding provisions of this Article 
apply only for the purposes of the application of the Convention by the United 
States shall not be construed as restricting in any manner the right of a Contracting 
State to deny benefits under the Convention where it can reasonably be concluded 
that to do otherwise would result in an abuse of the provisions of the Convention." 

Article 19: Taxes Imposed by Reason of Death 

A new Article XXIX B (Taxes Imposed by Reason of Death) shall be added to the 
Convention as follows: 

"Article XXIX B 

Taxes Imposed by Reason of Death 

1. Where the property of an individual who is a resident of a Contracting State 
passes by reason of the individual's death to an organization referred to in paragraph 1 of 
Article XXI (Exempt Organizations), the tax consequences in a Contracting State arising 
out of the passing of the property shall apply as if the organization were a resident of that 
State. 

2. In determining the estate tax imposed by the United States, the estate of an 
individual (other than a citizen of the United States) who was a resident of Canada at the 
time of the individual's death shall be allowed a unified credit equal to the greater of 

(a) the amount that bears the same ratio to the credit allowed under the law 
of the United States to the estate of a citizen of the United States as the 
value of the part of the individual's gross estate that at the time of the 
individual's death is situated in the United States bears to the value of the 
individual's entire gross estate wherever situated; and 

(b) the unified credit allowed to the estate of a non-resident not a citizen of 
the United States under the law of the United States. 

The amount of any unified credit otherwise allowable under this paragraph shall be 
reduced by the amount of any credit previously allowed with respect to any gift made by 
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the individual. The credit otherwise allowable under subparagraph (a) shall be allowed 
only if all information necessary for the verification and computation of the credit is 
provided. 

3. In determining the estate tax imposed by the United States on an individual's 
estate with respect to property that passes to the surviving spouse of the individual (within 
the meaning of the law of the United States) and that would qualify for the estate tax 
marital deduction under the law of the United States if the surviving spouse were a citizen 
of the United States and all applicable elections were properly made (in this paragraph and 
in paragraph 4 referred to as "qualifying property'), a non-refundable credit computed in 
accordance with the provisions of paragraph 4 shall be allowed in addition to the unified 
credit allowed to the estate under paragraph 2 or under the law of the United States, 
provided that 

(a) the individual was at the time of death a citizen of the United States or 
a resident of either Contracting State; 

(b) the surviving spouse was at the time of the individual's death a resident 
of either Contracting State; 

(c) if both the individual and the surviving spouse were residents of the 
United States at the time of the individual's death, one or both was a citizen 
of Canada; and 

(d) the executor of the decedent's estate elects the benefits of this 
paragraph and waives irrevocably the benefits of any estate tax marital 
deduction that would be allowed under the law of the United States on a 
United States Federal estate tax return filed for the individual's estate by 
the date on which a qualified domestic trust election could be made under 
the law of the United States. 

4. The amount of the credit allowed under paragraph 3 shall equal the lesser of 

(a) the unified credit allowed under paragraph 2 or under the law of the 
United States (determined without regard to any credit allowed previously 
with respect to any gift made by the individual), and 

(b) the amount of estate tax that would otherwise be imposed by the 
United States on the transfer of qualifying property. 

The amount of estate tax that would otherwise be imposed by the United States on 
the transfer of qualifying property shall equal the amount by which the estate tax (before 
allowable credits) that would be imposed by the United States of the qualifying property 
were included in computing the taxable estate exceeds the estate tax (before allowable 
credits) that would be so imposed if the qualifying property were not so included. Solely 
for purposes of determining other credits allowed under the law of the United State, the 
credit provided under paragraph 3 shall be allowed after such other credits. 

5. Where an individual was a resident of the United States immediately before the 
individual's death, for the purposes of subsection 70(6) of the Income Tax Act, both the 
individual and the individual's spouse shall be deemed to have been resident in Canada 
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immediately before the individual's death. Where a trust that would be a trust described in 
subsection 70(6) of that Act, if its trustees that were residents or citizens of the United 
States or domestic corporations under the law of the United States were residents of 
Canada, requests the competent authority of Canada to do so, the competent authority 
may agree, subject to terms and conditions satisfactory to such competent authority, to 
treat the trust for the purposes of that Act as being resident in Canada for such time as 
may be stipulated in the agreement. 

6. In determining the amount of Canadian tax payable by an individual who 
immediately before death was a resident of Canada, or by a trust described in subsection 
70(6) of the Income Tax Act (or a trust which is treated as being resident in Canada under 
the provisions of paragraph 5), the amount of any Federal or state estate or inheritance 
taxes payable in the United States (not exceeding, where the individual was a citizen of the 
United States or a former citizen referred to in paragraph 2 of Article XXIX 
(Miscellaneous Rules), the amount of estate and inheritance taxes that would have been 
payable if the individual were not a citizen or former citizen of the United States) in 
respect of property situated within the United States shall, 

(a) to the extent that such estate or inheritance taxes are imposed upon the 
individual's death, be allowed as a deduction from the amount of any 
Canadian tax otherwise payable by the individual for the taxation year in 
which the individual died on the total of 

(i) any income, profits or gains of the individual arising (within the 
meaning of paragraph 3 of Article XXIV (Elimination of Double 
Taxation)) in the United States in that year, and 

(ii) where the value at the time of the individual's death of the 
individual's entire gross estate wherever situated (determined under 
the law of the United States) exceeded 1.2 million U.S. dollars or 
its equivalent in Canadian dollars, any income, profits or gains of 
the individual for that year from property situated in the United 
States at that time, and 

(b) to the extent that such estate or inheritance taxes are imposed upon the 
death of the individual's surviving spouse, be allowed as a deduction from 
the amount of any Canadian tax otherwise payable by the trust for its 
taxation year in which that spouse dies on any income, profits or gains of 
the trust for that year arising (within the meaning of paragraph 3 of Article 
XXIV (Elimination of Double Taxation)) in the United States or from 
property situated in the United States at the time of death of the spouse. 

For purposes of this paragraph, property shall be treated as situated within the 
United States if it is so treated for estate tax purposes under the law of the United States 
as in effect on March 17, 1995, subject to any subsequent changes thereof that the 
competent authorities of the Contracting States have agreed to apply for the purposes of 
this paragraph. The deduction allowed under this paragraph shall take into account the 
deduction for any income tax paid or accrued to the United States that is provided under 
paragraph 2(a), 4(a) or 5(b) of Article XXIV (Elimination of Double Taxation). 
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7. In determining the amount of estate tax imposed by the United States on the 
estate of an individual who was a resident or citizen of the United States at the time of 
death, or upon the death of a surviving spouse with respect to a qualified domestic trust 
created by such an individual or the individual's executor or surviving spouse, a credit shall 
be allowed against such tax imposed in respect of property situated outside the United 
States, for the federal and provincial income taxes payable in Canada in respect of such 
property by reason of the death of the individual or, in the case of a qualified domestic 
trust, the individual's surviving spouse. Such credit shall be computed in accordance with 
the following rules: 

(a) a credit otherwise allowable under this paragraph shall be allowed 
regardless of whether the identity of the taxpayer under the law of Canada 
corresponds to that under the law of the United States; 

(b) the amount of a credit allowed under this paragraph shall be computed 
in accordance with the provisions and subject to the limitations of the law 
of the United States regarding credit for foreign death taxes (as it may be 
amended from time to time without changing the general principle hereof), 
as though the income tax imposed by Canada were a creditable tax under 
that law; 

(c) a credit may be claimed under this paragraph for an amount of federal 
or provincial income tax payable in Canada only to the extent that no credit 
or deduction is claimed for such amount in determining any other tax 
imposed by the United States, other than the estate tax imposed on 
property in a qualified domestic trust upon the death of the surviving 
spouse. 

8. Provided that the value, at the time of death, of the entire gross estate wherever 
situated of an individual who was a resident of Canada (other than a citizen of the United 
States) at the time of death does not exceed 1.2 million U S dollars or its equivalent in 
Canadian dollars, the United States may impose its estate tax upon property forming part 
of the estate of the individual only if any gain derived by the individual from the alienation 
of such property would have been subject to income taxation by the United States in 
accordance with Article XIII (Gains)." 

Article 20: Future Consultation 

1. The appropriate authorities of the Contracting States shall consult within a 
three-year period from the date on which this Protocol enters into force with respect to 
further reductions in withholding taxes provided in the Convention, and with respect to 
the rules in Article XXIX A (Limitation on Benefits) of the Convention. 

2. The appropriate authorities of the Contracting States shall consult after a three-
year period from the date on which the Protocol enters into force in order to determine 
whether it is appropriate to make the exchange of notes referred to in Article X X V I 
(Mutual Agreement Procedure) of the Convention. 
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Article 21: Entry into Force 

1. This Protocol shall be subject to ratification in accordance with the applicable 
procedures in Canada and the United States and instruments of ratification shall be 
exchanged as soon as possible. 

2. The Protocol shall enter into force upon the exchange of instruments of 
ratification, and shall have effect: 

(a) For tax withheld at the source on income referred to in Articles X (Dividends), 
XI (Interest), XII (Royalties) and XVTII (Pensions and Annuities) of the 
Convention, except on income referred to in paragraph 5 of Article XVIII of the 
Convention (as it read before the entry into force of this Protocol), with respect to 
amounts paid or credited on or after the first day of the second month next 
following the date on which the Protocol enters into force, except that the 
reference in paragraph 2(a) of Article X (Dividends) of the Convention, as 
amended by the Protocol, to '5 per cent" shall be read, in its application to 
amounts paid or credited on or after that first day: 

(i) Before 1996, as '7 per cent"; and 

(ii) After 1995 and before 1997, as '6 per cent"; and 

(b) For other taxes, with respect to taxable years beginning on or after the first day 
of January next following the date on which the Protocol enters into force, except 
that the reference in paragraph 6 of Article X (Dividends) of the Convention, as 
amended by the Protocol, to "5 per cent" shall be read, in its application to taxable 
years beginning on or after that first day and ending before 1997, as "6 per cent". 

3. Notwithstanding the provisions of paragraph 2, Article X X V I A (Assistance in 
Collection) of the Convention shall have effect for revenue claims finally determined by a 
requesting State after the date that is 10 years before the date on which the Protocol 
enters into force. 

4. Notwithstanding the provisions of paragraph 2, paragraphs 2 through 8 of 
Article XXIX B (Taxes Imposed by Reason of Death) of the Convention (and paragraph 2 
of Article II (Taxes Covered) and paragraph 3(a) of Article XXIX (Miscellaneous Rules) 
of the Convention, as amended by the Protocol, to the extent necessary to implement 
paragraphs 2 through 8 of Article XXIX B (Taxes Imposed by Reason of Death) of the 
Convention) shall, notwithstanding any limitation imposed under the law of a Contracting 
State on the assessment, reassessment or refund with respect to a person's return, have 
effect with respect to deaths occurring after the date on which the Protocol enters into 
force and, provided that any claim for refund by reason of this sentence is filed within one 
year of the date on which the Protocol enters into force or within the otherwise applicable 
period for filing such claims under domestic law, with respect to benefits provided under 
any of those paragraphs with respect to deaths occurring after November 10, 1988. 
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5. Notwithstanding the provisions of paragraph 2, paragraph 2 of Article 3 of the 
Protocol shall have effect with respect to taxable years beginning on or after the first day 
of January next following the date on which the Protocol enters into force. 
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APPENDIX TWO: 

Article 16 of the 1981 U.S. Model Income Tax Treaty.048 

1. A person (other tan an individual) which is a resident of a contracting state shall 
not be entitled under this convention to relief from taxation in the other contracting state 
unless: 

(a) more than seventy-five percent of the beneficial interest in such person is 
owned, directly or indirectly, by one or more individual residents of the first-
mentioned contracting state; and 

(b) the income of such person is not used in substantial part, directly or indirectly, 
to meet liabilities (including liabilities for interest or royalties) to persons who 
are residents of a state other than a contracting state and who are not citizens 
of the United States. 

For purposes of subparagraph (a), a company that has substantial trading in its 
stock on a recognized exchange in a contracting state is presumed to be owned by 
individual residents of that contracting state. 

2. Paragraph 1 shall not apply if it is determined that the acquisition or 
maintenance of such person and the conduct of its operation did not have as its principal 
purpose obtaining benefits under the convention. 

3. Any relief from tax provided by a contracting state to a resident of the other 
contracting state under the convention shall be inapplicable to the extent that, under the 
law in force in that other state, the income to which the relief relates bears significantly 
lower tax than similar income arising within that other state derived by residents of that 
other state. 

: Article 16 of the U.S. Treasury Department Model Income Tax Treaty of June 16, 1981, reprinted in 1 Tax 
Treaties (CCH)l 158. 
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APPENDIX THREE 

Article 28 of the German-United States Income Tax Treaty: 

1. A person that is a resident of a Contracting State and derives income from the 
other Contracting State shall be entitled, in that other Contracting State, to all the benefits 
of this Convention only if such person is: 

(a) an individual: 

(b) a Contracting State, or a political subdivision or local authority thereof; 

(c) engaged in the active conduct of a trade or business in the first-mentioned 
Contracting State (other than the business of making or managing investments, 
unless these activities are banking or insurance activities carries on by a bank 
or insurance company), and the income derived from the other Contracting 
State is derived in connection with, or is incidental to, that trade or business; 

(d) a company in whose principal class of shares there is substantial and regular 
trading on a recognized stock exchange; 

(e) (aa) a person more than fifty percent of the beneficial interest in which (or in 
the case of a company, more than fifty percent of the number of shares of each 
class of whose shares) is owned, directly or indirectly, by persons entitled to 
benefits of this Convention under subparagraphs (a), (b), (d), or (f) or who are 
citizens of the United States; and 

(bb) a person, more than fifty percent of the gross income of which is not used, 
directly or indirectly, to meet liabilities (including liabilities for interest or royalties) 
to persons not entitled to benefits of this Convention under subparagraphs (a), (b), 
(d) or (f) or who are not citizens of the United States; or 

(f) a not-for-profit organization that, by virtue of that status, is generally exempt 
from income taxation in its Contracting State of residence, provided that more 
than half of the beneficiaries, members, or participants, if any, in such 
organization are person that are entitled, under this Article, to the benefits of 
this Convention. 

'Article 28 of the German-U.S. Income Tax Treaty, entered into force on August 21,1991. Convention for the 
Avoidance of Double Taxation, Aug. 29, 1989, U.S.-F.R.G., reprinted in 2 Tax Treaties (CCH) f 3249 (Feb. 
1993). 
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2. A person that is not entitled to the benefits of this Convention pursuant to the 
provision of paragraph 1 may, nevertheless, be granted the benefits of the Convention if 
the competent authority of the State in which the income is question arises so determines. 

3. For purposes of paragraph 1, the term 'recognized stock exchange" means: 

(a) the NASDAQ System owned by the National Association of Securities 
Dealers, Inc. and any stock exchange registered with the Securities and 
Exchange Commission as a national securities exchange for the purposes of the 
Securities Exchange Act of 1934; 

(b) any German Stock Exchange on which registered dealings in shares take place; 

(c) any other stock exchange agreed upon by the competent authorities of the 
Contracting States. 

4. The competent authorities of the Contracting States shall consult together with 
a view to developing a commonly agreed application of the provisions of this Article. The 
competent authorities shall, in accordance with the provision of Article 26 (Exchange of 
Information and Administrative Assistance), exchange such information as is necessary for 
carrying out the provisions of this Article and safeguarding, in cases envisioned therein, 
the application of their domestic law. 
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APPENDIX FOUR: 

Article 26 of the U.S.-Netherlands Income Tax Treaty. 

1. A person that is a resident of one of the States and derives income from the 
other State shall be entitled, in that other State, to all the benefits of this Convention only 
if such person is: 

(a) an individual; 

(b) a State, or a political subdivision or local authority thereof; 

(c) a company meeting any of the following tests: 

(i) the principal class of its shares is listed on a recognized stock exchange 
located in either of the States and is substantially and regularly traded on 
one or more recognized stock exchanges; 

(ii) (A) more than 50% of the aggregate vote and value of all of its shares 
is owned, directly or indirectly, by five or fewer companies which are 
resident of either State, the principal classes of the shares of which are 
listed and traded as described in subparagraph (c)(i), and 

(B) the company is not a conduit company, as defined in subparagraph 
8(m); or 

(iii) in the case of a company resident in the Netherlands, 

(A) at least 30% of the aggregate vote and value of all of its shares is 
owned, directly or indirectly, by five or fewer companies resident in the 
Netherlands, the principal classes of the shares of which are listed and 
traded as described in subparagraph (c)(i); 

(B) at least 70% of the aggregate vote and value of all of its shares is 
owned, directly or indirectly, by five or fewer companies that are 
residents of the United States or of member states of the European 
Communities, the principal classes of shares of which are substantially 
and regularly traded on one or more recognized stock exchanges; and 

Article 26 (Limitation on Benefits) of the U.S.-Netherlands Income Tax Treaty (December 18, 1992). 
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(C) the company is not a conduit company, as defined in subparagraph 
8(m); or 

(iv) in the case of a conduit company (as defined in paragraph 8(m)) that 
satisfies the requirements of subparagraph (c)(ii)(A) or (c)(iii)(A) and (B), 
such company satisfies the conduit base reduction test set forth in 
paragraph 5(d); 

(d) a person: 

(i) more than 50% of the beneficial interest in which (or, in the case of a 
company, more than 50% of the aggregate vote and value of all of its 
shares, and more than 50% of the shares of any 'disproportionate class of 
shares') is owned, directly or indirectly, by qualified persons; and 

(ii) which meets the base reduction test described in paragraph 5; or 

(e) a not-for-profit organization that, by virtue of that status, is generally exempt 
from income taxation in its State of residence, provided that more than half of the 
beneficiaries, members, or participants, if any, in such organization are qualified 
persons. 

2. (a) A person resident in one of the States shall also be entitled to the benefits of 
this Convention with respect to income derived from the other State if such person is 
engaged in the active conduct of a trade or business in the first-mentioned State (other 
than the business of making or managing investments, unless these activities are banking 
or insurance activities carried on by a bank or insurance company), and 

(i) the income derived in the other State is derived in connection with that 
trade or business in the first-mentioned State and the trade or business of 
the income-recipient is substantial in relation to the income producing 
activity, or 

(ii) the income derived in the other State is incidental to that trade or 
business in the first^nentioned State. 

(b) Income is derived in connection with a trade or business if the income-
producing activity in the other State is a line of business which forms a part of or is 
complementary to the trade or business conducted in the first-mentioned State by the 
income recipient. 

(c) Whether the trade or business of the income recipient is substantial will 
generally be determined by reference to its proportionate share of the trade or business in 
the other State, the nature of the activities performed and the relative contributions made 
to the conduct of the trade or business in both States. In any case, however, the trade or 
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business of the income recipient will be deemed to be substantial if, for the preceding 
taxable year, the average of the ratios for the following three factors exceeds 10% (or in 
the case of a person electing to apply subparagraph (h), 60%) and each of the ratios 
exceeds 7.5% (or in the case of a person electing to apply subparagraph (h), 50%), 
provided that for any separate factor that does not meet the 7.5% test (or in the case of a 
person electing to apply subparagraph (h), the 50% test) in the first preceding taxable year 
the average of the ratios for that factor in the three preceding taxable years may be 
substituted: 

(i) the ratio of the value of assets used or held for use in the active conduct 
of the trade or business by the income recipient in the firstHnentioned State 
(without regard to any assets attributed from a third state under 
subparagraph (h), except in the case of a person electing to apply 
subparagraph (h)) to all, or, as the case may be, the proportionate share of 
the value of such assets so used or held for use by the trade or business 
producing the income in the other State; 

(ii) the ratio of gross income derived from the active conduct of the trade 
or business by the income recipient in the first-mentioned State (without 
regard to any gross income attributed from a third state under 
subparagraph (h), except in the case of a person electing to apply 
subparagraph (h)) to all, or, as the case may be, the proportionate share of 
the gross income so derived by the trade or business producing the income 
in the other State; and 

(iii) the ratio of the payroll expense of the trade or business for services 
performed within the first-mentioned State (without regard to any services 
attributed from a third state under subparagraph (h), except in the case of a 
person electing to apply subparagraph (h)) to all, or, as the case may be, 
the proportionate share of the payroll expense of the trade or business for 
services performed in the other State. 

(d) Income derived from a State is incidental to a trade or business conducted in 
the other State if the income is not described in subparagraph (b) and the production of 
such income facilitates the conduct of the trade or business in the other State (for 
example, the investment of the working capital of such trade or business). In the case of a 
person electing to apply subparagraph (h), the income that is considered incidental to the 
trade or business shall not be greater than four times the amount of income that would 
have been considered incidental to the trade or business actually conducted in the 
Netherlands. 

(e) A person that is a resident of one of the States is considered to be engaged in 
the active conduct of a trade or business in that State (and is considered to carry on all, or, 
as the case may be, the proportionate share of such trades or businesses) if such person: 
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(i) is directly so engaged; 

(ii) is a partner in a partnership that is so engaged; 

(iii) is a person in which a controlling beneficial interest is held by a single 
person which is engaged in the active conduct of a trade or business in that 
State; 

(iv) is a person in which a controlling beneficial interest is held by a group 
of five or fewer persons each member of which is engaged in activity in that 
State which is a component part of or directly related to the trade or 
business in that State; 

(v) is a company that is a member of a group of companies that form or 
could form a consolidated group for tax purposes according to the law of 
that State (as applied without regard to the residence of such companies), 
and the group is engaged in the active conduct of a trade or business in that 
State; 

(vi) owns, either alone or as a member of a group of five or fewer persons 
that are qualified persons, residents of a member state of the European 
Communities, or residents of an identified state, a controlling beneficial 
interest in a person that is engaged in the active conduct of a trade or 
business in the State in which such owner is resident; or 

(vii) is, together with another person that is so engaged, under the common 
control of a person (or a group of five or fewer persons) which (or, in the 
case of a group, each member of which) is a qualified person, a resident of 
a member state of the European Communities or a resident of an identified 
state. 

For purposes of subparagraphs (e)(vi) and (e)(vii), an 'identified State" 
includes any third country, identified by agreement of the competent authorities, 
which has effective provisions for the exchange of information with the State in 
which the person being tested under this paragraph is a resident. 

(f) For purposes of subparagraph (e), a person (or group) shall be deemed to own 
a 'controlling beneficial interest" in another person if it holds directly or indirectly a 
beneficial interest which represents more than 50% of the value and voting power in such 
other person, provided that: 

(i) an interest consisting of 50% or less of the value and voting power of 
any third person shall be considered for purposes of determining the 
percentage of indirect ownership held in such other person; and 
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(ii) no person shall be considered to be part of a group owning a 
controlling beneficial interest in an entity unless such person holds directly 
a beneficial interest which represents at least 10% of the value and voting 
power in such entity. 

(g) For purposes of subparagraph (e), a person (or group) shall be deemed to have 
'bommon control" of two persons if it holds a controlling beneficial interest in each such 
person. 

(h) For purposes of applying the rules of this paragraph, where a person that is a 
resident of the Netherlands is engaged active conduct of a trade or business in the 
Netherlands (or considered to be so engaged under the rules of subparagraph (e)), and 
activity that is a component part of, or directly related to that trade or business, consistent 
with the rules of subparagraph (e), is also conducted in other Member States of the 
European Communities, that person may elect to treat all, or, as the case may be, the 
proportionate share of such activity as if it were conducted solely in the Netherlands, 
provided that each of the following three ratios exceeds 15%: 

(i) the ratio of the value of assets used or held for use in the active conduct 
of the trade or business within the Netherlands (without regard to any 
assets attributed from a third state under this subparagraph) to all, or, as 
the case may be, the proportionate share of the value of such assets so used 
or held for use within all such member states; 

(ii) the ratio of gross income derived from the active conduct of the trade 
or business within the Netherlands (without regard to any gross income 
attributed from a third state under this subparagraph) to all, or, as the case 
may be, the proportionate share of the gross income so derived within all 
such member states; and 

(iii) the ratio of the payroll expense of the trade or business for services 
performed within the Netherlands (without regard to any services 
attributed from a third state under this subparagraph) to all, or, as the case 
may be, the proportionate share of the payroll expense of the trade or 
business for services performed within all such member states. 

3. A person that is a resident of one of the States shall also be entitled to all the 
benefits of this Convention if that person functions as a headquarters company for a 
multinational corporate group. A person shall be considered a headquarters company for 
this purpose only if: 

(a) it provides a substantial portion of the overall supervision and administration of 
the group, which may include, but cannot be principally, group financing; 
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(b) the corporate group consists of corporations resident in, and engaged in an 
active business in, at least five countries, and the business activities carried on in 
each of the five countries (or five groupings of countries) generate at least 10% of 
the gross income of the group; 

(c) the business activities carried on in a state other than the State of residence of 
the headquarters company generate less than 50% of the gross income of the 
group; 

(d) no more than 25% of its gross income is derived from the other State; 

(e) it has, and exercises, independent discretionary authority to carry out the 
functions referred to in subparagraph (a); 

(f) it is subject to the same income taxation rules in its country of residence as 
persons described in paragraph 2; and 

(g) the income derived in the other State either is derived in connection with, or is 
incidental to, the active business referred to in subparagraph (b). 

If the gross income requirements of subparagraphs (b), (c) or (d) of this 
paragraph are not fulfilled, they will be deemed to be fulfilled if the required ratios 
are met when averaging the gross income of the preceding four years. 

4. (a) A company resident in the Netherlands shall also be entitled to the benefits 
of Article 10 (Dividends), 11 (Branch tax), 12 (Interest), or 13 (Royalties) if: 

(i) more than 30% of the aggregate vote and value of all of its shares (and 
more than 30% of the shares of any 'disproportionate class of shares') is 
owned, directly or indirectly, by qualified persons resident in the 
Netherlands; 

(ii) more than 70% of all such shares is owned, directly or indirectly, by 
qualified persons and persons that are residents of member states of the 
European Communities; and 

(iii) such company meets the base reduction test described in paragraph 5. 

(b) In determining whether, pursuant to subparagraph (a)(ii), a company's shares 
are owned by residents of member states of the European Communities, only those shares 
shall be considered which are held by persons that are residents of states with a 
comprehensive income tax Convention with the United States, as long as the particular 
dividend, profit or income subject to the branch tax, interest, or royalty payment in respect 
of which treaty benefits are claimed would be subject to a rate of tax under that 
Convention that is no less favorable than the rate of tax applicable to such company under 
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Articles 10 (Dividends), 11 (Branch tax), 12 (Interest) or 13 (Royalties) of this 
Convention. 

5. (a) A person meets the base reduction test described in this paragraph if: 

(i) less than 50% percent of such person's gross income is used, directly or 
indirectly, to make deductible payments in the current taxable year to 
persons that are not qualified persons; or 

(ii) in the case of a person resident in the Netherlands, 

(A) less than 70% of such gross income is used, directly or 
indirectly, to make deductible payments to persons that are not 
qualified persons; and 

(B) less than 30% of such gross income is used, directly or 
indirectly, to make deductible payments to persons that are neither 
qualified persons nor residents of member states of the European 
Communities. 

(b) For purposes of this paragraph, the term 'gross income" means gross income 
for the first taxable year preceding the current taxable year; provided that the amount of 
gross income for the first taxable year preceding the current taxable year will be deemed to 
be no less than the average of the annual amounts of gross income for the four taxable 
years preceding the current taxable year. 

(c) For purposes of this paragraph, the term 'deductible payments" includes 
payments for interest or royalties, but does not include payments at arm's length for the 
purchase or use of or the right to use tangible property in the ordinary course of business 
or remuneration at arm's length for services performed in the country of residence of the 
person making such payments. Types of payments may be added to or eliminated from 
the exceptions mentioned in the preceding definition of'deductible payments" by mutual 
agreement of the competent authorities. 

(d) For purposes of paragraph 1(c), the conduit base reduction test means the base 
reduction test described in this paragraph, except that the term 'deductible payments" for 
this purpose means only those payments described in subparagraph (c): 

(i) that are made to an associated enterprise (as described in Article 9 
(Associated enterprises), except that whether two enterprises are 
associated will be determined for this purpose without regard to the 
residence of either enterprise; and 

(ii) that are subject to an aggregate rate of tax (including withholding tax) 
in the hands of the recipient that is less than 50% of the rate that would be 
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applicable had the payment been received in the State of residence of the 
payer, and subject to the normal taxing regime in that State. 

6. A person, resident of one of the States, which derives from the other State 
income mentioned in Article 8 (Shipping and air transport) and which is not entitled to the 
benefits of this Convention because of the foregoing paragraphs, shall nevertheless be 
entitled to the benefits of this Convention with respect to such income if: 

(a) more than 50% of the beneficial interest in such person (or in the case of a 
company, more than 50% of the value of the stock of such company) is owned, 
directly or indirectly, by qualified persons or individuals who are residents of a 
third state; or 

(b) in the case of a company, the stock of such company is primarily and regularly 
traded on an established securities market in a third state, provided that such third 
state grants an exemption under similar terms for profits as mentioned in Article 8 
of this Convention to citizens and corporations of the other State either under its 
national law or in common agreement with that other State or under a Convention 
between that third state and the other State. 

7. A person resident of one of the States, who is not entitled to benefits of this 
Convention because of the foregoing paragraphs, may, nevertheless, be granted benefits of 
this Convention if the competent authority of the State in which the income in question 
arises so determines. In making such determination, the competent authority shall take into 
account as its guideline whether the establishment, acquisition, or maintenance of such 
person or the conduct of its operations has or had as one of its principal purposes the 
obtaining of benefits under this Convention. The competent authority of the State in which 
the income arises will consult with the competent authority of the other State before 
denying the benefits of the Convention under this paragraph. 

8. The following provisions apply for purposes of this Article: 

(a) the term 'principal class of shares" is generally the ordinary or common shares 
of the company, provided that such class of shares represents the majority of the voting 
power and value of the company. When no single class of shares represents the majority of 
the voting power and value of the company, the 'principal class of shares" is generally 
those classes that in the aggregate possess more than 50% of the voting power and value 
of the company. In determining voting power, any shares or class of shares that are 
authorized but not issued shall not be counted and in mutual agreement between the 
competent authorities appropriate weight shall be given to any restrictions or limitations 
on voting rights of issued shares. 

The 'principal class of shares" also includes any 'disproportionate class of shares". 
Notwithstanding the preceding rules, the 'principal class of shares" may be identified by 
mutual agreement between the competent authorities of the States. 
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(b) the term "shares" shall include depository receipts thereof or trust certificates 
thereof. 

(c) the term 'disproportionate class of shares" means any class of shares of a 
company resident in one of the States that entitles the shareholder to disproportionately 
higher participation, through dividends, redemption payments or otherwise, in the earnings 
generated in the other State by particular assets or activities of the company. 

(d) the term 'recognized stock exchange" means: 

(i) any stock exchange registered with the Securities and Exchange 
Commission as a national securities exchange for purposes of the Securities 
Exchange Act of 1934; 

(ii) the Amsterdam Stock Exchange; 

(iii) the NASDAQ System owned by the National Association of Securities 
Dealers, Inc. or the parallel market of the Amsterdam Stock Exchange; and 

(iv) any other stock exchange agreed upon by the competent authorities of 
both States, including, for this purpose, any stock exchanges listed in an 
exchange of notes signed at the later of the dates on which the respective 
governments have notified each other in writing that the formalities 
constitutionally required for the entry into force of the Convention as 
meant in Article 37 (Entry into force) in their respective States have been 
complied 

However, with respect to closely held companies, the term 'recognized 
stock exchange" shall not include the stock exchanges mentioned under 
subparagraph (iii), or if so indicated in mutual agreement between the competent 
authorities, under subparagraph (iv). 

(e) the term 'closely held company" means a company of which 50% or more of 
the principal class of shares is owned by persons, other than qualified persons or residents 
of a member state of the European Communities, each of whom beneficially owns, directly 
or indirectly, alone or together with related persons more than 5% of such shares for more 
than 30 days during a taxable year. 

(f) the shares in a class of shares are considered to be substantially and regularly 
traded on one or more recognized stock exchanges in a taxable year if: 

(i) trades in such class are effected on one or more of such stock exchanges 
other than in de minimis quantities during every month; and 
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(ii) the aggregate number of shares of that class traded on such stock 
exchange or exchanges during the previous taxable year is at least 6% of 
the average number of shares outstanding in that class during that taxable 
year. 

For purposes of this subparagraph, any pattern of trades conducted in 
order to meet the 'Substantial and regular trading"tests will be disregarded. 

(g) the term "qualified person"means: 

(i) a person that is entitled to benefits of this Convention pursuant to the 
provisions of paragraph 1; and 

(ii) a citizen of the United States. 

(h) the term 'member state of the European Communities" means, unless the 
context requires otherwise: 

(i) the Netherlands; and 

(ii) any other member state of the European Communities with which both 
States have in effect a comprehensive income tax Convention. 

(i) the term 'resident of a member state of the European Communities" means a 
person that would be considered a resident of any such member state under the principles 
of Article 4 (Resident) and would be entitled to the benefits of this Convention under the 
principles of paragraph 1, applied as if such member state were the Netherlands, and that 
is otherwise entitled to the benefits of the Convention between that person's state of 
residence and the United States. 

(j) the not^br-profit organizations referred to in subparagraph 1(e) of this Article 
include, but are not limited to, pension funds, pension trusts, private foundations, trade 
unions, trade associations, and similar organizations, provided, however, that in all events, 
a pension fund, pension trust, or similar entity organized for purposes of providing 
retirement, disability, or other employment benefits that is organized under the laws of a 
State shall be entitled to the benefits of the Convention if the organization sponsoring such 
fund, trust, or entity is entitled to the benefits of the Convention under this Article. 

(k) the reference in subparagraph (c)(ii) and clauses (A) and (B) of subparagraph 
(c)(iii) of paragraph 1 to shares that are owned, directly or indirectly, shall mean that all 
companies in the chain of ownership that are used to satisfy the ownership requirements of 
the respective clause or subparagraph, must meet the residence requirements that are 
described in such clause or subparagraph. 
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(1) for the purpose of paragraphs 2, 3 and 5, the competent authorities may by 
mutual agreement, notwithstanding the provisions of these paragraphs, determine 
transition rules for newly-established business operations, newly-established corporate 
groups or newly-established headquarters companies. 

(m) for purposes of subparagraph (l)(c)(ii)(B) and (l)(c)(iii)(C), the term 'conduit 
company" means a company that makes payments of interest, royalties and any other 
payments included in the definition of deductible payments (as defined in subparagraph 
(5)(c)) in a taxable year in an amount equal to or greater than 90% of its aggregate 
receipts of such items during the same taxable year. Notwithstanding the previous 
sentence, a bank or insurance company shall not be considered to be a conduit company if 
it (i) is engaged in the active conduct of a banking or insurance business and (ii) is 
managed and controlled by associated enterprises (within the meaning of Article 9 
(Associated enterprises), except that whether two enterprises are associated will be 
determined for this purpose without regard to the residence of either enterprise) that are 
qualified persons. 
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APPENDIX FIVE: 

Article 17 of the U.S.-Mexico Income Tax Treaty. 

1. A person that is a resident of a Contracting State and derives income from the 
other Contracting State shall be entitled under this Convention to relief from taxation in 
that other Contracting State only if such person is: 

(a) an individual; 

(b) a Contracting State, or a political subdivision or local authority thereof; 

(c) engaged in the active conduct of a trade or business in the first-mentioned 
State (other than the business of making or managing investments, unless these 
activities are banking or insurance activities carried on by a bank or insurance 
company) and the income derived from the other Contracting State is derived in 
connection with, or is incidental to, that trade or business; 

(d) either 

(i) a company in whose principal class of shares there is substantial and 
regular trading on a recognized securities exchange located in either of the 
States; 

(ii) a company which is wholly owned, directly or indirectly, by a resident 
of that Contracting State in whose principal class of shares there is such 
substantial and regular trading on a recognized securities exchange located 
in either of the States; or 

(iii) a company which is 

(A) wholly owned, directly or indirectly, by residents of any State 
that is a party to the North American Free Trade Agreement 
('NAFTA') in whose principal class of shares there is such 
substantial and regular trading on a recognized securities exchange; 
and 

Article 17 (Limitation on Benefits) of the U.S.-Mexico Income Tax Treaty (September 18, 1992). 
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(B) more than 50% owned, directly or indirectly, by residents of 
either Contracting State in whose principal class of shares there is 
such substantial and regular trading on a recognized securities 
exchange located in such a State; 

(e) an entity that is a not^br-profit organization (including a pension fund or 
private foundation) and that, by virtue of that status, is generally exempt from 
income taxation in its Contracting State of residence, provided that more than half 
of the beneficiaries, members or participants, if any, in such organization are 
entitled, under this Article, to the benefits of this Convention; 

(f) a person that satisfies both of the following conditions: 

(i) more than 50% of the beneficial interest in such person (or in the case of 
a company, more than 50% of the number of shares of each class of the 
company's shares) is owned, directly or indirectly, by persons entitled to 
the benefits of this Convention under subparagraphs (a), (b), (d) or (e); and 

(ii) less than 50% of the gross income of such person is used, directly or 
indirectly, to meet liabilities (including liabilities for interest or royalties) to 
persons not entitled to the benefits of this Convention under subparagraphs 
(a),(b),(d)or(e);or 

(g) a person claiming benefits under Articles 10 (Dividends), 11 (Interest), 11A 
(Branch tax), or 12 (Royalties) that satisfies the following conditions: 

(i) more than 30% of the beneficial interest in such person (or, in the case 
of a company, more than 30% of the number of shares of each class of the 
company's shares) is owned, directly or indirectly, by persons resident in a 
Contracting State and entitled to the benefits of this Convention under 
subparagraphs (a), (b), (d), or (e); 

(ii) more than 60% of the beneficial interest in such person (or, in the case 
of a company, more than 60% of the number of shares of each class of the 
company's shares) is owned, directly or indirectly, by persons resident in a 
state that is a party to NAFTA; and 

(iii) 

(A) less than 70% of the gross income of such person is used 
directly or indirectly to meet liabilities (including liabilities for 
interest or royalties) to persons that are not entitled to the benefits 
of this Convention under subparagraphs (a), (b), (d), or (e); and 
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(B) less than 40% of the gross income of such person is used 
directly or indirectly to meet liabilities (including liabilities for 
interest or royalties) to persons that are neither entitled to the 
benefits of this Convention under subparagraphs (a), (b), (d), or (e) 
nor residents of a state that is a party to NAFTA. 

A resident of a State that is a party to N A F T A shall only be 
considered as owning a beneficial interest (or share) under subparagraph 
(g)(ii) if that State has a comprehensive income tax Convention with the 
Contracting State from which the income is derived and if the particular 
dividend, profit or income subject to the branch tax, interest, or royalty 
payment, in respect of which benefits under this Convention are claimed, 
would be subject to a rate of tax under that Convention that is no less 
favorable than the rate of tax applicable to such resident under Articles 10 
(Dividends), 11 (Interest), 11A (Branch tax), or 12 (Royalties) of this 
Convention. 

2. A person which is not entitled to the benefits of the Convention pursuant to the 
provisions of paragraph 1 may, nevertheless, demonstrate to the competent authority of 
the State in which the income arises that such person should be granted the benefits of the 
Convention. For this purpose, one of the factors the competent authorities shall take into 
account is whether the establishment, acquisition, and maintenance of such person and the 
conduct of its operations did not have as one of its principal purposes the obtaining of 
benefits under the Convention. 
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