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New Protocol to the Canada-US Tax Treaty: Corporate

Continuance and Residence

The Fifth Protocol (the “Protocol”) to the Canada-US Income Tax Convention

(the “Treaty”) introduces significant changes to the rules relating to corporate
continuance and residence. Of particular note, the Protocol will provide that
corporations incorporated in one country, which are continued into another, will
still be treated as a resident of the first country unless that country’s internal law no
longer treats it as such.

Background

Although the Income Tax Act (Canada) (the “Tax Act”) does not define residency,
it contains specific provisions that deem a corporation to be either a resident or
non-resident of Canada under certain circumstances. A corporation is deemed to
be resident in Canada if it was incorporated in Canada after April 26, 1965, or, in
the event that it was incorporated before April 27, 1965, if it carried on a business
in Canada or was resident in Canada under common-law principles (the “central
management and control” test).

Both the Tax Act and US tax law generally permit a company that ceases to be
resident in one country and becomes resident in another (i.e., is “continued” in the
other country) to be treated on a going-forward basis as a resident of its new home
country. Under the current rules, the Treaty recognizes such a change of residence
and treats a company that is continued from one country to another as being
thereafter resident in the other country.

The Canadian and US tax authorities have suggested that, under certain
circumstances, these continuance provisions may be misused in cases where a
company is continued under the laws of one country but does not terminate

its residence status under the laws of the first country (i.e., the company may

be entitled to claim Treaty benefits as a resident of the country into which it has
continued while maintaining the entitlement to claim certain domestic tax benefits
under the laws of its former jurisdiction of incorporation). Discussions between
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Canadian and US officials with respect to this issue date
pack to as early as September 2000, when the two
governments “agreed in principle” on the changes to
the Treaty which are now contained in the Protocol.

The New Rules

The Protocol amends the Treaty by clarifying that a

dual resident company incorporated in one country

and continued into another country is deemed to be a
resident only of the first country, thereby eliminating any
potential for related abuse of the residency article of the
Treaty.

The Protocol further provides that in any other case of
dual residency, the competent authorities will settle the
qguestion of residency by mutual agreement. In the

A Cautionary Note

absence of such agreement, a dual resident company
will not be considered to be a resident of either country
for purposes of claiming the benefits of the Treaty.

Special consideration should be given to the fact that
this Protocol amendment applies to continuances
effected after September 17, 2000.

The preceding modifications to the corporate
continuance and residency rules contained in the
Treaty will not only have a bearing on the potential
continuance of US or Canadian entities in the future
but, given the seemingly retroactive effect of this
element of the Protocol, may give rise to unexpected
tax consequences in respect of historical corporate
continuances.

The foregoing provides only an overview. Readers are cautioned against making any decisions based on this
material alone. Rather, a qualified lawyer should be consulted.
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