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Introduction

On December 15, 2008, the fifth protocol (“the protocol”) to the canada-US tax 
convention (“the treaty”) entered into force.1 The protocol made a number of 
significant changes to the treaty. One of the changes is that the limitation-on-
benefits (lOb) provisions in article xxIx a (also referred to below as “the lOb 
article”) now apply to persons seeking relief from canadian taxation under the 
treaty.2

The lOb article is unique to the treaty. consequently, until now practitioners 
and the canada Revenue agency (cRa) have had little reason to consider how the 
provisions apply. The objective of this paper is to explain the operation of the lOb 
article and examine some of the more significant issues that arise when the arti-
cle is applied.

In order to put the provisions of the lOb article in context, we first briefly 
describe the background to article xxIx a and outline the architecture of the 
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lOb provisions. We then examine specific aspects of the lOb provisions in detail 
and consider some of the interpretive and administrative issues that arise in 
connection with these rules. We conclude by considering the role of the com-
petent authority in granting benefits under the lOb article and the relationship 
between the lOb article and the general anti-avoidance rule (gaaR) in section 245 
of the Income Tax act.3

Background

The US position on treaty shopping is clear: when the United States enters into 
a treaty, the treaty is with the treaty partner and not with the entire world. Indeed, 
the United States takes the issue very seriously, having asserted the business 
purpose, substance-over-form, and step transaction doctrines in the courts4 and 
taken legislative action (for example, section 894(c) of the Internal Revenue 
code)5 and regulatory steps (the anti-conduit regulations) in response to specific 
circumstances that were perceived to constitute abusive treaty shopping.

The US position has also been reflected in the lOb provisions of various it-
erations of the United States’ model tax treaty6 and virtually all of its current 
treaties.7 The lOb provisions in these treaties are intended to provide an object-
ive measure of what constitutes abusive treaty shopping. In short, absent the 
granting of treaty benefits by the competent authority, a person is entitled to 
treaty benefits only if the person satisfies the objective standard set out in the 
lOb provision. If an objective test is satisfied, then a fortiori the facts do not 
present a case of abusive treaty shopping, regardless of motivation.8

In contrast, canada’s position has been more enigmatic.9 canada deliberately 
chose not to make article xxIx a reciprocal when the third protocol to the treaty 
was signed in 1995, with the result that canada could not invoke the lOb provi-
sions. On the basis of the technical explanation to the third protocol published 
by the US Treasury,10 one surmises that the apparent reason for so doing is that 
canada preferred to apply the (presumably less objective) gaaR.11

Even with gaaR in hand, canada was slow in taking an alleged treaty-shopping 
case to court; the first case was decided by the Tax court of canada in 2006.12 
canada’s attempt to apply gaaR in that case was unsuccessful. Nor has canada 
been successful in arguing that other principles should apply to deny treaty bene-
fits when treaty shopping is alleged.13

It is interesting to speculate about what motivated canada’s decision to make 
the lOb article reciprocal. Was it the result of losing the treaty-shopping cases? 
Or was the decision prompted by the fact that the protocol eliminated canadian 
withholding tax on interest payments to US residents, and the objective measure 
of treaty shopping afforded by article xxIx a provided a sensible way to safe-
guard the tax base? Whatever the reason, article xxIx a is now part of the law 
of canada.

From a canadian perspective, the relevance of the lOb article is obvious in 
the inbound context—for example, whether reduced tax rates apply to dividends 
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paid to US persons. Not so obvious is the relevance of the lOb article in the 
outbound context (which has been the case since the third protocol). For ex-
ample, canadian persons seeking US benefits under the treaty have been required 
to meet the stricter standard of a “qualifying person” under the lOb article or 
to satisfy another available test since the entry into force of the third protocol 
in 1995.14

In addition, the status of a canadian treaty resident as a qualifying person 
under the lOb article is also relevant to applying certain treaties to which can-
ada is not a party. That is, some US treaties grant treaty benefits under so-called 
derivative benefits provisions of the lOb article in the particular treaty. For ex-
ample, the derivative benefits provisions of the treaty between the United States 
and the Netherlands allow a Dutch company certain treaty benefits if the com-
pany is owned by qualified residents of other EU countries or countries that are 
a party to the North american free trade agreement (for example, canada).15 In 
summary, qualification under the lOb article in the treaty is significant where 
derivative benefits provisions in other US treaties effectively allow canadian 
companies to implement tax-effective foreign affiliate planning while preserving 
access to US treaty benefits.16

Interpretive Process

The language employed in the lOb article gives rise to numerous interpretive 
issues. These issues arise in connection with terms that are not defined in the 
treaty (for example, “fiscally transparent entities”) and legal principles that are 
undeveloped, ambiguous, or inconsistent with canadian domestic law (for ex-
ample, the concept of direct and indirect share ownership). In many cases the 
interpretive exercise will be assisted by a number of aids, the most significant 
of which is the technical explanation to the treaty.17 Other aids include the US 
model treaty and the 2006 US model TE.18

The TE is the most prominent interpretive aid and provides a significant amount 
of commentary in connection with the lOb article. In theory, the weight to be ac-
corded to the TE depends on whether the TE forms part of the context of the treaty 
pursuant to paragraph 31(2) of the Vienna convention on the law of Treaties19 
or must only be taken into account in interpreting the treaty, together with the 
context of the treaty, pursuant to paragraph 31(3) of the Vienna convention.20

Whether there is a distinction with a real difference between paragraph 31(2) 
and paragraph 31(3) of the Vienna convention is not settled.21 If one accepts that 
more weight should be accorded to a document described in paragraph 31(2), 
whether paragraph 31(2) or 31(3) applies may be relevant where the content of 
the TE is considered to contradict the text of the lOb article or where the lOb 
article employs principles that are undeveloped in (or inconsistent with) canadian 
domestic law. Under this interpretation, if paragraph 31(2) applies to the TE, then 
the TE is given as much weight as the text of the lOb article. In contrast, if 
paragraph 31(3) applies, then the text of the lOb article is paramount.
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For the reasons set out below, we think the better view is that the TE forms 
part of the internal context as contemplated by paragraph 31(2) of the Vienna 
convention. However, notwithstanding this conclusion, we do not think that a 
canadian court will be particularly concerned about whether there is any distinc-
tion between paragraph 31(2) and paragraph 31(3), provided that one or the 
other applies. The weight to be accorded the US model treaty and the US model 
TE is also addressed below.

The TE

The US Treasury Department prepares a TE for every treaty presented to the US 
Senate. The TEs contain detailed discussions of the provisions of each treaty 
and “serve as an official guide to each treaty.”22

Notwithstanding certain statements made by the Federal court of appeal in 
Kubicek23 (discussed below), in our view the substantive and procedural content 
of the TE (including annexes a and b) and the circumstances surrounding the 
preparation and release of the TE support the conclusion that the TE forms part 
of the context of the treaty pursuant to paragraph 31(2) of the Vienna convention 
and therefore informs the ordinary meaning given to the terms used in the treaty 
pursuant to paragraph 31(1). Furthermore, on the basis of the apparent intentions 
of the parties, we think that it is plausible that a court would conclude that the 
TE should be regarded as forming part of the treaty by reason of paragraph 31(2) 
of the Vienna convention.24

In this regard, it is significant that the canadian minister of finance issued a 
news release on the same day that the US Treasury Department released the TE 
to the public:

It is the usual practice of the U.S. Treasury Department to prepare a technical 
explanation of tax treaties and protocols subject to formal ratification. While 
it is not customary for canada to issue such an explanation, canada was given 
an opportunity to review and comment on the U.S. document. The Minister 
indicated that canada agrees that the Technical Explanation accurately reflects 
understandings reached in the course of negotiations with respect to the in-
terpretation and application of the various provisions in the protocol.25

In our view, this statement demonstrates that the TE forms part of the internal 
context of the treaty, particularly since the statement says that the TE reflects 
the common understanding (and therefore, in our view, the intention) of canada 
and the United States.

In addition to the minister’s acknowledgment of the opportunity to review 
and comment on the TE, there is substantial evidence that canada was actively 
engaged in expressing its intentions in the TE regarding the application of the 
treaty in several areas, including the new hybrid entity provisions in article IV 
(residence) as well as the lOb article.26 This evidence and the expansive nature 
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of the agreements reached in the TE supports the conclusion that the TE forms 
part of the internal context of the treaty as contemplated by paragraph 31(2) of 
the Vienna convention. The basis for this conclusion is that the TE is either an 
agreement relating to the treaty made between all the parties in connection with 
the conclusion of the treaty or an instrument made by one of the parties (the 
United States) in connection with the conclusion of the treaty and accepted by 
the other (canada).27

Even if it is ultimately determined that the TE does not rise to the level of an 
agreement or instrument described in paragraph 31(2) of the Vienna convention 
and therefore does not form part of the internal context of the treaty,28 in our view 
the TE should be considered a subsequent agreement pursuant to paragraph 31(3) 
such that the TE must be taken into account in the interpretive process. Doing so 
would be consistent with coblentz,29 where the Federal court of appeal specific-
ally addressed the distinction between paragraph 31(2) and paragraph 31(3) of the 
Vienna convention in the context of the first technical explanation to the treaty 
(the 1984 TE). The court acknowledged the potential consequences of the distinc-
tion as a matter of attributing weight in the interpretive process, but ultimately 
it did not conclude whether the 1984 TE fell within paragraph 31(2) or 31(3).30

The Kubicek decision deserves comment, particularly since it appears to con-
flict with coblentz. In Kubicek, the Federal court of appeal raised doubt about 
the interpretive weight of the 1984 TE:

The Technical explanation is a domestic american document. True, it is 
stated to have the endorsation [sic] of the canadian Minister of Finance, but 
in order to bind canada it would have to amount to another convention, 
which it does not. From the canadian viewpoint, it has about the same status 
as a Revenue canada interpretation bulletin, of interest to a court but not 
necessarily decisive of an issue.31

In our view, Kubicek is not helpful in assessing the significance of the TE as 
an interpretive aid for several reasons. One is that the court in Kubicek did not 
address the Vienna convention in evaluating the significance of the 1984 TE as 
an interpretive aid. another is that the court’s decision in Kubicek is inconsistent 
with its earlier decision in coblentz, where the court held that the same TE fell 
within either paragraph 31(2) or paragraph 31(3) of the Vienna convention. More-
over, on substantially similar facts the Federal court of appeal in haas32 found 
that Kubicek was not wrongly decided even if the 1984 TE had been accorded all 
the weight sought by the taxpayer’s counsel.33 In our view, haas implies that it 
was unnecessary for the court in Kubicek to have made that statement about the 
1984 TE. consequently, we believe that the approach to the 1984 TE taken by 
the Federal court of appeal in coblentz should be preferred to that in Kubicek.

In our opinion, therefore, the better view is that the TE is part of the internal 
context of the treaty by reason of paragraph 31(2) of the Vienna convention, 
notwithstanding the equivocal views expressed in the jurisprudence to date.34 
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The main argument to the contrary is that the TE is a separate document that was 
initiated and largely influenced by the United States. However, for the reasons 
stated above, we do not find this argument compelling.

Even if the TE does not fall within paragraph 31(2) of the Vienna convention, 
the TE forms part of the “external context” of the treaty. because terms not de-
fined (or not fully defined) in the treaty take their meaning from the domestic 
law of the country applying the treaty unless the context requires otherwise,35 
in our view the TE will be a significant aid in the interpretive process. although 
ascertaining the meaning of terms not defined (or not fully defined) in a treaty 
involves a complex and often ambiguous exercise,36 there is little doubt that the 
TE forms part of the relevant context of the treaty for this purpose. Thus, although 
“requires” is a word of some force,37 the “unless the context otherwise requires” 
exception to the use of domestic-law meanings should provide the latitude ne-
cessary for a court to find interpretations that are in harmony with the language 
used in the treaty and the intentions of the parties.

Ultimately, identifying the relevant rule in the Vienna convention is likely to 
be an academic exercise even if there are potential or perceived conflicts between 
the TE and domestic law. The canadian law on treaty interpretation provides 
considerable latitude to accord to an interpretive aid whatever weight is appro-
priate in the circumstances. This stems from the Supreme court of canada’s 
decision in crown forest, where the court stated that “the paramount goal is to 
find the meaning of the words in question. This process involves looking to the 
language used and the intentions of the parties.”38

In our view, the implication of the Supreme court’s decision in crown forest 
is clear—a court may consider anything that sheds light on the parties’ intent. 
Therefore, we think that there is considerable latitude under canadian domestic 
law to accord weight to the external context and a wide range of extrinsic aids 
in addition to the text and internal context of a treaty for the purposes of deter-
mining the intent of the contracting states. In consequence, we believe that few 
(if any) cases will turn on the precise status of the TE under paragraphs 31(2) 
and 31(3) of the Vienna convention, because crown forest provides sufficient 
authority to accord the TE substantial weight where it is found to reflect a mutual 
agreement between the parties with respect to the meaning of the particular 
terms under consideration or the manner in which certain provisions of the treaty 
were intended to apply.39

The US Model Treaty and the US Model TE

The US model treaty is used by the United States as a starting point in bilateral 
treaty negotiations with other countries. The US model TE serves as the basis 
for technical explanations of bilateral tax treaties based on the US model treaty. 
The current US model treaty and the US model TE reflect changes in US domestic 
law and tax treaty policy that have occurred since the US model treaty was last 
updated in September 1996.
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The US model treaty and the US model TE are not agreements or instruments 
that were made at the conclusion of, or subsequent to, the treaty. Therefore, strictly 
speaking, these documents are not described in either paragraph 31(2) or para-
graph 31(3) of the Vienna convention. However, on the basis of the Supreme 
court’s statements in crown forest, in our view both documents should be ac-
corded considerable weight in circumstances where it can be shown that the parties 
intended that they be taken into account to give special meaning to a term or 
expression.40

In other circumstances, we think that the US model treaty and the US model 
TE should be considered supplemental documents that were part of the prepara-
tory work of the protocol or the circumstances of its conclusion. That is, these 
documents are permissible extrinsic aids contemplated by article 32 of the Vienna 
convention, recourse to which may be had to confirm the meaning resulting from 
the application of article 31 or to determine the meaning when the interpretation 
according to article 31 produces an ambiguous or obscure meaning or leads to 
an absurd or unreasonable result. The basis for this conclusion is that the US 
model treaty is specifically referred to in the introduction to the TE:

Negotiation of the protocol took into account the U.S. Treasury Depart-
ment’s current treaty policy and the Treasury Department’s Model Income 
Tax convention, published on November 15, 2006. . . . Negotiations also 
took into account the Model Tax convention on Income and on capital, 
published by the Organisation for Economic cooperation and Develop-
ment . . . and recent treaties concluded by both countries.

Further, as noted above, canada expressly stated that it had read the TE and 
agreed with it. Therefore, it is reasonable to presume that canada had read arti-
cle 22 (lOb) of the US model treaty and the related commentary in the US model 
TE in their entirety and fully understood the meaning that the United States as-
cribes to the terms and principles used in the lOb article. This is an important 
presumption, since the lOb article is clearly associated with the US approach 
to dealing with treaty shopping (which is different and more comprehensive than 
that of most other nations)41 and the United States has a significant body of es-
tablished law and practice with respect to lOb provisions.

In consequence, as supplemental documents the US model treaty and the US 
model TE are relevant to interpreting the treaty by reason of article 32 of the Vienna 
convention and should be accorded such weight as is appropriate in the circum-
stances. We think that one can properly interpret terms in the lOb article by 
reference to article 22 of the US model treaty and the related commentary in the 
US model TE, provided that such interpretations and meanings are grounded in 
the text of the treaty and accurately reflect the intentions of the parties. Such an 
approach accords with the principles of logic and good sense that are to be ap-
plied in interpreting the treaty.

Our view is tempered and informed by the principle that the treaty must be 
interpreted in accordance with the ordinary meaning given to its terms in their 
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context and in light of its object and purpose.42 as stated in the Vienna conven-
tion commentaries, “the point of interpretation is the elucidation of the meaning 
of the text, not an investigation ab initio into the intentions of the parties,”43 and 
“the parties are to be presumed to have that intention which appears from the 
ordinary meaning of the terms used by them.”44 Therefore, the commentaries to 
the US model TE should be accorded little if any weight when the text of the 
protocol deviates materially from the US model treaty.

It is significant that the US model treaty and the US model TE are not static: 
they evolve over time to reflect significant changes in US policy.45 In our view, 
there is no basis, under the Vienna convention or otherwise, to interpret the lOb 
article by reference to developments in the US model treaty and the US model 
TE that occur after the protocol was concluded unless it can be clearly estab-
lished that any subsequent developments reflect the intentions of the parties as 
they were at the time the protocol was concluded or unless there is evidence in-
dicating that canada agrees with such subsequent interpretive guidance.

It is also worth noting that there are several instances in the lOb article where 
the provisions of the US model treaty were not adopted notwithstanding the 
statement in the TE that the protocol took into account current US treaty policy; 
the US model treaty released on November 15, 2006; and recent treaties con-
cluded by both countries.46 Moreover, the protocol does not always reflect the 
US treaty language and practice prevailing in other treaties that the United States 
entered into around the same time that the protocol was signed.47 In these cases, 
any consideration of the US model TE must take into account the nature and 
extent of the relevant differences.

Finally, in some cases the meaning of terms and application of principles used 
in the lOb article are expanded upon in the TE. Such terms and principles may 
be further expanded upon in the US model TE. Therefore, finding that the TE falls 
within paragraph 31(2) of the Vienna convention may also assist the interpretive 
process with respect to determining the weight to be accorded these extrinsic 
aids. In such a case, the US model treaty and the US model TE will be relevant 
in interpreting terms and principles forming part of the internal context of the 
treaty, as opposed to merely assisting in the interpretation of terms and principles 
forming part of the external context. In our view, however, the interpretive 
principles and approach adopted in crown forest provide sufficient authority to 
accord to these materials the weight that is appropriate and necessary in the 
particular circumstances.

Architecture of Article XXIX A

The lOb article consists of seven provisions. Subparagraph 1(a) provides the 
general rule, which is that a “qualifying person” is entitled to all of the benefits 
of the treaty. If a taxpayer is not a qualifying person, then subparagraph 1(b) pro-
vides that it is not entitled to any benefits under the treaty except to the extent 
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provided by specific rules in paragraphs 3, 4, and 6. accordingly, a taxpayer 
will obtain treaty benefits only if it satisfies the definition of “qualifying person” 
or, alternatively, if it meets one of three specific exceptions set out in the lOb 
article.

paragraphs 2 to 6 provide definitions and rules for the purposes of applying 
the lOb article. More particularly, paragraph 2 defines “qualifying person,” and 
paragraphs 3 and 4 set out the so-called active trade or business and derivative 
benefits exceptions, respectively, to the general rule that only qualifying persons 
are entitled to treaty benefits. paragraph 5 provides definitions for the purpose 
of the lOb article, and paragraph 6 allows a taxpayer to apply for competent 
authority relief in certain circumstances. paragraph 7 states that the existence 
of the lOb article should not be construed as restricting the right of canada or 
the United States to deny treaty benefits when the treaty is being abused.

Qualifying Person

paragraph 2 provides an exhaustive definition of “qualifying person” and de-
scribes nine types of treaty residents. These are natural persons; governments; 
certain publicly traded companies and trusts; certain subsidiaries of publicly traded 
companies and trusts; companies and trusts that satisfy ownership and base 
erosion tests; estates; certain not-for profit organizations; certain article xxI(2)-
exempt organizations (for example, pension funds); and exempt organizations 
described in article xxI(3) (for example, organizations or entities that earn in-
come for the benefit of certain not-for-profit organizations and pension funds). 
If a person is a qualifying person as defined by paragraph 2, the person will be 
entitled to all the benefits of the treaty.

The element common to all types of qualifying persons is that they must other-
wise be a resident of either canada or the United States pursuant to article IV. 
In this regard, the lookthrough principles in the protocol (for example, article 
IV(6), residence) must be applied to determine which person is eligible to claim 
treaty benefits. Once that person is identified as the treaty resident, the lOb 
article applies to determine whether the resident is a qualifying person.

The lookthrough principle is not explicitly incorporated into the text of the lOb 
article. However, the TE clearly provides for this result. Therefore, for the reasons 
discussed above, we think that the lookthrough principle is the correct approach 
on the basis that the TE forms part of the treaty or the internal context of the treaty 
(in particular, article IV(6)), and the TE commentary regarding the hybrid entity 
provisions requires that the lOb article be applied to the treaty resident that derives 
the item of income on which treaty benefits are sought. The importance of the 
other types of lookthrough principles in the TE is explored further below.48

below we consider five types of qualifying persons: (1) individuals, (2) gov-
ernmental entities, (3) publicly traded entities, (4) subsidiaries of publicly traded 
entities, and (5) entities that satisfy ownership and base erosion tests.
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Individuals and Governmental Entities

The first two categories of qualified persons are natural persons (individuals) 
and governmental entities, described in subparagraphs 2(a) and (b), respectively. 
These categories are straightforward and have not changed from the third proto-
col except that they apply on a reciprocal basis. The TE provides that persons 
in these categories are unlikely to be used to derive benefits under the treaty on 
behalf of a third person. If an individual receives income as a nominee on behalf 
of a third-country resident, benefits will be denied under the applicable article 
of the treaty on the basis of the requirement that the beneficial owner of the in-
come be a resident of a contracting state.

In the case of governments, the language in the lOb article is the same as 
that in article IV (residence). accordingly, entitlement to the treaty is, in effect, 
established when the residence determination is made. Other than article xI(3)(a), 
which exempts interest from tax in the source country where the beneficial owner 
is the other contracting state, a political subdivision or local authority, or an instru-
mentality of the state or subdivision or authority,49 the treaty offers no additional 
benefits to governments beyond those available to a resident of a contracting 
state that is a qualifying person.50

additional treaty benefits are extended to certain exempt pension entities 
under articles xxI(2) and (3), which will include many government-sponsored 
pension entities. However, these benefits are not limited to government pension 
entities because such entities are specifically enumerated as qualifying persons 
under subparagraphs 2(h) and 2(i) of the lOb article.

Publicly Traded Entities

General Rule

Subparagraph 2(c) of the lOb article provides that a company or trust is a 
qualifying person if its principal class of shares or units is primarily and regu-
larly traded on one or more recognized stock exchanges.51 If the company or 
trust has a disproportionate class of shares or units, then the disproportionate 
class must also meet the “primarily and regularly traded” test.

The protocol defines the “principal class of shares” of a company to mean 
the ordinary or common shares, provided that such shares represent the majority 
of the voting power and value of the company.52 If no single class of ordinary or 
common shares represents the majority of the aggregate voting power or value of 
the company, the “principal class of shares” means those classes that in aggregate 
represent a majority of the aggregate voting power and value of the company.53

The TE acknowledges that when a company has more than one class of shares 
it is possible that more than one group of classes could be identified as having 
more than 50 percent of the votes and vale of the company. In such a case, the 
TE states that it is only necessary for one such group to satisfy the conditions 
of subparagraph 2(c).
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The expression “recognized stock exchange” is defined in subparagraph 5(f ) 
to mean, in the case of the United States, the NaSDaq system and any stock 
exchange registered with the Securities and Exchange commission as a national 
securities exchange for the purposes of the Securities act of 1934. In the case 
of canada, the definition of “recognized stock exchange” has been amended 
from the third protocol to include canadian stock exchanges that are prescribed 
stock exchanges54 or designated stock exchanges55 under the act. The TE states 
that recognized stock exchanges in the case of canada are, at the time of signa-
ture of the protocol, the Montreal Stock Exchange, the Toronto Stock Exchange, 
and Tiers 1 and 2 of the TSx Venture Exchange. Subparagraph 5(f ) also provides 
that a recognized stock exchange will include any other stock exchange agreed 
upon by the contracting states in an exchange of notes or by the competent au-
thorities of the contracting states.

The expressions “disproportionate class of shares” and “disproportionate 
interest in a trust” are defined in subparagraphs 5(b) and (c), respectively, to 
mean a share or unit of a company or trust resident in one contracting state that 
entitles the holder to a disproportionately higher participation in, or claim to, 
the earnings generated in the other contracting state. consistent with the US 
model TE, the TE to the treaty provides that the term “earnings” refers to income, 
profit, or gain, and it provides an example of “tracking stock” that pays dividends 
based on a formula that approximates the company’s return on its assets em-
ployed in the other contracting state. The TE states that similar principles apply 
to determine whether or not there are disproportionate interests in a trust.

In addition, the TE contains an example illustrating the meaning of the term 
“disproportionate class of shares.” The example involves a canadian company that 
has issued non-voting preferred shares that track the company’s US-source income. 
In the example, it was only necessary to address whether the preferred shares were 
a disproportionate class of shares (which had to be subjected to trading tests on a 
standalone basis) because the common shares accounted for more than 50 percent 
of the value of the canadian company and 100 percent of the voting power.

Primarily and Regularly Traded

The expression “primarily and regularly traded” is not defined in the protocol. 
The TE states that “regularly traded” and “primarily traded” will be defined by 
reference to the domestic laws of the contracting state from which the benefits 
of the treaty are sought (generally the source state). The TE notes that this is in 
accordance with article III(2) of the treaty and paragraph 1 of the general Note 
(annex b to the protocol).56

In the case of the United States, the TE provides, in effect, that the expressions 
“regularly traded” and “primarily traded” together provide the meaning of “primar-
ily and regularly traded.” The TE also states that these expressions are understood 
to take their meaning from Treas. reg. section 1.884-5(d)(4)(i)(b) (regularly traded, 
and determined without reference to Treas. reg. sections 1.884-5(d)(4)(i)(a), 
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(ii), and (iii)) and Treas. reg. section 1.884-5(d)(3) (primarily traded). These 
regulations relate to the US branch tax provisions of the code.

The US branch tax regulations provide that a class of shares is “regularly 
traded” if shares in the class are traded in more than de minimis quantities on 
at least 60 days during the taxable year (the 60-day rule) and the aggregate 
number of shares in the class traded during the year is at least 10 percent of the 
average number of shares outstanding during the year (the 10 percent turnover 
test). The stock of a corporation is “primarily traded” if the number of shares in 
the company’s principal class of shares traded on all recognized stock exchanges 
exceeds the number traded on all other established securities markets.

The interpretation of “regularly traded” and “primarily traded” is more interest-
ing in the case of canada. We are not aware of any definitions of these expressions 
in canadian income tax law. The TE addresses the situation, stating that the US 
interpretation of “regularly traded” and “primarily traded” will be considered 
to apply (that is, the definitions in the branch tax regulations) for the purposes 
of canadian taxation, with such modifications as the circumstances require. This 
statement in the TE is expressly subject to canada possibly adopting other 
definitions.

The statement in the TE confirming that canada adopts the US interpretation 
of “regularly traded” and “primarily traded” is noteworthy for several reasons. 
The most significant is that the statement provides direct evidence that canada 
deliberately considered the US interpretations and by adopting them agreed to a 
common meaning for those terms. In contrast, canada could have constructed 
a different meaning through legislation (for example, the TE or the ITcIa), ad-
ministrative practice, or litigation. In the absence of appropriate definitions in 
canadian domestic law, canada’s approach to defining “primarily and regularly 
traded” is practical and reasonable because the relevant US branch tax rules were 
developed for a purpose similar to that of the lOb article.57

It is also striking that canada has reserved the right to adopt other definitions. 
although this constitutes an extraordinary approach to dealing with undefined 
terms in a treaty,58 one would expect that canada would not unilaterally make 
an arbitrary or significant change to the definition of “primarily and regularly 
traded.”

as will become apparent from the following discussion, there may be a need 
for clarification of certain aspects of these tests, and additional canadian guidance 
will almost certainly be welcome. Otherwise, one might expect that a number of 
requests may be made to the competent authority for relief under paragraph 6 
(discussed below) by foreign public companies when the objective trading tests 
are not met but the companies are not otherwise treaty shopping.

Capital Structures with Multiple Voting Shares

Interpretive issues arise for companies with multiple voting shares. These in-
clude the scope of the US branch tax regulations as they apply to companies 
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with multiple classes of shares and the determination of a company’s principal 
class of shares. We consider both issues below.

as noted above, the TE states that branch tax reg. section 1.884-5(d)(4)(i)(b) 
applies without regard to Treas. reg. sections 1.884-5(d)(4)(i)(a), (ii), and (iii) 
for the purpose of determining whether a class of shares is regularly traded. 
When a company has multiple classes of shares outstanding, an issue arises with 
respect to whether Treas. reg. section 1.884-5(d)(4)(i)(a) applies, which in the 
context of applying the branch tax regulations outside the treaty is relevant for 
applying Treas. reg. section 1.884-5(d)(4)(i)(b).

More specifically, Treas. reg. section 1.884-5(d)(4)(i)(a) requires that one or 
more classes of stock of the corporation that aggregate to 80 percent or more of 
the total combined voting power and value of the stock of such corporation be listed 
on an established securities market. Treas. reg. section 1.884-5(d)(4)(i)(b) then sets 
out the trading tests that are to be met with respect to each class of shares relied 
on to meet the 80 percent requirement of Treas. reg. section 1.884-5(d)(4)(i)(a). 
Thus, under the US branch tax provisions, each class of shares relied on to meet 
the 80 percent test must meet the “regularly traded” test in order to achieve 
“qualified resident” status. This requirement could give rise to very different 
results than the requirement that only the principal class of shares be regularly 
traded.

although the reference to Treas. reg. section 1.884-5(d)(4)(i)(a) in the opening 
language of Treas. reg. section 1.884-5(d)(4)(i)(b) creates some ambiguity,59 in 
our view, the US branch tax regulations are relevant only in determining whether 
the trading volumes are satisfied and not for the purposes of determining which 
shares are subject to the trading tests. Therefore, only the principal class of shares 
of a company must meet the “primarily and regularly traded” test.

The text of the protocol and the TE support this conclusion. The “primarily 
and regularly traded” test applies to a company’s “principal class of shares.” 
Since there is no “principal class of shares” concept in the US branch tax regula-
tions, the only logical result is that the “regularly traded” test should apply to 
the class of shares with which the lOb article is by its own terms concerned.

In this regard, the TE itself contemplates this circumstance, since it expressly 
states that Treas. reg. sections 1.884-5(d)(4)(i)(a), (ii), and (iii) are not taken 
into account for the purposes of determining whether shares are regularly traded. 
Treas. reg. sections 1.884-5(d)(4)(ii) and (iii) are special rules applicable to 
certain classes of stock which are relevant only in the context of the branch tax 
provision where each class of stock relied on to meet the 80 percent test is re-
quired to meet the trading tests. Indeed, it is difficult to see how or why the parties 
may have intended anything other than that Treas. reg. section 1.884-5(d)(4)(i)(a) 
should be excluded for all purposes when the trading tests in the lOb article are 
applied.

That the parties intended that the trading tests be applied to the principal class 
of shares as determined under the treaty is also supported by statements in the 
TE regarding multiple classes of shares. That is, the TE contemplates that there 
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may be more than one group of classes of shares that aggregate to more than 
50 percent of the voting power and value of a company. In those cases, it is only 
necessary for one such group of classes to satisfy the requirements, and treaty 
benefits would not be denied even if a second, non-qualifying, group of shares 
with more than 50 percent of the company’s voting power and value could be 
identified.

The requirement that any disproportionate class of shares satisfy the trading 
tests is also consistent with the notion that the principal class of shares subject 
to the trading tests is determined in accordance with the terms of the treaty and 
the TE. There is no similar rule in the branch tax provisions, likely because the 
requirement to test each class of stock relied on to meet the 80 percent test is 
sufficient to guard against treaty shopping. Nevertheless, the disproportionate 
class of shares rule further indicates that the provisions of the treaty and the TE 
govern the determination of the class of shares (that is, the principal class) sub-
ject to the trading tests for the purposes of the lOb article.

In our view, this interpretive guidance indicates that canada and the United 
States did not intend to disqualify otherwise actively traded public entities simply 
because they have classes of shares with different voting rights, economic entitle-
ments, and trading characteristics. Rather, the evident intention is that the trading 
tests in Treas. reg. section 1.884-5(d)(4)(i)(b) should be applied to the principal 
class of shares as referred to in the lOb article notwithstanding that the opening 
language in the regulation refers to each class relied on to meet the 80 percent 
test in Treas. reg. section 1.884-5(d)(4)(i)(a).

The presence of multiple voting shares can also make it difficult to identify the 
principal class of shares of a company. While the TE contemplates that different 
classes may be grouped together for this purpose (see above), neither the treaty 
nor the TE addresses the manner in which different share classes should be com-
bined (if at all) for the purpose of determining the principal class of shares.60

The issue can be illustrated by an example. assume that USco owns all of the 
issued and outstanding canco shares. USco has 10 million issued and outstand-
ing subordinate voting shares having one vote each and 2 million issued and 
outstanding multiple voting shares having 10 votes each. Thus, one-third of the 
total voting power resides with the subordinate voting shares and two-thirds of 
the total voting power resides with the multiple voting shares. The multiple 
voting shares are owned by the founders of USco and are thinly traded. When 
those shares trade, it is usually at a 10 percent premium to the trading price of 
the subordinate voting shares. The current trading prices are $10 per subordinate 
voting share and $11 per multiple voting share, resulting in USco having a market 
capitalization of $122 million. (See figure 1.)

The subordinate voting shares cannot constitute the “principal class of 
shares,” since they have only one-third of the votes. Whether the multiple voting 
shares could constitute the principal class of shares depends on their value: only 
if a multiple voting share had an aggregate value exceeding five times the value 
of a subordinate voting share would the multiple voting shares represent the 
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majority of the value of the company. In view of the trading prices in the multiple 
voting shares, it may be difficult to support the required valuation assertion solely 
on the basis of a control premium.61

The question then becomes how to combine the multiple voting shares and 
subordinate voting shares for the purposes of applying the trading tests. as 
noted, where no single class of shares is the principal class of shares of a com-
pany, the TE states that two or more classes of shares which in aggregate represent 
the majority of the votes and value of the company’s shares must be combined. 
One does not identify one particular class and then add a minimum number of 
shares of another class (that is, a portion of that class) as is necessary to meet 
the requisite voting and value thresholds.62

In the example, the voting and value thresholds are met when the multiple 
voting shares and subordinate voting shares are considered as a single aggregate 
class, as contemplated by the TE. Then, in determining whether the (hypothetical) 
single class is primarily and regularly traded, it appears that the number of shares 
in each class should simply be added together. Under this approach, because of 
the voting multiple attached to the multiple voting shares compared with the 
subordinate voting shares, it is conceivable that a contracting state may conclude 
that the trading tests do not produce a trading volume that adequately reflects 
both the voting power and the value of the shares. However, in the context of a 
public company, it is difficult to conceive of a situation where taxpayers may 
undertake planning that would frustrate the purpose of this publicly traded entity 
rule in the lOb article.63

In some cases, depending on the relative size of the control block, combining 
the multiple and subordinate voting shares to identify the principal class of 
shares may render it difficult to satisfy the turnover test. Similarly, it is conceiv-
able that recently floated public companies may also have difficulty satisfying 
the turnover test, depending on the initial size of the public float. For example, 
even if there were only one class of shares, such that it was by definition the 
“principal class of shares,” an initial float of one-third of the equity would require 
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a 30 percent turnover of the public float in order to satisfy the turnover test. a 
30 percent turnover could be difficult to satisfy because there is often an inverse 
relationship between the turnover (liquidity) in a company’s shares and the size 
of the public float.

Debt-Substitute Shares and Other Capital Sources

as noted, the definition of “principal class of shares” refers to the ordinary or 
common shares of the company that represent the majority of the value of the 
company. The value of the company is a reference to the value of all the shares, 
not just the ordinary and common shares of the company. Otherwise, it would not 
be necessary to exclude “debt substitute shares”64 from being taken into account 
under the subsidiary of a publicly traded entity rule,65 the ownership and base 
erosion rule, or the derivative benefits rule66 (all of which are discussed below). 
This conclusion is reinforced by an example in the TE illustrating the meaning 
of the term “disproportionate class of shares.” This example involved non-voting 
preferred shares in a public company held by an individual and considers the 
relative values of the company’s common and preferred shares.

There are no specific provisions in the treaty or the TE for dealing with con-
vertible or exchangeable securities or hybrid instruments. It is possible that the 
lack of guidance on these instruments could give rise to unintended conse-
quences. For example, even though debt that is convertible into equity is ignored 
(prior to conversion),67 a convertible preferred share or an exchangeable share 
issued by a publicly traded company would be taken into account both in iden-
tifying the “principal class of shares” and in applying the trading tests to the 
“principal class of shares” and any “disproportionate class of shares.”

canada and the United States will apply their own tax principles regarding 
instrument classification before they apply these rules. Therefore, it is conceiv-
able that the same financial instrument issued by both a US and a canadian 
corporation could be treated differently by the cRa and the Internal Revenue 
Service (IRS), respectively. Whether this has any practical consequences in ap-
plying the lOb remains to be seen.

Exchangeable-Share Structure

Exchangeable shares issued by subsidiaries may give rise to interpretive issues. 
consider the example depicted in figure 2, which illustrates a fairly common 
inbound-to-canada exchangeable-share structure. In the example, USco owns a 
canadian subsidiary, canco 2, which issued exchangeable shares to former share-
holders of canco 2 as consideration for shares of a canadian target (canco 1).68

In this example, the value of the exchangeable shares should be ignored by the 
cRa in determining whether USco is a qualifying publicly traded corporation be-
cause the shares are not shares of USco and therefore should not be included in 
determining its principal class of shares.69 However, the holders of the exchangeable 
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shares would typically have voting rights in connection with USco shares, usually 
administered by a voting trust holding special voting shares of USco with nominal 
value, and those special voting shares should be taken into account in determin-
ing the principal class of shares. If the common shares of USco themselves do 
not constitute the principal class of shares and USco is not otherwise a qualifying 
person, then the issue discussed above in the context of multiple voting shares 
and subordinate voting share capital structures (illustrated in figure 1) must be 
addressed.

Corporate Inversion Transactions

prior to changes to the code in 2004, a number of publicly traded US corporations 
carried out so-called inversion transactions that generally facilitated earnings 
stripping, which resulted in profits from non-US operations being removed from 
the US tax system. In broad terms, inversion transactions involved shareholders 
of a US public company exchanging their shares for shares of a new public com-
pany resident in a tax haven, and the former US public company would transfer 
the shares in its foreign subsidiaries to the new public company. While the shares 
of the new public company would be listed on the same US stock exchange as the 
former public company and would be managed from the United States, the cor-
porate group’s exposure to US tax would be limited to the profits earned by the 
new public company’s US subsidiaries because the foreign subsidiaries were no 
longer held by a US corporation.70

Inversion transactions are contemplated in the US model treaty. For a company 
to qualify as a publicly traded entity, the company’s shares must be primarily 

Figure 2

USco

Public

Common shares

Special voting shares

Former Canco 
shareholders

Voting
trust

Canco 2

Canco 1

Shares exchangeable into 
shares of USco (traded on 
recognized stock exchange)



25:18 MIchAel colborne And ShAwn d. PorTer

traded on one or more recognized stock exchanges in the contracting state of 
which the company is a resident, or the company’s primary place of management 
and control71 must be situated in the contracting state of which it is a resident. 
These requirements will disqualify many inverted corporations from treaty bene-
fits because the trading of the inverted company’s shares often occurs in the 
United States and the primary place of management and control of the new for-
eign parent corporation will often be situated in the United States.

canada and the United States agreed in the protocol that they will consult on 
possible modifications to subparagraph 2(c), including modifications necessary 
to discourage corporate inversion transactions of public companies.72 This agree-
ment presumably reflects the fact that the above-noted provisions in the US 
model treaty changes were not adopted in the protocol, even though US negotia-
tions were based on the US model treaty and recently concluded treaties.

It may be that these additional tests were not added because the US negotia-
tors did not consider canada to be a jurisdiction into which US corporations 
might invert.73 although one would have thought that there is little concern that 
US companies would invert into canadian companies on the basis that there are 
more tax-friendly parent company jurisdictions,74 it is conceivable that the United 
States may consider certain aspects of canada’s international tax system to be 
conducive to inversions.75 On the other hand, the agreement to consult about 
provisions aimed at discouraging corporate inversions may also simply reflect 
a relatively recent development in US treaty policy that was not considered ne-
cessary at the time the protocol was concluded.

There is little indication that canada is equally concerned about inversions 
of canadian companies into US companies, perhaps because canada’s corporate 
emigration rules are comprehensive.76 In addition, absent a statutory rollover 
rule to facilitate an inversion at the shareholder level, the self-help alternative 
of an exchangeable-share structure is burdensome and indeed may not be effect-
ive under subparagraph 2(c) for the reasons discussed above. This could explain 
in part the delays and difficulties that canada has had in introducing a statutory 
cross-border share-for-share rollover rule.77 In any event, the annex b agreement 
signals that tightening the publicly traded company rule in the lOb article is 
something that will be considered in future negotiations if necessary to discour-
age inversions.

Administration

On an administrative level, one question that arises is whether a publicly traded 
entity can be a qualifying person prior to the point in the taxable year when the 
entity has not met both the 10 percent turnover test and the 60-day rule. It seems 
reasonably clear from the text of the treaty that a publicly traded entity that 
meets the “regularly traded” and “primarily traded” tests in the year qualifies 
throughout the year. If the person seeking treaty benefits is not otherwise a 
qualifying person, it may be prudent from a canadian perspective to withhold 
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and remit tax at the 25 percent statutory rate where it is unclear whether the 
publicly traded entity test is satisfied at that time. The non-resident could then 
request a refund pursuant to subsection 227(6) of the act once the conditions 
for qualification as a publicly traded entity have been satisfied.78 alternatively, 
consideration could be given to deferring the payment until the tests have been 
satisfied.

Subsidiaries of Publicly Traded Entities

General

a company will be a qualifying person under subparagraph 2(d) if five or fewer 
persons, each of which is a company or trust referred to in subparagraph 2(c), 
own directly or indirectly more than 50 percent of the aggregate vote and value 
of the shares, provided that each company or trust in the chain of ownership is 
a qualifying person. In addition, the publicly traded trust or partnership must 
own more than 50 percent of the votes and value of each disproportionate class 
of shares, and debt-substitute shares are ignored for all purposes. It is significant 
to note that only a corporate subsidiary of a publicly traded company or trust 
will qualify—subparagraph 2(d) does not contemplate a trust.

One change from the third protocol is that subparagraph 2(d) now stipulates 
that each company or trust in the chain of ownership must be a qualifying person 
in its own right.79 Under the previous rule, each intervening owner had to be 
either a qualifying person or a person that was a resident or citizen of the United 
States.

It is interesting to observe that the US model treaty only requires that each 
intermediate owner in a chain be a resident of a contracting state. The 1996 US 
model treaty, however, required that each intermediate owner be a qualifying 
person. Therefore, subparagraph 2(d) (which reflects the 1996 US model treaty) 
may be an example of a provision that was negotiated prior to the release of the 
US model treaty (upon which US treaty negotiations were purportedly based) 
but not revisited prior to signing.

Under the third protocol, it may have been arguable that subparagraph 2(d) 
could be satisfied where the publicly traded parent company of the particular 
subsidiary was not resident in canada or the United States. The TE now states 
that a subsidiary will not qualify for benefits under subparagraph 2(d) if the pub-
licly traded parent company is not a resident of the United States or canada.

Indirect Ownership

The concept of a shareholder indirectly owning the assets of a company has little 
support in canadian law.80 However, the text of subparagraph 2(d) (and other 
provisions in the lOb article) and the TE clearly contemplate that the rule is to 
be applied as if each shareholder indirectly owns its proportionate interest in 
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the assets of the particular company (and so on down the chain). In our view, a 
contrary conclusion would frustrate what appears to be the clear intention of the 
parties, and therefore the (more orthodox) canadian-law view of indirect owner-
ship should be rejected for the purposes of the lOb article.

Lookthrough Principles

as noted above, the TE also states that the principles introduced by the protocol 
(for example, article IV(6)) are applicable for the purposes of applying the lOb 
article. Therefore, one must disregard, or look through, entities in a chain of 
ownership that are fiscally transparent under the domestic laws of the residence 
state. although this lookthrough principle extends to entities formed under the 
laws of third states, it does not apply to entities that are resident in the source 
state.

The agreement in the TE to look through fiscally transparent entities is very 
important for the purposes of applying the lOb article because the lOb article 
itself does not refer to a fiscally transparent entity. absent this agreement, it is 
not clear that the lookthrough principles in article IV would have provided the 
necessary guidance because, as a textual matter, the rules in article IV are limited 
to determining which entity derives income, profit, and gain for the purposes of 
granting treaty benefits to such an entity.81

Application to Example

The example depicted in figure 3 illustrates a number of the conditions for quali-
fying person status as a subsidiary of a publicly traded company or trust. USco 5 
is the entity under scrutiny. assume that USco 1, USco 2, and canco 1 are all 
qualifying persons described in subparagraph 2(c); that llc 1 and llc 2 are 
disregarded for US tax purposes; and that USlp is treated as a partnership for 
US tax purposes (the interest of the general partner has been ignored for conven-
ience). also, assume that with respect to each corporation, llc, and partnership, 
the shares, member interests, and partnership interests are the same.

On the facts given above, USco 5 should be a qualifying person under sub-
paragraph 2(d) on the basis that three companies (that is, five or fewer), each of 
which is assumed to qualify for benefits under subparagraph 2(c), own directly 
and indirectly 57 percent of the votes and value of USco 5 (USco 1, 15 percent; 
canco 1, 12 percent; and USco 2, indirectly 30 percent). However, there are 
several noteworthy observations to be made:

• a company or trust qualifying under article xxIx a(2)(c) may be a resident 
of either contracting state.

• There is no need to look to the ownership above a qualifying subpara-
graph 2(c) company or trust; that is, the test is framed in a positive manner 
in that the test is satisfied if five or fewer qualifying persons are identified. 



 The lIMITATIon-on-benefITS ArTIcle In The fIfTh ProTocol 25:21

This is in contrast to the negative manner in which the ownership and base 
erosion test is articulated, as discussed below.

• llc 1, llc 2, and USlp are fiscally transparent entities82 for the purposes 
of taxation in the state of residence (that is, the United States); the TE 
provides that these should be ignored in applying the lOb article, provided 
that they are not resident in canada. accordingly, one looks through these 
entities and continues up the chain of ownership until entities that are not 
fiscally transparent are reached (that is, USco 2 and Third country Y).

• The fact that there are more than five direct shareholders of USco 5 through 
which more than 50 percent of the votes and value of USco 5 shares are held 
is not relevant because the test in subparagraph 2(d) requires that five or 
fewer qualifying entities own directly or indirectly more than 50 percent of 
the votes and value of the USco 5 shares. Since there are intermediate own-
ers between USco 5 and the publicly traded indirect corporate shareholder 
(that is, USco 2), each intermediate owner (ignoring fiscally transparent 
entities) must also be a qualifying person.83 both USco 3 and USco 4 should 
be qualifying persons under subparagraph 2(d) because USco 2 owns in-
directly more than 50 percent of the votes and values of these companies.

• If USco 2 owned only 50 percent of USlp, and consequently only 50 percent 
indirectly of USco 3 and USco 4, then neither USco 3 nor USco 4 would 
qualify under subparagraph 2(d). In that case, it is also unlikely that USco 3 
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and USco 4 would qualify under the ownership and base erosion rule in sub-
paragraph 2(e) (discussed below), because that test would not be met if USco 2 
had even one share owned by a resident of neither contracting state.

• as discussed below, it may be possible to achieve qualifying person status 
under the ownership and base erosion rule in subparagraph 2(e) with even 
more than five subparagraph 2(c) direct or indirect owners. Nevertheless, 
qualifying as a subsidiary of a publicly traded company or trust may be 
advantageous compared with qualification under the ownership and base 
erosion rule because there is no requirement to satisfy a base erosion test 
under subparagraph 2(d).84

Ownership and Base Erosion Test

General

a corporation or trust will be a qualifying person under the ownership and base 
erosion rule in subparagraph 2(e) if three conditions are met: (1) 50 percent or 
more of the votes and value of the shares or beneficial interests are not owned, 
directly or indirectly, by persons other than qualifying persons; (2) 50 percent 
or more of the votes and value of each disproportionate class of shares (or dis-
proportionate interests, in the case of a trust) are not owned, directly or indirectly, 
by persons other than a qualifying person; and (3) the entity’s deductible expenses 
for the preceding fiscal period paid or payable directly or indirectly to persons 
that are not qualifying persons are less than 50 percent of the entity’s gross in-
come for that period. For this purpose, debt-substitute shares are ignored in the 
same manner as discussed above in the context of subsidiaries of publicly traded 
entities.

The requirement that 50 percent or more of the votes and value of any dis-
proportionate class of shares cannot be owned, directly or indirectly, by persons 
other than qualifying persons was added to subparagraph 2(e) by the protocol. 
This is the same requirement as that discussed above in the context of publicly 
traded entities, except that each disproportionate class of shares must satisfy the 
ownership test instead of the trading tests.

Our observation above about indirect ownership applies equally here. That 
is, the text of the treaty and the examples in the TE indicate that canada and the 
United States intended the indirect ownership language to allow and require one 
to look through a chain of ownership.

In contrast to the publicly traded entity rule in subparagraph 2(c), where the 
nature of the trading tests is such that it may not be possible to ascertain whether 
an entity qualifies at a particular time,85 it should be possible to determine 
whether the ownership and base erosion rule in subparagraph 2(e) is satisfied at 
a particular time. It is interesting to note that this is also in contrast to the US 
model treaty, which requires that these tests be satisfied for at least half the days 
of the taxable year.86 Nevertheless, caution should be exercised if transitory owner-
ship is contemplated for the purpose of satisfying subparagraph 2(e), because the 
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cRa might seek to apply gaaR notwithstanding that the text of subparagraph 2(e) 
is clear that the ownership test must only be satisfied at the particular time (for 
example, at the time a dividend is paid).87

Ultimate Ownership or Ownership by Persons Who 
Qualify Without Regard to Their Owners

The ownership rule in subparagraph 2(e) is framed in the negative—that is, 
50 percent or more of the aggregate votes and value of the shares or interests of 
the entity being tested cannot be owned, directly or indirectly, by non-qualifying 
persons. Thus, the text directs one to look through a chain of entities until the 
ultimate owners are identified, and none of the direct and indirect owners (own-
ing more than 50 percent of the votes and value) in the ownership chain can be 
non-qualifying persons. The TE confirms this approach in an example involving 
a corporate entity that is wholly owned by a third-country resident.

Significantly, the TE also stipulates that when a publicly traded company that 
is a qualifying person under subparagraph 2(c) is in the relevant chain of ownership 
one need not look beyond (that is, above) that public company. More specifically, 
the TE states that “no further analysis of the ownership” of a subparagraph 2(c) 
public company is required when that company owns (directly or indirectly) more 
than 50 percent of the aggregate vote and value of the shares.88 The TE states that 
a similar analysis applies to a publicly traded trust.89

aside from the circumstances described above, the TE does not contain any 
examples clarifying the circumstances in which it is no longer necessary to 
consider the ownership of a person. The case will be clear when the owners are 
individuals (qualifying persons under subparagraph 2(a)) or government entities 
(subparagraph 2(b)). However, it is less clear in the context of the other species 
of qualifying persons. Is the public company example in the TE intended to con-
vey that one is no longer required to look up the ownership chain once the more 
than 50 percent qualifying person ownership test is met,90 or should the example 
be restricted to its facts? For example, is it reasonable to conclude that a person 
that qualifies under subparagraph 2(d) (a subsidiary of a publicly traded entity) 
is substantially the same as one that qualifies under subparagraph 2(c) so that 
no further analysis of the ownership of the subparagraph 2(d) person is required? 
Similarly, is it necessary to look up the ownership chain beyond a person that 
qualifies as a not-for-profit organization or a pension fund trust under subpara-
graphs 2(g) and (h), respectively?

at first sight, the US model treaty appears to provide little guidance on these 
questions because the US model treaty is framed in the positive; that is, one need 
only prove that the 50 percent ownership test is met, not that the test is not met. 
Note that this approach is entirely consistent with the publicly traded entity ex-
ample in the TE referenced above. Moreover, under the US model treaty, ownership 
by qualifying persons that are organizations established and maintained exclu-
sively for religious, charitable, scientific, artistic, cultural, or educational purposes 
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and pension funds also count toward the affirmative 50 percent test. This pre-
sumably reflects the notion that third-country persons are unlikely to be treaty 
shopping into a particular contracting state through an entity formed for one of 
these purposes.91

Under the US model treaty, however, the ownership test cannot be satisfied 
by an owner qualifying as either a subsidiary of a public company or an entity 
qualifying under the ownership and base erosion test.92 Thus, the US model treaty 
clearly distinguishes between those owners whose direct or indirect interest in 
the entity being tested can be counted toward the 50 percent test and those owners 
whose interest cannot. The distinguishing factor is that entities that are qualify-
ing persons only by reference to their owners are excluded. This approach makes 
sense in light of the purpose of the ownership and base erosion test and the 
50 percent direct and indirect ownership threshold provided for therein.

To illustrate these principles, consider the examples set out in figures 4 through 
6. In each case, USco is the entity being scrutinized for qualification under the 
ownership test. assume that USco 1 in figure 4 is a private corporation and that 
all of the corporations depicted in figures 4 through 6 have only one class of 
common shares outstanding.

In figure 4, USco is not a qualifying person under subparagraph 2(e) even though 
it is more than 50 percent owned by USco 1 because more than 50 percent of the 
aggregate votes and value of its shares are owned indirectly by non-qualifying 
persons. Moreover, the same result will obtain under the US model treaty (not-
withstanding that the rule is framed in a positive manner) because USco 1 is a 
not a public corporation.

The structure shown in figure 5 is the same as that in figure 4, except that 
51 percent of the aggregate votes and value of the USco shares are owned by US 
pubco, a corporation that is assumed to be a qualifying person by reason of sub-
paragraph 2(c). as indicated above, the TE states that USco is a qualifying person 
under subparagraph 2(e) on these facts because more than 50 percent of the 
votes and value of USco’s shares are owned by a corporation qualifying under 
subparagraph 2(c).93

The structure shown in figure 6 gives rise to more difficult interpretive issues. 
This structure is very similar to that in figure 5 because both US pubco (figure 5) 
and the US pension fund (figure 6) are qualifying persons without regard to their 
owners. although a pension fund must also satisfy the requirement that it was 
established for the purpose of providing benefits primarily to individuals who 
are qualifying persons, this is not an ownership test per se. Rather, a US-resident 
pension fund that provides benefits primarily to qualifying persons is itself a 
qualifying person. as discussed above, it is clear from the US model treaty and 
the US model TE that no further analysis of the ownership of the US pension fund 
is required.94 On this basis, there is no need to investigate further beyond the US 
pension fund.

On the other hand, there is no example involving pension funds in the TE, 
and the protocol frames this ownership test in the negative—in effect, requiring 
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a cumulative analysis of the ultimate direct and indirect ownership of USco. On 
this basis, if the economic interests that non-qualifying persons have in the US 
pension fund constitute an ownership interest, USco will fail the ownership test.

On balance, the nature of a pension fund entity, the publicly traded entity 
example in the TE, and the US model treaty and the US model TE lead us to 
conclude that the ownership analysis ends at the US pension fund. In this regard, 
although the US model treaty and the US model TE do not form part of the internal 
context of the treaty, in our view these documents serve to clarify the meaning 
of the text of the protocol. In effect, the example in the TE provides an inter-
pretation of the text of the treaty and the TE that is consonant with the purpose 
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of the ownership and base erosion test and the formulation of this test in the US 
model treaty and the US model TE. accordingly, it is reasonable to conclude 
that the example in the TE and the formulation of this test in the US model treaty 
and the US model TE reflect the intention of the parties.

Factual Difficulties in Satisfying the Ownership Test

In addition to the interpretive issues discussed above, proving that the ownership 
test has been satisfied presents a host of practical difficulties. Figure 7 illustrates 
a situation involving a canadian subsidiary of a US corporation (USco) that is 
owned indirectly by a private equity fund limited partnership (USlp) whose 
members include a broad range of tax profiles, with taxable and tax-exempt 
persons investing through taxable entities as well as various forms of fiscally 
transparent entities. The issue is whether USco meets the ownership test in sub-
paragraph 2(e).

as with subparagraph 2(d), the TE indicates that the lookthrough principles 
introduced by the protocol in article IV(6) are to be taken into account when 
applying the ownership and base erosion provisions in subparagraph 2(e). While 
it may be possible to determine that substantially all of the aggregate votes of 
the USco shares are owned by US-resident individuals by reason of the authority 
vested in the general partner and by looking through fiscally transparent entities, 
it is still necessary to establish that 50 percent or more of the value of USco 
shares was not owned, directly or indirectly, by other than qualifying persons.

In order to conclude that non-qualifying persons do not own 50 percent or 
more of the value of USco, one must analyze the ownership by the non-qualifying 
persons that own, directly or indirectly, shares of USco 1 and all the members 
of Feeder lp. Fiscally transparent members must be disregarded, and the owner-
ship test (and the base erosion test discussed below) must be applied to each 
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person in the ownership chain. Even though the general partner’s carried interest 
in USlp may result in a significant percentage of USco shares being considered 
owned by qualifying persons,95 establishing that the ownership test is met may be 
extremely onerous (or simply impossible) in many cases. Even if the ownership 
test is satisfied at a particular time, it will have to be revisited when upstream 
ownership changes occur and when the general partner’s proportionate interest 
in the indirect ownership of USco’s shares changes as a result of changes in the 
value of USco (and potentially other investments).

Meaning of “Gross Income” and “Deductible 
Expenses” in the Base Erosion Test

The base erosion test recognizes that treaty benefits may be accessed indirectly 
by persons other than owners, including lenders, service providers, and licensors. 
as noted, the base erosion test will be satisfied if the deductible expenses paid 
or payable by a company or trust for its preceding fiscal period96 (or, in the case 
of its first fiscal period, that period) directly or indirectly to persons other than 
qualifying persons are less than 50 percent of its gross income for that period. 
Several interpretive issues arise under this base erosion test, some of which will 
be addressed by reference to figure 8.
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In the structure shown in figure 8, the test is satisfied if the deductible pay-
ments made by USco to non-qualifying person 2 and USco 1 (assuming that 
USco’s deductible payments to USco 1 are considered paid directly or indirectly 
to non-qualifying person 1 as discussed below) constitute less than 50 percent 
of USco’s gross income, as determined under US law. If such deductible pay-
ments exceed this amount, then the base erosion test is failed.

One change that the protocol made to the base erosion test is that deductible 
expenses and gross income are to be determined using the laws of the state of 
residence of the company or trust (USco in figure 8). This is generally consistent 
with the US model treaty. Interestingly, the 1996 US model treaty expressly ref-
erenced amounts paid or accrued “in the form of payments that are deductible 
for tax purposes in the person’s State of residence.” However, the 1996 US model 
treaty did not expressly provide which rules (those of the source state or those 
of the residence state) applied to determine gross income. accordingly, the US 
model treaty was changed to expressly state that the law of the residence state 
applied, a change that the US model comparison report indicates was merely a 
clarification.97

This clarification is significant. In the absence of a common meaning estab-
lished in the treaty, the meaning of “gross income” and “deductible expenses” 
would have been determined under the laws of the source state, unless the con-
text required otherwise, pursuant to article III(2). In the light of the clarification, 
it seems reasonable to conclude that prior to the protocol, the context of the 
treaty required that the source state adopt the residence state’s determination of 
“gross income” and “deductible expenses” to give effect to the nature and pur-
pose of the base erosion test (that is, the excessive erosion of the tax base in the 
residence state is the target of the rule) and avoid the burdensome practicalities 
of applying this test using the source state’s tax principles. That said, absent this 
clarification, this point was not clear.

Now that the protocol and the TE make it clear that the residence state’s tax 
rules apply for the purposes of determining gross income, the question of the 
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meaning of gross income arises. The term is not defined in the treaty.98 gross 
income is defined for US tax purposes as gross receipts less the cost of goods 
sold,99 and this will be the relevant definition when the base erosion test is ap-
plied by canada to a US person.

The result may not be so clear when the base erosion test is applied by the 
United States to a canadian person. although the act defines “gross revenue” 
and describes how “income” is computed, it does not define “gross income” (in-
deed, the concept has no relevance under the act).100 In the absence of a definition 
of gross income in the act, the principles that should be applied to ascertain the 
meaning of the term are not entirely clear. The requirement that the source state 
determine the meaning of an undefined term by reference to its domestic law is 
fundamental to treaty interpretation and a common occurrence.101 However, it 
is quite another matter for the source state to have agreed to adopt the residence 
state’s meaning of an undefined term when the residence state has no established 
meaning for the term.102

Scope of Indirect Payments Rule

as noted, deductible expenses paid or payable directly or indirectly to non-
qualifying persons will be included in determining whether the total of such 
amounts represents 50 percent or more of the gross income of the entity being 
tested under subparagraph 2(e). The “directly or indirectly” concept is very im-
portant; however, the meaning of this expression is not addressed in the text of 
the treaty, the TE, the US model treaty, or the US model TE.103 If this expression 
is not interpreted narrowly, the rule could significantly broaden the scope of base-
eroding payments and could also hamper the administration of the provision.

In our view, the expression “directly or indirectly” should be accorded its 
meaning under the laws of the source state. The fact that gross income and de-
ductible expenses are determined using the laws of the residence state does not 
alter this conclusion. In principle, the base erosion test measures treaty benefits 
conferred by the source state but indirectly enjoyed by a non-qualifying person. 
although it is appropriate to determine whether the tax base in the residence 
state has been eroded by reference to the residence state’s laws (there is no 
concern under the base erosion test otherwise), the source state is otherwise 
granting treaty benefits; therefore, the rules of that state should govern the scope 
of indirect payments. This conclusion is consistent with article III(2) and the 
fact that the United States and canada could easily have agreed that the residence 
state’s laws applied in making this determination if they had so intended.

When canada is the source state and one must determine the meaning of 
the term “directly or indirectly” under the act, it is not immediately apparent 
where to look for guidance. One reasonable source of guidance is the “directly 
or indirectly” language in the active business income deeming rule in subpara-
graph 95(2)(a)(ii) of the act. In this context, the cRa has indicated that “directly 
or indirectly” requires that amounts paid through an intermediary must be directly 
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traceable and in some manner conditional on an equal payment by the payee to 
another person or part of an arrangement where the initial payer is a party to the 
payment of an equal amount to the ultimate payee. a relatively high degree of 
linkage and knowledge is required.104

If the cRa’s administrative position in connection with subparagraph 
95(2)(a)(ii) is the relevant authority, it would limit significantly the amount of 
the base-eroding payments that are swept in under this “directly or indirectly” 
concept. This is so even though there is no requirement in the text of the treaty 
that the payment made to the intermediary (USco 1 in figure 8) by the person 
being tested (USco) be conditional on payments made by the intermediary to 
the indirect recipient (non-qualifying person 1) or that the entity being tested 
and the indirect recipient be party to an arrangement.

The application of the “directly or indirectly” language in subparagraph 
95(2)(a)(ii) usually involves payments the character of which is unchanged in 
the hands of the intermediary (for example, interest received and paid by an 
intermediary on back-to-back loans). However, this is not always the case. For 
example, the cRa opined favourably with respect to the application of the deem-
ing rule on the basis of the “directly or indirectly” language in the case where 
the initial payer affiliate made an interest payment on a loan from an arm’s-
length bank and part of the indirect payment to the recipient affiliate from the 
bank was a guarantee fee.105

The cRa has also ruled favourably in a case where the initial payer affiliate 
made a payment of rent to an intermediary, which in turn made a payment of 
interest to the recipient foreign affiliate.106 because these interpretations and 
rulings by the cRa contemplate indirect payments the initial character of which 
is converted in the intermediary (which is consistent with the text and purpose 
of subparagraph 95(2)(a)(ii)), the principles described in these interpretations 
could widen the scope of base-eroding payments if they are applied to this base 
erosion test.

There are two important contextual differences between the active business 
income deeming rules in subparagraph 95(2)(a)(ii) of the act and the base ero-
sion test in the lOb article which justify a narrower interpretation of the meaning 
of “directly or indirectly” in the latter context. First, the payer and recipient 
foreign affiliates in the subparagraph 95(2)(a)(ii) context are often wholly owned 
by the taxpayer resident in canada (the taxpayer can have no less than a qualify-
ing interest in such affiliates).107 In cases where neither the intermediary nor the 
indirect non-qualifying person recipient of a potential base-eroding payment is 
owned by the same persons as the entity being tested (the structure illustrated 
in figure 8), a narrower interpretation of “directly or indirectly” is justified on 
the basis that the initial deductible payments are unlikely to be connected to the 
ultimate payments to non-qualifying persons. In other words, it is unlikely that 
the connection between the initial payments to the intermediary and the ultimate 
payments to the indirect recipient (a non-qualifying person) will be sufficient 
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when unrelated intermediaries and indirect recipients are involved, and particu-
larly if the character of the income is converted in the intermediary.

Second, subparagraph 95(2)(a)(ii) is an incentive provision while the base 
erosion test is a form of anti-avoidance provision. although neither type of pro-
vision should necessarily be construed broadly or narrowly, the cRa’s interpreta-
tions in the subparagraph 95(2)(a)(ii) context are appropriate in light of the 
purpose of the provision. On the other hand, it would be inappropriate (or at 
least unworkable) if an overly broad interpretation of “directly or indirectly” 
was applied in the base erosion context unless it was clear that the intermediate 
payments and character conversion were part of a plan to defeat or frustrate the 
base erosion rule (and even then it may be that gaaR could apply instead of an 
overly broad interpretation of “directly or indirectly”). In our view, most pay-
ments passing through an arm’s-length intermediary are unlikely to be brought 
within the base erosion test as a result of the “directly or indirectly” language.

It is interesting to observe that the protocol amended the treaty to clarify 
which law applies to determine the meaning of gross income and deductible 
expenses (discussed above) but did not also add an exclusion for arm’s-length 
payments in the ordinary course of business for services or tangible property 
when the 50 percent test is applied. This exception is present in the US model 
treaty,108 but was not in the 1996 model treaty. This exception would have as-
sisted significantly in clarifying and limiting the scope of the base erosion rule 
and simplifying its administration.109

The “Active Trade or Business” Test

General

The “active trade or business” test in article xxIx a(3) is satisfied when a person 
(or a person related to the particular person) is engaged in the active conduct of 
a trade or business in the residence state and derives income from the other con-
tracting state (the source state) in connection with or incidental to that trade or 
business (including any income derived directly or indirectly through one or more 
other persons that are residents of the source state), but only if that trade or 
business is substantial in relation to the activity carried on in the source state.

The “active trade or business” test is premised on the theory that a person 
carrying on an active trade or business in one state and deriving income from 
the other state in connection with that active trade or business is not treaty shop-
ping and therefore should be entitled to treaty benefits with respect to the income 
from the other state. There is no requirement that the person seeking benefits be 
owned by qualifying persons or that a base erosion test be satisfied. Unlike the 
qualifying persons enumerated in paragraph 2 (which are entitled to all benefits 
under the treaty),110 treaty benefits under the “active trade or business” test apply 
only to the particular item of income that satisfied the test.
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The test will not be satisfied if the relevant business is the making or managing 
of investments, unless those activities are carried on with customers in the ordin-
ary course of business by a bank, an insurance company, a registered securities 
dealer, or a deposit-taking financial institution. Interestingly, in a change from 
the 1996 US model treaty, the US model treaty now excludes a business from this 
test only if it is the making or managing of investments for one’s own account 
unless those activities are banking, insurance, or securities activities carried on 
by a bank, insurance company, or registered securities dealer. Therefore, under 
the US model treaty, a person that is not one of the regulated financial institu-
tions enumerated above and that manages investments for third parties would 
be able to access treaty benefits.

The extension of this test under the US model treaty to these types of asset 
management activities could be relevant where a US person was considered to 
be carrying on a business in canada by reason of these activities. However, it 
appears that it would be difficult to sustain this position under the protocol, since 
the text of paragraph 3 differs from the US model treaty and the TE does not 
speak to this issue.

as will be evident from the discussion above, there are many situations where 
a US person that was eligible for benefits under the treaty prior to the protocol 
will no longer be eligible for benefits because the entity is not a qualifying person. 
In these cases, satisfying the active trade or business test may be the last basis 
upon which to access benefits under the treaty, short of requesting that the com-
petent authority grant benefits.111 This being the case, and in light of the unique 
nature of this provision, it is unfortunate that canada did not make its intentions 
clearer when negotiating the protocol.112 However, even though many interpret-
ive issues arise from a canadian perspective, there is a substantial body of specific 
guidance (and practical experience) in the United States which should help guide 
the cRa.

It is curious that paragraph 3 does not conform to the US model treaty. This 
contrasts with other US treaties concluded around the time of the protocol.113 
The text of paragraph 3 in the treaty differs significantly (although perhaps not 
in meaning) from the text of the US model treaty. perhaps the United States did 
not it think it was necessary to update the text of the provision or expand the 
discussion in the TE along the lines of the US model TE on the basis that US 
policies and practices in this area are reasonably well understood. Whatever the 
reasons for essentially ignoring this provision in the protocol, it is clear that 
further guidance and clarity would be helpful in several areas.

In the following discussion, the structure shown in figure 9 is used to identify 
and address various interpretive issues. In this regard, USco is the entity seeking 
benefits under the treaty with respect to interest income it will earn on its loan 
to canco. assume that USco is wholly owned by the foreign parent and, accord-
ingly, will not be a qualifying person under paragraph 2, and that the loan to 
canco is capital property to USco and not a short-term investment of working 
capital.
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Active Trade or Business

The phrase “engaged in the active conduct of a trade or business” is not defined 
in the protocol or the TE. accordingly, the phrase should take its meaning from 
canadian tax law when canada is applying the provision.114 “Engaged in the 
active conduct of a trade or business” is not defined in the act; however, it is 
reasonable to conclude that the meaning of the terms “active business” and 
“carrying on a business” in the act will be relevant in ascribing a meaning to 
this phrase.115 In this regard, the threshold level of activity is very low.116

“In Connection with . . . That Trade or Business”

Whether a Comprehensive Common Meaning Was Intended

Where a person engaged in the active conduct of a trade or business in the resi-
dence state derives income from the other contracting state (the source state) in 
connection with or incidental to that trade or business, that person is eligible for 
treaty benefits on such income if that trade or business is substantial in relation 
to the activity carried on in the source state. There is no definition of “in connec-
tion with . . . that trade or business” in the treaty itself. The TE says the following 
about the breadth of the expression “in connection with” an active trade or busi-
ness for this purpose:

Income is considered derived “in connection with” an active trade or business 
if, for example, the income-generating activity in the State is “upstream,” 
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“downstream,” or parallel to that conducted in the other contracting State. 
Thus, for example, if the U.S. activity of a canadian resident company con-
sisted 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, the income generated by that activity would be treated as earned 
in connection with the canadian trade or business.

This is extremely broad language that remains unchanged from the third 
protocol. However, this description of the expression “in connection with” is 
not exhaustive and therefore gives rise to two difficult interpretive issues. One 
is whether recourse should be had to canadian domestic law or whether canada 
and the United States agreed to a common meaning of the expression “in con-
nection with” as set out in the TE, the US model treaty, and the US model TE. 
The second issue is whether, to the extent that canadian domestic law is relevant, 
the available domestic law meanings of terms and expressions used in the treaty, 
the TE, and other extrinsic aids (that is, the US model treaty and the US model 
TE) are well suited to paragraph 3 of the lOb article.

With respect to the first issue, canadian domestic law is relevant only if it is 
determined that canada and the United States did not agree that the US model 
TE description of “in connection with” applied for the purposes of paragraph 3.117 
The relevant portion of the US model TE reads as follows:

an item of income is derived in connection with a trade or business if the 
income producing activity in the State of source is a line of business that 
“forms part of ” or is “complementary” to the trade or business conducted 
in the State of residence by the income recipient.

This definition of “in connection with” will be considered to be the common 
meaning agreed to by the parties if it can reasonably be concluded that the US 
model TE assists in interpreting this phrase in the treaty and the TE and that is 
what the parties intended. The US model TE distinguishes between a line of 
business that “forms part of” a trade or business and one that is “complementary” 
to a trade or business. In particular, the US model TE provides as follows:

a business activity will form part of another if the two activities involve the 
design, manufacture or sale of the same products or types of products, or 
the provision of similar services. The line of business in the State of resi-
dence may be upstream, downstream or parallel to the activity conducted in 
the State of source. Thus, the line of business may provide inputs for a 
manufacturing process that occurs in the State of source, may sell output of 
that manufacturing process, or simply sell the same sorts of products that 
are being sold by the trade or business carried on in the State of source.

In our view, the fact that the “upstream, downstream or parallel” language and 
the example given in the TE are consistent with the “forms part of ” language 
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in the US model TE leads us to conclude that the discussion in the US model TE 
regarding the meaning of “forms part of ” should be accorded substantial weight 
in applying “in connection with” in paragraph 3.

This being the case, the two examples in the US model TE illuminate how 
“in connection with” in paragraph 3 should be applied. In the first example, 
USco is engaged in an active manufacturing business. Its wholly owned subsidi-
ary, F co, distributes US products in the other contracting state. The US model 
TE states that F co’s distribution business forms part of USco’s business, presum-
ably on the basis that the activities in the United States are upstream from the 
activities in the other contracting state.

The facts in the second example in the US model TE are the same as those in 
the first example, except that USco operates a large research and development 
facility and licenses intellectual property to US and foreign affiliates. F co and 
USco affiliates then manufacture and market the USco-designed products in their 
respective markets. The US model TE states that these activities are considered 
to form part of the same trade or business, since the activities of USco and F co 
involve the same product lines.

On the basis of these examples, in our view it is reasonably clear that each 
function in a vertically integrated supply chain that produces the same products 
or types of products will be upstream or downstream in relation to each other and 
should therefore satisfy the “in connection with” requirement. However, other 
than the references above in the US model TE to “the design, manufacture or sale 
of the same products or types of products, or the provision of similar services” 
and the wording “may simply sell the same sorts of products,” we note that the 
US model TE does not contain any examples that expand further upon or clarify 
the meaning of “parallel.” The manner in which these terms that are not fully 
defined will be interpreted and applied by canada is discussed further below.

as noted, the US model TE also employs the concept of a “complementary” 
activity:

For two types of activities to be complementary, the activities need not re-
late to the same types of products or services, but they should be part of the 
same overall industry and be related in the sense that the success or failure 
of one will tend to result in success or failure for the other.

In contrast to the discussion of “forms part of ” in the US model TE discussed 
above, it is less clear whether the meaning of “in connection with” under the 
treaty and the TE includes activities in one state that are “complementary” to 
activities in the other. On a plain reading of the TE and the US model TE, it is 
possible to construe the reference to “complementary” in the US model TE as 
broader than the TE. If so, it would be inappropriate to expand the meaning of 
“in connection with” under the treaty because there is no indication that both 
of the contracting states intended to agree to such an expanded meaning.

The examples in the US model TE illustrating the meaning of “complement-
ary” demonstrate that a complementary activity connotes a looser connection 
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between business activities than “forms part of ” (that is, upstream, downstream, 
or parallel). The third example in the US model TE provides that the businesses 
of operating an airport hotel chain and an airline business are distinct trades or 
businesses. However, they are complementary because they are part of the same 
overall industry (travel), and links between their operations tend to make them 
interdependent.118

Similarly, the fifth example provides that a flower-producing and -retailing 
business is complementary to a lawn-care products business when both products 
are sold in the same store on the basis that increased sales in one tend to generate 
increased sales in the other. In both the third and fifth example, it may be difficult 
to conclude that the product or service pairings in these examples are properly 
characterized as “parallel” (which is expressly contemplated in the TE) because 
the underlying products and services are distinct.

“complementary” is clearly broader than upstream, downstream, or parallel, 
although the meaning of “complementary” likely overlaps to some extent with 
the meaning of “parallel.” The question is whether the contracting states intended 
that complementary businesses be treated as “in connection with” each other 
for the purposes of paragraph 3. In this regard, the 1996 US model treaty defined 
income derived “in connection with” a trade or business to include an activity 
in the source state that forms part of or is complementary to the trade or business 
conducted in the residence state.119 Even though the US model treaty no longer 
describes the circumstances in which income is derived “in connection with” a 
trade or business, both the “forms part of ” and “complementary” concepts were 
preserved in the US model TE. Therefore, the broader “complementary” language 
appears to have been US treaty policy since at least 1996.120

although the “complementary” language was not adopted in either the text 
of the third protocol or the accompanying TE, one can reasonably conclude that 
on the basis of the purpose and context of paragraph 3 and the use of the broad 
and flexible expression “in connection with,” these examples of the meaning of 
“complementary” in the US model TE constitute a mere elucidation of the mean-
ing of “in connection with.”

This interpretation is also consonant with the fact that the additional meaning 
of “in connection with” in the TE (quoted above) is inclusive. activities that are 
upstream, downstream, or parallel are just one example of what constitutes “in 
connection with” under the TE, thereby leaving it open to consider other bases 
upon which to assess whether business activities are connected with each other. 
Insofar as US treaty policy and practice around the time of the third protocol 
usually defined “in connection with” to mean “forms part of ” or “complement-
ary” (and there is no indication that either contracting state sought to change 
that in the protocol), a strong argument can be made that complementary activ-
ities should be considered “in connection with” each other.

Notwithstanding whether the commentary in the TE and the US model TE 
together set out a common meaning for the term “in connection with,” it is con-
ceivable that the cRa may seek to apply domestic-law meanings either on the 
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basis that the meaning set out in the US model TE was not agreed to by canada 
or that the ostensibly comprehensive meaning in the US model TE only partially 
defines the term. There was an early indication along these lines when the cRa 
responded to a generic question regarding the meaning of “in connection with” 
by reference to canadian case law.121

More recently, again in response to a question concerning the meaning of “in 
connection with,” the cRa indicated that consideration would be given to the 
US interpretation and approach.122 However, the cRa has not yet published de-
tailed guidance that would assist in dealing with these questions. On balance, 
based on the purpose and context of paragraph 3 of the lOb article and the in-
clusive language in the TE, we believe that the commentary in the US model TE 
should be accorded substantial weight in that it aptly illustrates and gives mean-
ing to these concepts and principles that are unique to this active trade or business 
exception.

Ascertaining the Meaning of “Upstream,” “Downstream,” 
“Parallel,” and “Complementary”

Even if the commentary in the TE and the US model TE will be accorded substan-
tial weight, the terms used to give meaning to “in connection with”—“upstream, 
downstream or parallel”—are not fully defined.123 Moreover, terms used to give 
meaning to “complementary”—for example, “same overall industry”—are also 
not fully defined in the US model TE. Thus, it will be necessary to ascertain the 
meaning of these terms in any event.

as indicated below with respect to the absence of sourcing rules in applying 
the lookthrough or consolidation approach to determining whether income is 
derived from activities and businesses that are connected, the principles inherent 
in this test also have no easy or clear analogue in canadian domestic law. In 
light of the broad scope that the courts have accorded to “in connection with” 
and analogous phrases such as “in respect of,” in our view the canadian domestic 
law supports a very expansive interpretation of “in connection with,” certainly 
one that is not any narrower than what we believe is the agreed-upon common 
meaning of the phrase.124

It is conceivable that the cRa could seek to apply principles that have de-
veloped in the context of certain rules in the act (none of which employed 
language such as “in respect of ” or “in connection with”) the application of 
which depends on the nature of the taxpayer’s business. For example, in the 
context of the loss restriction rules following an acquisition of control of a cor-
poration, Manac125 stands for the proposition that the purchase of a business that 
is upstream from the acquiror, such that the acquired company’s product will 
be incorporated into the purchaser’s manufactured product, will not produce 
income that is considered to be from the sale of similar products as the pur-
chaser, because the intermediate product on its own is distinct from the final 
product into which it is incorporated.
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In our view, the proposition in Manac should not apply for the purposes of 
interpreting paragraph 3 of the lOb article because this judicial principle con-
flicts with the clear vertical integration principle inherent in the references to 
“upstream” and “downstream.” More fundamentally, the context and purpose of 
the loss restriction rules in section 111 of the act differs markedly from that 
of paragraph 3 and accordingly provides little if any interpretive assistance.

another case dealing with the nature of a taxpayer’s business is du Pont 
canada,126 which dealt with whether an explosives-manufacturing business dis-
posed of by the taxpayer was part of the same business as its other manufacturing 
businesses.127 The Federal court of appeal decided that the taxpayer’s explosives 
business was part of the same business as the other chemical product manufac-
turing activities carried on by the taxpayer.

The explosives manufacturing operation was included in the “specialty chem-
icals” group, along with the production of a large number of other chemical 
and industrial products, including hydrogen peroxide, fluorocarbons, specialty 
acids, paint, primers and solvents for the automobile industry, x-ray films, 
medical equipment, pharmaceutical products and agricultural chemicals.128

although the Federal court of appeal in du Pont canada found that its spe-
cialty chemical product manufacturing business was all part of the same business, 
it is critical to note that the court also found that in fact the business was carried 
on as one integrated business—that they had the requisite level of interconnec-
tion, interlacing, and interdependence.129 In particular, the court noted:

The most important indicators of integration in this case are the centralized 
financing and credit management, centralized purchasing, and common re-
search facilities. The other side of that coin is the lack of autonomy given 
to the Nipissing explosives plant with respect to those important business 
functions. These facts distinguish this case from frankel, Utah co. and h.A. 
roberts, in which separate businesses were found.

It is also important that the Du pont brand name and trade marks were 
consistently used for all of Du pont’s products, but that they ceased to be 
an attribute of the explosives manufactured at the Nipissing plant after the 
sale. by contrast, a separate business was found in frankel, where the trade 
name and trade mark were transferred with the plant.

another fact that distinguishes this case from frankel, Utah co. and 
h.A. roberts is the degree of product integration demonstrated by the prac-
tice of cross-selling. The explosives manufacturing operation in particular 
had customers in common with other Du pont plants and sold those custom-
ers Du pont products that were not produced at the Nipissing plant. That is 
a natural and expected result of Du pont’s fundamental corporate strategy 
as described above.130

It is possible that the cRa and the courts could seek to apply these domestic-
law principles regarding the meaning of “same business” in determining whether 
businesses are connected for the purposes of paragraph 3 of the lOb article. For 
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example, the guidance in du Pont canada might be considered in determining 
the meaning of “parallel.” That said, the meaning of “same business” is clearly 
narrower than “same type or sorts of products,” or at least it could be if the requi-
site interconnection, interlacing, and interdependence necessary for a finding of 
“same business” are not present. Moreover, these principles concerning the 
meaning of “same business” have typically only been applied in canada to a 
single domestic taxpayer. accordingly, considerable adaptation of these domestic 
principles would likely be required to fit the context and purpose of the active 
trade or business test, and it could easily be argued that the degree of adaptation 
would in effect require the development of new principles.

The replacement property rules are another area of the domestic law that may 
be relevant. pursuant to these rules, capital gains, for example, may be deferred 
to the extent that a replacement property is acquired for the purpose of producing 
income from a similar business.131 There is relatively little jurisprudence on the 
meaning of “similar business,”132 and the context and purpose of a replacement 
property rule is quite different from that of the active trade or business test.

Nevertheless, the cRa has published guidance133 applicable to the replace-
ment property rules that sets out its position on the meaning of similar business. 
The cRa indicates that the term “same or similar business” is interpreted in a 
reasonably broad manner for the purposes of the replacement property rules. 
The cRa also sets out various categories of businesses and indicates the general 
circumstances in which businesses will be considered similar businesses.134 The 
views expressed by the cRa in this regard reflect notions of upstream, down-
stream, and parallel activities. It is clear that a determination of whether business 
activities are similar is not the same as determining whether such activities are 
“in connection with.” However, it is possible that the cRa could seek to adapt 
these principles in ascribing a meaning to certain terms used in the treaty and 
the TE that it considers less than fully defined therein.

Summary

In our view, the TE, the US model treaty, and the US model TE provide a reasonably 
comprehensive meaning of the term “in connection with” for the purposes of para-
graph 3 of the lOb article. at the same time, the meaning of “in connection with” 
under canadian domestic law is quite broad and easily accommodates the broad 
meaning given to “in connection with” under the TE and the US model TE.

Insofar as the meaning of “in connection with” established in the TE and the 
US model TE uses other terms that are not comprehensively defined (for example, 
“parallel” and “same overall industry”), difficult interpretive issues arise because 
existing canadian domestic-law principles are not well suited for this purpose. 
That said, the context and purpose of paragraph 3 is clear, and we believe the 
interpretive guidance set out in the TE and the US model TE evinces that purpose. 
Nevertheless, additional guidance from the cRa and the courts will be helpful 
in determining the scope of this provision near the outer boundaries.
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“Incidental to a Trade or Business”

There is no definition of “incidental to” in the protocol. The TE provides one 
example of what might be considered “incidental to”:

Income is considered “incidental” to a trade or business if, for example, it 
arises from short term investment in working capital of the resident in se-
curities issued by persons in the State of source.

The US model TE contains an extra sentence preceding one substantially the 
same as that in the TE quoted above:

an item of income from the State of source is “incidental to” the trade or 
business carried on in the State of residence if production of the item facili-
tates the conduct of the trade or business in the State of residence.135

Together, these statements arguably establish a common meaning of “inciden-
tal to.” That meaning is largely consistent with domestic-law meanings, although 
the purpose and context of paragraph 3 of the lOb article is somewhat distinct 
from that of the domestic-law provisions under which canadian courts have had 
occasion to provide guidance.

Nevertheless, when asked about the meaning of “incidental” in this context, 
the cRa has indicated that there were a number of canadian court decisions 
dealing with whether property is “incidental to” or “pertains to” an active busi-
ness carried on by a corporation for purposes of specific provisions of the act. 
In particular, the cRa referred to Atlas Industries ltd.136 and Mccutcheon farms 
limited137 and the principle that there must be a financial relationship of some 
substance between the property and the active business before the income from 
the property can be said to be incidental to the active business.138

In our view, this is a situation where recourse to the canadian meaning of 
“incidental to,” adapted to fit the context and purpose of the trade or business 
exception, is likely appropriate for the following reasons. First, there is no refer-
ence to facilitating the conduct of a trade or business in either the treaty or the TE. 
Second, the meaning ascribed to “incidental to” in the TE and the US model TE 
is ambiguous and arguably not comprehensive. Third, the meaning of “incidental 
to” under domestic canadian jurisprudence can likely be readily adapted to fit 
the context and purpose of paragraph 3 of the lOb article.

Income Derived from the Other Contracting 
State, Directly or Indirectly

In order to satisfy the active trade or business test, the interest income paid by 
canco to USco on the intercompany loan must be derived in connection with 
(or be incidental to) the trade or business carried on by USco (or a related per-
son) in the United States. If the relevant item of income to be tested is the actual 
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interest income on the loan, then it may be difficult to conclude that such interest 
income was derived in connection with USco’s trade or business, because the 
interest income may be considered income from property under canadian tax 
principles. However, paragraph 3 provides that the income from the source state 
includes income derived directly or indirectly through one or more residents of 
the source state. Therefore, for the purpose of determining whether the interest 
income received by USco is eligible for treaty benefits, one looks to the under-
lying trade or business income that funds the interest payment from activities 
in the source state in order to determine whether the interest payment is in con-
nection with (or incidental to) the active trade or business of USco.

although the text of paragraph 3 could be clearer in this regard, the TE clari-
fies that the parties intended to adopt this lookthrough approach:

an item of income may be considered to be earned in connection with or to 
be incidental to an active trade or business in the United States or canada 
even though the resident claiming the benefits derives the income directly 
or indirectly through one or more other persons that are residents of the 
other contracting State. Thus, for example, a canadian resident could claim 
benefits with respect to an item of income earned by a U.S. operating subsidi-
ary but derived by the canadian resident indirectly through a wholly-owned 
U.S. holding company interposed between it and the operating subsidiary.

The commentary in the TE also clarifies that the income in the source state 
may be derived through unrelated persons:

For example, a canadian partnership in which three unrelated canadian 
companies each hold a one-third interest could form a wholly-owned US 
holding company with a US 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 
US holding company, even if the partners were not considered to be related 
to the US holding company under the principles of code section 482.

paragraph 3 contains a broader lookthrough approach than the US model 
treaty, which restricts the approach to persons related to the resident.139 In the 
result, the broader approach facilitates access to benefits under the treaty if interest 
on the loan to canco (see figure 9) was derived from income earned by canco 3 
in connection with or incidental to a trade or business carried on by USco.

as noted above, the examples in the TE relating to paragraph 3 accord a broad 
meaning to “directly or indirectly” in this context. both examples involve hold-
ing companies and contemplate underlying active trade or business income that 
becomes dividend income paid cross-border by a holding company. Thus, the 
character of the income earned by the source state person need not be the same 
as the character of the income from the source state in respect of which the resi-
dence state person is seeking benefits under the treaty. It is therefore possible 
that the character of the actual underlying income could be transformed several 
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times before it is paid cross-border to the residence state person—for example, 
active business income is paid as a royalty, which then funds an interest pay-
ment, which in turn funds the payment of a dividend.

It is worth noting that neither the US model treaty nor the 1996 US model 
treaty uses the phrase “directly or indirectly” in the active trade or business test. 
This stems from the fact that the construction of this provision in those model 
treaties eliminates the need for the language. More specifically, under the US 
model treaty, all activities conducted by persons connected to a person in the 
residence state are deemed to be conducted by the residence state person.140

although paragraph 3 applies to income that is indirectly derived through 
intermediaries, neither the text of paragraph 3 nor the TE provides any rules to 
determine the source of an item of income for this purpose. For example, where 
there is more than one active trade or business carried on in the source state or 
where there is a mix of business and investment activities in the source state, 
sourcing rules or principles of some sort are necessary to determine whether the 
income earned from the source state is attributable to the trade or business car-
ried on in the residence state. The US model TE sets out certain general sourcing 
rules for this purpose,141 but it is of limited assistance because these general 
sourcing rules reflect concepts (earnings and profits) and principles (expense 
allocation) that are unique to the US tax system. We are not aware of any official 
indication on the part of canada that these US sourcing rules would be adopted 
as its interpretation of the meaning of “directly or indirectly.”142

The act requires that income and expenses relate to a source,143 and these 
sourcing rules apply for many purposes.144 The act also distinguishes between 
different types of business activities for various purposes.145 However, none of 
these rules are particularly well suited to this context. For example, dividends 
paid by a canadian operating company that carries on two separate businesses 
likely constitute income from property to a canadian corporate shareholder and 
will no longer be considered to be income from a business source.146 Moreover, 
the meaning of “in connection with” (discussed above) may involve a broader 
range of activities, products, and services than the “same,” “similar,” and “sep-
arate” distinctions that are often employed by the act.

In the context of USco’s loan to canco in figure 9, it may be tempting to apply 
a tracing principle as the sourcing rule under canadian domestic law. However, 
the traditional tracing principle under paragraph 20(1)(c) of the act is inadequate 
for this purpose and would require adaptation. For example, although the tracing 
principle requires a determination of the use of the borrowed money by canco, 
it does not involve tracing the use of the borrowed money through to canco 2 
Sub or canco 3 and determining the particular uses to which such borrowed 
money was put in these entities (other than to assess whether the shares of the 
entities were acquired by canco for the purpose of earning income).

perhaps the more flexible linkage principle that was developed by the para-
graph 20(1)(c) jurisprudence is appropriate.147 This principle is less demanding 
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than the tracing principle, since it only requires some link between the borrowed 
money and, in the context of paragraph 20(1)(c), an eligible use. In the case of 
paragraph 20(1)(c), the cRa accepts the linkage principle, with the result that 
the taxpayer need only establish that the amount of borrowed money employed 
in an eligible use is at least as much as the total amount of borrowed money.148

For the purposes of the active trade or business test, it may be sufficient to 
establish that the pool of connected trade or business income generated in 
canco 2 Sub or canco 3 and paid to canco in some manner (as interest, divi-
dends, royalties, or service fees) is sufficient to support the amount of interest 
owed by canco to USco under the loan.149 Whatever approach is appropriate, it 
will be necessary to undertake calculations of connected trade or business in-
come pools, which will in turn require the tracking of how the pools flow 
through entities for the purposes of applying this test in cases involving multiple 
entities and distinct businesses or mixed business and investment activities.

It is possible that the cRa will adapt sourcing rules or principles from some 
combination of canadian domestic law and the principles in the US model TE 
(for example, dividends are paid out of the connected business income pools on 
a first-in, first-out basis). We hope that the cRa provides practical guidance that 
is well suited to the context and purpose of this test. Taxpayers will not be well 
served and the purpose of the active trade or business test will not be achieved 
if the cRa adopts rigid sourcing or tracing principles.150 In light of the context 
and purpose of the active trade or business test, adapting the safe income con-
cept and establishing administrative guidelines may well be the preferred manner 
of dealing with the determinations required by the test.

It appears that the residence state person must be engaged in the trade or 
business at the time the connected trade or business income is paid cross-border 
from the source state. Therefore, if connected income pools remain in the source 
state at the time that the particular trade or business may be discontinued or sold, 
it may be prudent or desirable in some cases to accelerate the cross-border pay-
ment of connected trade or business income in order to access benefits under 
the treaty in respect of such income.

The meaning accorded to “directly or indirectly” in this context is consider-
ably broader than the meaning discussed above in the context of the base erosion 
rule. at first blush, the different meaning may be viewed as violating the pre-
sumption of consistent expression—the principle of statutory interpretation 
which holds that the same words must be given the same meaning throughout 
a statute. However, the presumption of consistent expression does not apply 
where a contrary intention is clearly indicated by the context,151 and this excep-
tion takes on even greater relevance in the case of treaties, which intentionally 
employ a less precise drafting style than legislation. In our view, for the reasons 
discussed above, the context and purpose of each of these provisions requires 
that a distinct meaning be given to the term “directly or indirectly,” consistent 
with the intention of the parties.
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The Substantiality Requirement

In keeping with the general premise of the active trade or business exception, 
the residence state person must be carrying on a substantial trade or business in 
relation to the activities in the source state. The TE indicates that the substantial-
ity requirement is intended to prevent treaty shopping. absent the substantiality 
requirement, an investor could establish a small operation in the residence state 
with which the trade or business carried on in the source state would be connected 
in an effort to access benefits under the treaty with respect to income from the 
source state. The TE also provides that to be considered substantial, the trade or 
business in the residence state need not be as large as the income-generating 
activity in the source state. However, the income, assets, or other similar meas-
ures of the trade or business cannot represent only a very small percentage of 
the size of the activity in the other state. Other than these general principles, the 
TE contains no additional guidance, and has not changed from the third protocol. 
canada might have considered providing some additional (and different) quan-
titative guidance on the substantiality requirement, particularly in light of the 
relative size of the US and canadian economies.

The United States had previously established objective measures (a safe 
harbour) in applying this substantiality requirement. For example, the 1996 US 
model treaty contained a safe harbour that provided that the substantiality test 
was deemed met if the asset value, gross income, and payroll expense of the 
relevant trade or business in the residence state for the preceding taxable year 
(or a three-year average, if available) was at least 7.5 percent of the corresponding 
amounts in the source state, provided that the average of all three ratios exceeded 
10 percent. These thresholds reflected in part the fact that the US economy was 
significantly larger than the economies of many of its trading partners. However, 
the objective measures were removed in the most recent US model treaty and 
were replaced with a statement that the determination of substantiality is based 
on all the facts and circumstances, taking into account the comparative sizes of 
the trades or businesses in each contracting state, the nature of activities per-
formed, and the relative contributions made in each contracting state. In any 
case, due regard will be given to the relative sizes of the economies of the two 
contracting states.

In short, there is no definition of “substantial in relation to” in the protocol 
or the TE, and it is not apparent that the parties have otherwise agreed on a 
common meaning of the term. From a canadian perspective, there is no domestic-
law meaning of “substantial in relation to” that fits the context and purpose of 
paragraph 3.152 given the size of the US economy relative to that of canada, the 
trade or business in the United States may often be substantially larger than 
the trade or business carried on in canada. However, in cases where the relevant 
US trade or business is smaller than the one carried on in canada, there may be 
some uncertainty in applying the substantiality requirement. It is expected that 
the cRa will publish guidance on this point.153
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Third-Country Income

another question that arises is whether income originating in a third country 
can become eligible for benefits under the treaty when it is paid through one or 
more source state persons. at first blush, the text of paragraph 3 seems to con-
cern itself only with source state income. For example, the income subject to 
paragraph 3 must be derived from the source state directly or indirectly through 
one or more source state persons. Moreover, the substantiality test refers to ac-
tivities carried on in the source state giving rise to the income in respect of which 
benefits are sought.

However, consider the situation where Forsub (in figure 9) is incorporated 
and carries on a trade or business in the United Kingdom that involves manu-
facturing the same types of products that USco manufactures in the United 
States. If Forsub pays a dividend to canco and canco then pays interest on its 
loan owing to USco, subject to the sourcing and directly or indirectly discussion 
above, paragraph 3 may apply to the interest payments on the basis that the in-
terest was derived from canada, and provided that USco’s trade or business is 
substantial in relation to the activity carried on in canada that gave rise to the 
income.

This situation is not dissimilar to one considered by the cRa in a technical 
interpretation (TI), except that no third country was involved.154 The facts in the 
TI involved a canadian corporation (can Ulc) receiving dividends from related 
US companies and then paying a dividend on to its US shareholder (the residence 
state person). The dividend paid from the related US companies to can Ulc 
originated from a trade or business carried on in the United States that was in 
fact the trade or business carried on in the United States by the residence state 
person (or related persons) seeking benefits under the treaty.

In analyzing the conditions under paragraph 3 of the lOb article and conclud-
ing that the benefits of the treaty are available to the US person receiving dividends 
from can Ulc, the cRa stated that can Ulc’s primary activity relates to the 
holding of shares of a US corporation and that the size of the US trade or business 
is substantial relative to can Ulc’s activity in canada. although there was no 
third country in the case of this TI, the fact that trade or business income emanated 
from a country other than the source state and was eligible for benefits under 
the treaty when paid by a person in the source state (can Ulc) to a person in the 
residence state is similar in principle to the situation illustrated in figure 9, where 
Forsub earns connected trade or business income in the United Kingdom and 
such earnings are in effect paid to USco through canco.

as noted, the substantiality requirement turns on the relationship between 
the size of the trade or business carried on in the residence state in relation to the 
activities carried on in the source state giving rise to the income on which treaty 
benefits are sought. Insofar as the reference to activities in the source state ac-
commodates the investment activities of holding companies, it does not appear 
necessary that a trade or business be carried on in the source state itself.
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Moreover, it is difficult to envision any policy reason why connected trade 
or business income earned through a foreign affiliate of canco should not be 
eligible for benefits under the treaty. That said, tracking connected and uncon-
nected business income pools through foreign affiliates would introduce another 
level of complexity. Similarly, the application of the substantiality test would 
become more complex because information might have to be gathered from all 
the foreign affiliates of canco that carry on a trade or business that is connected 
with the trade or business carried on in the United States.

Gains

The question arises whether a capital gain arising on the disposition by a US-
resident corporation of shares that constitute taxable canadian property (canco) 
(but do not derive their value principally from real property) is eligible for treaty 
benefits under paragraph 3 of the lOb article on the basis that such a capital 
gain is derived in connection with the US-resident corporation’s US trade or 
business.155

at first blush, it is difficult to conclude that paragraph 3 will apply to such a 
capital gain. a capital gain is clearly distinct from trade or business income, the 
central tenet of the provision. Moreover, other provisions in the treaty refer to 
income, profit, and gains, but paragraph 3 does not. In addition, the United States 
has no experience with this interpretive issue because it does not tax non-resident 
aliens of the United States on capital gains arising on the disposition of stock 
of US companies (provided that the shares are not subject to taxation under the 
FIRpTa [Foreign Investment in Real property Tax act] provisions of the code), 
and canada did not specifically address this situation in the protocol.

On the other hand, the case can be made that paragraph 3 of the lOb article 
applies to such a capital gain. The US corporation’s taxable capital gain is income 
pursuant to paragraph 3(b) of the act. Moreover, provided that the connected 
trade or business requirement is satisfied, the income realized or arising in the 
form of a capital gain is arguably a proxy for a dividend on the shares of canco 
and accordingly should be entitled to similar benefits under the treaty. Interpretive 
issues and administrative complexities arise in cases where canco, for example, 
carries on unconnected business activities and/or investment activities; where 
the valuation multiples vary among the different activities; and where canco 
owns shares of foreign affiliates, some of which carry on trade or business ac-
tivities that are connected with the US corporation’s trade or business and some 
of which do not.

We understand that the cRa is actively considering its position on this issue. 
It is hoped that the cRa will conclude that treaty benefits are available in such 
cases. If the cRa is unable to so conclude or if the administrative complexities 
are too burdensome, it may be prudent for a US corporation to seek treaty benefits 
from the canadian competent authority pursuant to paragraph 6 (discussed be-
low). another possible solution in many cases is to expand the derivative benefits 
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provision (discussed below) to include article xIII (gains); however, this approach 
would require another protocol and therefore is not a current solution.156

Derivative Benefits: Article XXIX A(4)

a company that is a resident for the purposes of the treaty but is not a qualifying 
person under paragraph 2 and does not satisfy the active trade or business in 
paragraph 3 will qualify for limited treaty benefits under the derivative benefits 
rule in paragraph 4 if certain conditions are met. Where paragraph 4 applies, the 
only benefits available will be those provided by articles x (dividends), xI (in-
terest), and xII (royalties). as will be evident from the discussion below, in 
practice this rule is likely of limited application.

The purpose of the derivative benefits article is to allow certain types of 
benefits when the ownership resides in a third county that has a treaty with the 
state where the income arises and that treaty would provide benefits at least as 
favourable as those sought under the treaty. In effect, the provision recognizes 
that benefits would have been available on an equivalent basis had the investment 
occurred in a more direct manner.

Two separate tests must be met in order for paragraph 4 of the lOb article 
to apply—namely, the ownership test in subparagraph 4(a) and the base erosion 
test in subparagraph 4(b). Since the numerous references in the rule to “contract-
ing State” can be confusing, we discuss both tests in the context of applying the 
rule to a company that is a resident of the United States seeking to obtain re-
duced withholding tax on canadian-source income.

Ownership Test

The ownership test in subparagraph 4(a) requires that shares of the company 
representing more than 90 percent of the aggregate votes and value of all of its 
shares and at least 50 percent of the votes and value of any disproportionate 
class of shares are “owned, directly or indirectly” by certain persons. For this 
purpose, debt-substitute shares are ignored. both the concept of indirect owner-
ship and debt-substitute shares are discussed above in connection with the tests 
for subsidiaries of publicly traded entities in paragraph 2, and our comments in 
that discussion apply equally to the ownership test in subparagraph 4(a). In 
contrast to the ownership-based tests above, there is no requirement that inter-
mediate entities be residents or qualifying persons.

For the purposes of subparagraph 4(a), the persons that are permitted to directly 
or indirectly own the relevant shares must either be qualifying persons or satisfy 
three conditions. These conditions require that the shareholder be a person that

 1) is a resident of a (third) country with which the other contracting state 
(that is, canada) has a comprehensive tax treaty and is entitled to all of 
the benefits under that treaty;



25:48 MIchAel colborne And ShAwn d. PorTer

 2) would qualify for benefits under paragraph 2 (that is, the shareholder would 
be a qualifying person) or paragraph 3 (active trade or business) of the 
treaty if the shareholder were a resident of the United States (in determin-
ing whether the shareholder would satisfy paragraph 3, the business carried 
on by the shareholder is considered to be carried on in the United States); 
and

 3) would be entitled to a rate of tax under the treaty between canada and the 
third country that is at least as low as the rate provided by the treaty.

by way of example, consider USco, which is a wholly owned US subsidiary 
of UKco. UKco is a resident of the United Kingdom for the purposes of the 
canada-UK income tax convention, and all the shares of UKco are listed on 
the New York Stock Exchange. canco is a wholly owned subsidiary of USco. 
USco is not a qualifying person because it is not described in paragraph 2; as a 
result, the reduced withholding tax rate under the treaty will not apply to divi-
dends that USco receives from canco unless paragraph 4 applies.

The ownership test in subparagraph 4(a) will be satisfied in this example be-
cause all three conditions are met: (1) UKco is resident in the United Kingdom 
for the purposes of the canada-UK treaty; (2) UKco would be a qualifying per-
son for the purposes of the treaty by reason of paragraph 2(c) if it were a resident 
of the United States; and (3) the 5 percent dividend withholding tax rate that 
would apply under the canada-UK treaty is the same as that which is available 
under the treaty.

The three conditions merit some comment. With respect to the first condition, 
the TE notes that the reference to “all of the benefits” in subparagraph 4(a) means 
that a shareholder will not meet this test if the shareholder is only entitled to 
limited benefits under the third-country treaty by reason of, for example, the 
active trade or business exception in the lOb provision in that treaty. While this 
accurately captures the text of the rule, this comment has limited (current) rel-
evance in the inbound-to-canada context, since canada does not have an lOb 
provision of this nature in any other treaty and has only a few treaties with nar-
row or targeted lOb provisions. This may change if canada agrees to eliminate 
withholding tax on related-party interest in other treaties and successfully re-
quests an lOb provision.

The second condition applies on the basis of a hypothetical. That is, the share-
holder is considered to be a resident of the country in which the company seeking 
benefits is resident, and if relevant the shareholder is considered to carry on an 
active trade or business in that country. by way of illustration, the non-US share-
holders of a US company that seeks reduced canadian withholding tax rates under 
the treaty are considered resident in the United States (and, if relevant, are con-
sidered to carry on business in the United States), and paragraphs 2 and 3 of the 
lOb article are then applied to determine whether the condition is met.

In the discussion of this condition, the TE provides an example of a public 
company shareholder of a company seeking treaty benefits. From the text of the 
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treaty, one would expect that in order to satisfy the second condition on the basis 
that subparagraph 2(c) is satisfied, the public company resident in the third coun-
try would have to be listed on a stock exchange recognized for the purposes of 
the treaty. However, the TE goes further and says that the public company would 
satisfy the condition if was listed on a “stock exchange recognized either under 
the treaty or under the treaty between the contracting State granting benefits 
and the third country.” In our view, the reference to stock exchanges recognized 
in the third-country treaty extends beyond the text of the rule; however, the inter-
pretation is consonant with the purpose of the provision, and it is reasonable to 
conclude that it reflects the intention of the parties.157

a final observation on subparagraph 4(a) is that the “rate at least as low as” 
condition (the third condition) denies benefits where the withholding tax rate 
that would be available under the third-country treaty exceeds the rate under the 
treaty on the particular class of income, even where the third-country person 
might have been entitled to treaty-reduced rates. Thus, this derivative benefits 
provision will be relevant mostly to dividends and royalties, since canada’s 
withholding tax rate on interest in its other treaties is generally 10 percent.158 
as a tax policy matter, the principle of equivalent beneficiaries, which is inherent 
in derivative benefits provisions, suggests that reduced benefits be extended in 
cases where the third-country person is eligible for treaty benefits with the source 
state (canada), albeit at less favourable rates than a US-resident person.159 How-
ever, such an interpretation is inconsistent with the text of the rule.

Base Erosion Test

The base erosion test in subparagraph 4(b) will be satisfied if the expenses deduct-
ible from “gross income (as determined by the company’s State of residence)” 
that are paid or payable by the company for its previous fiscal period directly or 
indirectly to persons that are not qualifying persons are less than 50 percent of 
the company’s gross income for that period.

This test is similar to the base erosion test in subparagraph 2(e) above (as the 
TE notes, it is “qualitatively the same”). Therefore, our comments in the discus-
sion of that rule apply equally here, particularly with respect to amounts that 
are directly or indirectly paid or payable.

Article XXIX A(6): Competent Authority Relief

General

a treaty resident may request that the competent authority of the other country 
provide treaty benefits pursuant to paragraph 6 of the lOb article where the 
resident is not allowed benefits under the treaty because the resident is not a 
qualifying person under paragraph 2 and is not eligible for the active trade or 
business or derivative benefits exceptions in paragraphs 3 and 4. We expect that 
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paragraph 6 will give rise to several substantive and procedural issues—not only 
because the objective tests in the lOb article are narrow and will therefore ex-
clude persons that are not treaty shopping, but also because of the unparalleled 
level of trade flows and cross-border investment between the United States and 
canada. These factors, together with the fact that this is the first provision of its 
kind in canada, increase the need for guidance from the cRa.

More particularly, paragraph 6 provides that the competent authority must 
grant benefits under the treaty where the competent authority has determined 
either that the principal purpose for the creation or existence of the resident was 
not to obtain treaty benefits (subparagraph 6(a)) or that it would not be appropri-
ate to deny treaty benefits when regard is had to the purpose of the lOb article 
(subparagraph 6(b)).

The provision contemplates that a resident can make a competent authority 
application at any time, provided that the resident is not otherwise entitled to treaty 
benefits by reason of the lOb article. Upon such a request, the competent au-
thority “shall” consider the request and make a determination. The competent 
authority cannot refuse to make a determination, whether or not the request is 
made before or after particular transactions are carried out. In this regard, the 
TE contemplates an advance determination process. On May 22, 2009, the cRa 
released guidelines for taxpayers requesting benefits pursuant to paragraph 6 of 
the lOb article (discussed below).160

It is significant that there is no temporal limitation in paragraph 6. That is, if 
the competent authority determines that the resident is entitled to treaty benefits, 
then the resident “shall” be granted the benefits. In the absence of any rule limit-
ing the benefits to a particular time period, and once the competent authority 
has determined that the conditions in subparagraph 6(a) or (b) are satisfied, the 
competent authority must provide treaty benefits for all amounts at issue that 
are open for reassessment. The TE confirms that treaty benefits will be allowed 
retroactively.

Judicial Review Standards and the Requirement 
To Make a Determination

The provision requires the competent authority to make the determination on the 
basis of “all factors,” including the history, structure, ownership, and operations 
of the person. Where the competent authority determines that either subpara-
graph 6(a) or (b) applies, then the person will be granted benefits under the treaty. 
While the text of the treaty suggests that all treaty benefits would be available, 
the TE states that the competent authority can make a determination on an item-
by-item basis.161

If the competent authority makes an unfavourable determination, then one 
may seek judicial review of the decision in the Federal court.162 because the 
judicial review process polices the competent authority’s determination-making 
power under paragraph 6, it is necessary to understand the limits on the Federal 
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court’s authority to change or amend the competent authority’s decision on ju-
dicial review in order to comprehend the scope of the competent authority’s 
power under paragraph 6.

The Supreme court recently confirmed in dunsmuir v. new brunswick that 
“[t]he function of judicial review is . . . to ensure the legality, the reasonableness 
and the fairness of the administrative process and its outcomes.”163 consequently, 
the Federal court’s role in the judicial review of a competent authority deter-
mination under paragraph 6 is to supervise the manner in which the competent 
authority applies its power in the provision to ensure that the competent authority 
does not overstep its legal authority. 

The legal authority assigned to the competent authority in this context is the 
power to make determinations under subparagraphs 6(a) and (b). In supervising 
this authority, the Federal court must consider the scope of decision making 
that these provisions confer on the competent authority. To this end, the Federal 
court must determine the applicable standard of review in order to determine 
the extent of the power accorded to the competent authority.164

There are only two standards of review under canadian law, correctness and 
reasonableness.165 When applying the correctness standard, a reviewing court 
will undertake its own analysis of the issue without any deference to the decision 
maker’s reasoning process in order to determine whether the court agrees with 
the determination of the decision maker. If the court disagrees with the deter-
mination, it will substitute its own view and provide the correct answer.166

applying the reasonableness standard—that is, identifying an unreasonable 
decision—is a more difficult exercise. The Supreme court in dunsmuir stated 
that reasonableness is a deferential standard which acknowledges that certain 
questions that come before administrative tribunals do not lend themselves to 
one specific result and instead may give rise to a number of possible reasonable 
conclusions.167 The role of the reviewing court was explained as follows:

a court conducting a review for reasonableness inquires into the qualities 
that make a decision reasonable, referring both to the process of articulating 
the reasons and to outcomes. In judicial review, reasonableness is concerned 
mostly with the existence of justification, transparency and intelligibility 
within the decision-making process. but it is also concerned with whether 
the decision falls within a range of possible, acceptable outcomes which are 
defensible in respect of the facts and law.168

In summary, provided that the decision falls within a range of reasonable 
outcomes, a reviewing judge should not disturb the decision under review even 
if the judge would come to a different conclusion.

a central tenet of the reasonableness standard of review is the concept of 
deference. Deference does not mean that the court must show “blind reverence” 
to the decision maker’s determination. Nor does it allow a court to “pay lip ser-
vice to the concept of reasonableness review while in fact imposing” the court’s 
own view.169 Rather, the concept of deference means that the reviewing court 
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must respect the decision-making process (of the decision maker) with regard 
to both fact and law, and therefore will give “due consideration to the determina-
tions of decision makers.”170

With respect to determining which standard of review applies to a determin-
ation under paragraph 6, the reasonableness standard applies to questions of 
fact, discretion, and policy and to questions where legal issues are difficult to 
distinguish from factual issues. In contrast, the standard of correctness applies 
to most legal issues.171

The determination that the competent authority must make under subpara-
graph 6(a) is largely factual—that is, whether the principal purpose of the creation 
or existence of the person was to obtain treaty benefits. Moreover, the determin-
ation must be made having regard to “all factors,” and therefore the purpose 
should be determined on an objective, as opposed to a subjective, basis.172

Since the determination of principal purpose is largely factual, there is little 
doubt that the Federal court would apply the reasonableness standard on judicial 
review of such a determination. accordingly, assuming that the request proced-
ure was handled fairly (a matter beyond the scope of the current discussion), 
the court would be able to disturb the competent authority’s determination under 
subparagraph 6(a) only if the determination was outside the “range of possible, 
acceptable outcomes which are defensible in respect of the facts and law.”173

The determination under subparagraph (6)(b) of the lOb article appears to be 
at the discretion of the competent authority, with the result that the reasonableness 
standard applies on judicial review. This stems from the use of the word “appro-
priate” in the provision (“it would not be appropriate . . . to deny treaty benefits”) 
and the fact that the TE states that “benefits may, nevertheless be granted at the 
discretion at the competent authority” in connection with article xxIx a(6).174 
given the weight that should be accorded to the TE, it is likely that a court would 
conclude, if the cRa so asserted, that both canada and the United States in-
tended that the determination be at the discretion of the competent authority.

This conclusion is not free from doubt, since there is a credible argument that 
the determination of whether it is appropriate to deny benefits is a question of 
law and therefore the standard of judicial review should be correctness.175 Several 
factors support this argument: (1) the use of the word “appropriate” is not con-
sistent with discretionary language in the treaty or the Income Tax act; (2) the 
determination requires the application of a legal principle; and (3) the application 
of the legal principle by a body that is acting on behalf of the minister of national 
revenue, whose interests are opposed to the interests of taxpayers, should be 
supervised by the courts. Each of these points is briefly discussed below.

The language in subparagraph 6(b) (specifically, the word “appropriate”) 
stands in stark contrast to other provisions in the treaty and the act which clearly 
grant discretion. For example, article Ix(4) provides that in certain circumstances 
the competent authority “may provide” double tax relief, and article xIII(8) 
provides that the competent authority “may agree” to do so,176 while the mutual 
agreement procedure rule in article xxVI(2) permits the competent authority to 
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commence discussions with the other competent authority “if the objection ap-
pears to it to be justified” (our emphasis). Similarly, the fairness provisions in 
subsections 220(2.1) to (3.3) of the act state that the minister “may,” among 
other things, waive penalties and interest while many provisions allow the min-
ister to accept late-filed returns if, in the opinion of the minister, it is just and 
equitable to do so.177

It is also significant that the competent authority is required to make the sub-
paragraph 6(b) determination with reference to the purpose of the lOb article. 
The determination of the purpose of the lOb article involves the interpretation 
of a document that is part of the law of canada. This is a legal question and, 
when coupled with what is arguably ambiguous discretionary language, supports 
the view that the determination itself is a legal question, one that for the reasons 
discussed below should be supervised by the courts.

Depending on who is asked, the purpose of the lOb article may be construed 
broadly (to prevent all manner of treaty shopping) or narrowly (to deny treaty 
benefits in certain prescribed circumstances). Indeed, one can easily imagine 
circumstances in which the competent authority construes the article broadly 
while a person requesting a paragraph 6 determination does not. In such circum-
stances, it may be seen as unfair to have the competent authority be the final 
arbiter of an issue in which it (that is, the minister of national revenue) has a 
vested interest. This determination demands court supervision.

If the argument that the determination of subparagraph 6(b) is a question of 
law, the judicial review standard for which is correctness, then how would the 
Federal court determine whether it was appropriate to deny treaty benefits? One 
possibility is that the court would simply deal with the issue in a Solomon-like 
manner and decide what is, in the court’s judgment, the right result. another is 
to adopt the approach for determining whether there is abusive tax avoidance in 
the context of gaaR that has been set down by the Supreme court. The rationale 
for this alternative is nothing more than the observation that “appropriate” may 
be the converse of “abusive tax avoidance,” and in any case in which treaty 
benefits might be in doubt there are some principles to apply in determining the 
existence of abusive tax avoidance. That said, the practical reality is that discern-
ing the purpose of the lOb article, beyond that which is clear on the basis of 
the objective tests contained therein, is an inherently subjective exercise.

In conclusion, because of the preponderance of questions of fact, discretion, 
and policy, it is likely that the Federal court will overturn an adverse competent 
authority determination under paragraph 6 of the lOb article only if it is un-
reasonable. Therefore, in the absence of meeting an objective test, it will usually 
be prudent to seek an advance determination from the canadian competent au-
thority instead of relying on a prediction about how a court would react on judicial 
review. Indeed, because the competent authority must only fall within a range 
of possible outcomes that are defensible on the facts and law, it is difficult to 
see how practitioners can provide an opinion regarding whether the competent 
authority will make a particular determination.
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The CRA’s Guidelines for Requesting 
Competent Authority Benefits

The cRa’s guidelines for requesting competent authority benefits, which were 
released on May 22, 2009, are helpful in many respects. In other respects they 
raise questions, and additional guidance will be required. In any event, because 
the lOb article is unique and raises difficult questions, the cRa’s initial attempt 
to publish guidance is welcome. below we highlight a few interesting aspects 
of the guidelines.

The cRa restates the requirement of the lOb article that competent authority 
benefits be granted only to persons not otherwise entitled to treaty benefits either 
as a qualifying person under paragraph 2 or because neither the active trade or 
business test under paragraph 3 nor the derivative benefits test under paragraph 4 
applies to extend treaty benefits to the particular item of income.178 Many tax-
payers that believe they should qualify under paragraph 6 of the lOb article may 
think this imposes a hardship in some cases because it may be difficult to estab-
lish whether one of the objective tests in the lOb article is met (see the discussion 
above regarding various uncertainties of the ownership test, the trading tests for 
publicly traded entities, and the application of the trade or business test and de-
rivative benefits test), or because the person may satisfy some of the tests from 
time to time (for example, ownership tests, trading tests, base erosion test) but 
perhaps not on an ongoing basis.

On the other hand, one can appreciate that much of the information required 
by the competent authority to make a determination (see appendix I to the cRa 
guidelines) will be similar to what is required to assess qualification against the 
objective tests. Viewed this way, the cRa’s request that taxpayers establish why 
they are not otherwise entitled to treaty benefits seems reasonable. Nevertheless, 
in cases where it may be difficult for taxpayers to access all the necessary factual 
information to establish that they do not otherwise qualify for treaty benefits, it 
would be an undesirable outcome if all such taxpayers had to wait until they were 
disqualified before they could request benefits from the competent authority.

The guidelines indicate that the cRa expects that US-resident individuals and 
virtually all other US residents will not need to make a request, since they will 
meet one of the objective tests found in the lOb article.179 We agree with this 
observation, subject to the release of guidance by the cRa and/or decisions by 
the courts confirming many of the conclusions reached above regarding the inter-
pretation and application of the active trade or business test. Moreover, it would 
be impractical if large numbers of taxpayers sought competent authority relief.180

The cRa guidelines state that the grant of benefits by the competent authority 
in no way precludes the cRa from taking action to deny benefits, as contem-
plated under paragraph 7 of the lOb article.181 This statement is peculiar, since 
on a purely practical level it would mean that the competent authority would 
make a positive determination under subparagraph 6(a) and then refer it to the 
audit division of the cRa to deny the benefits under paragraph 7 (or under gaaR; 
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as discussed below, we do not believe that paragraph 7 has any significance other 
than to confirm that gaaR may be applied to deny benefits under the treaty).182 
On a more substantive basis, it is difficult to imagine a court upholding the denial 
of treaty benefits (on whatever basis) where the principal purpose test in sub-
paragraph 6(a) is actually satisfied and the cRa itself has so determined.

The cRa guidelines give rise to several administrative and procedural ques-
tions. For example, the cRa guidelines contemplate that canadian payers may 
rely on a determination letter.183 This both highlights the absence of current 
guidance for canadian payers in cases where competent authority determination 
letters have not been issued (virtually all cases) and raises questions about the 
onus on canadian payers in cases where the facts have changed since the can-
adian payer was initially presented with the determination letter. It is expected 
that the cRa will provide revised withholding tax guidance to payers. That said, 
the lOb article is in force now.

In addition, the cRa guidelines impose on the person requesting benefits the 
obligation to report a material change in facts or circumstances.184 However, 
absent a clear understanding of the principles on which the competent authority 
is granting benefits pursuant to paragraph 6 of the lOb article, uncertainty will 
no doubt arise with respect to the interpretation of what constitutes a “material 
change.”

Application to Facts

as noted above, in our view it is difficult to give a traditional tax or legal opinion 
because the legal questions are difficult to distinguish from factual issues, discre-
tion, and administrative policy. Moreover, even though the competent authority’s 
discretion seems quite limited on the basis of the language in paragraph 6, at 
present it is unclear what factors the competent authority will rely on in making 
its determinations and the extent and circumstances in which it intends to grant 
treaty benefits to persons (or items of income) not otherwise qualifying under 
the lOb article. Notwithstanding these limitations, it may be possible to advise 
a taxpayer of what determination the competent authority, acting reasonably, 
should make in any particular case. However, if reasonableness is the correct 
judicial review standard, there can be no assurance that the competent authority 
can be compelled to make the same determination given the requirement to fall 
only within a range of possible defensible outcomes.

consider the limits of reasonableness by reference to figure 9. For the purposes 
of this discussion, assume that the foreign parent owns USco, which manufactures 
widgets in the United States. USco is a sister to canco, which operates a gold 
mine in canada, and in 2005 USco made a loan to canco on arm’s-length terms 
with surplus cash so that canco could expand its gold mine. assume further that 
USco and not the foreign parent made the loan because USco had surplus funds 
available; this assumption is corroborated in part by the fact that the withholding 
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rates under the canada-UK and canada-US treaties were the same at the time 
the loans were made. The loan is not a significant asset of USco.

because USco is not a qualifying person, in 2009 it makes a request to the 
canadian competent authority for reduced withholding tax on interest payments. 
On these facts, we think that any objective observer would conclude that the 
principal purpose of the creation and (continuing) existence of USco (taking into 
account its history, ownership, structure, and operations) is not to obtain treaty 
benefits, since the principal purpose of USco’s existence is to manufacture widg-
ets.185 Moreover, it is difficult to see any reason why it would not be appropriate 
to grant treaty benefits in this context. Therefore, in our view it would be un-
reasonable for the competent authority not to grant treaty benefits to USco in 
this situation.

The outcome is less certain if the facts in the example are the same except 
that the foreign parent loans money at interest to USco to fund the loan to canco 
and USco’s widget-manufacturing business has contracted significantly. at first 
sight, one would expect the answer to be the same, since the principal purpose 
for the creation and existence of USco does not appear to have changed. On ju-
dicial review, however, it may not be considered unreasonable for the competent 
authority to determine that the decision to make the loan through USco is suffi-
cient to establish that the principal purpose of USco’s existence, in the context 
of the treaty and the particular item of income, is to obtain treaty benefits. One 
can envision that the competent authority will be presented with a broad range 
of factual contexts and that each determination will involve a factually intensive 
inquiry.

Article XXIX A(7): LOB Does Not 
Limit the Application of GAAR

paragraph 7 states that

[i]t is understood that this article shall not be construed as restricting in any 
manner the right of a contracting State to deny benefits under this conven-
tion where it can reasonably be concluded that to do otherwise would result 
in an abuse of the provisions of this convention.

This provision is not in the US model treaty, presumably because US domestic 
law can override treaties and the United States does not feel compelled to confirm 
that point in its treaties. The provision is substantively similar to its predecessor, 
which was added to the treaty by the third protocol when the lOb article was 
introduced for the benefit of the United States. The technical explanation to the 
third protocol states that the provision was added at canada’s request to confirm 
that the existence of the lOb article should not be construed so as to limit the 
rights of canada and the United States to apply domestic anti-avoidance rules 
(specifically, gaaR in the case of canada).
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at the time the third protocol was negotiated, it was still an open question 
whether gaaR applied to treaties. presumably, canada insisted on paragraph 7 
to avoid any inference that the lOb article displaced gaaR such that canada 
could not invoke gaaR in support of alleged treaty abuse.

The question of gaaR’s application to treaties became academic when gaaR 
and the ITcIa were amended in 2004 to provide that gaaR applies to the misuse 
or abuse of a tax treaty. Since gaaR now applies to the treaty and the protocol 
was signed and entered into force after this became so, it is reasonable to ask 
why paragraph 7 remains in the treaty.

One possible reason for the existence of paragraph 7 is that canada wished 
to blunt the argument that gaaR cannot apply because the lOb article is a 
bright-line rule that prescribes the limits of abusive tax avoidance. The flaw in 
this argument is that the text of the rule clearly states that it preserves the right 
of the particular state to deny benefits if an abuse would otherwise obtain. The 
text does not state that the existence of the lOb article is not relevant to deter-
mining whether or not there is an abuse.

It is also possible that current paragraph 7 is a response to the Tax court 
and Federal court of appeal decisions in MIl (Investments) SA v. The Queen.186 
In these decisions, the courts did not find an object or purpose of the canada-
luxembourg treaty the abuse of which would justify the departure from the text 
of that treaty, and they therefore rejected the notion that there was an inherent 
anti-abuse rule in that treaty. It is possible that canada believed either that para-
graph 7 is sufficient to establish that one of the objects or purposes of the treaty 
is that it should not be abused (that is, inherent anti-abuse) or that paragraph 7 is 
a standalone anti-abuse rule.

The TE undermines both positions. Specifically, it says that “canada may 
apply its domestic law rules to counter abusive arrangements involving ‘treaty 
shopping’ through the United States” and that “[t]his principle [that is, applying 
domestic-law rules] is recognized by the OEcD in the commentaries to its Model 
Tax convention on Income and on capital, and the United States and canada 
agree that it is inherent in the convention.”187 clearly, the TE does not indicate 
that paragraph 7 has any specific significance other than allowing the parties to 
apply their domestic anti-avoidance rules.

In light of the text of the rule and the TE, we think that paragraph 7 neither 
evinces an inherent anti-abuse principle nor constitutes a standalone anti-abuse 
rule. In our view, paragraph 7 has no significance other than that it correctly 
states that canada can apply gaaR to the treaty, and the United States can make 
use of its full armory of anti-avoidance rules and doctrines. This is consistent 
with the TE, which provides that paragraph 7 clarifies the application of general 
anti-abuse provisions.

This conclusion is reinforced by the fact that the gaaR jurisprudence provides 
principles for identifying abusive tax avoidance, and gaaR itself is clear that 
these principles are relevant to applying gaaR to treaties. Since the principles 
in the gaaR jurisprudence were formulated in order to identify “abusive tax 
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avoidance,” it is difficult to comprehend a court seeking to apply some other, 
undeveloped, principles under the aegis of inherent treaty abuse or that paragraph 7 
is a standalone anti-abuse rule. (One wonders how something can constitute “an 
abuse of the provisions of this convention” when it does not constitute “abusive 
tax avoidance.”)188

One reaches to identify what other principles could be relevant. One possibil-
ity, perhaps, is that a court should have regard to anti-avoidance rules in the 
other state (for example, canada should consider applying the US anti-conduit 
rules) on the basis that a common meaning should be accorded to “abuse.”189 In 
our view, although the principle of reciprocity may have application in other 
contexts of the treaty, any notion of reciprocity in the context of applying do-
mestic anti-abuse provisions should be rejected. There is no evidence that the 
contracting states have agreed on a common meaning of “abuse” in paragraph 7 
(or any other term in that paragraph). consequently, article 3(2) provides that 
the domestic meaning of “abuse” must be applied, and this is entirely consistent 
with the terms of the TE to paragraph 7. accordingly, in this context there is no 
basis to favour a “reciprocal” approach. For these reasons—not to mention the 
practical problems of a judge having to consider complex issues of foreign law 
and fiscal policy—a canadian court should not inform its comprehension of 
abuse by reference to US anti-avoidance rules.

In summary, paragraph 7 simply codifies what the domestic laws of the con-
tracting states otherwise provide and has no practical significance on a standalone 
basis.
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between signing and ratification for the protocol, it must be recognized that the conclusion of 
the treaty (modernizing the 1942 treaty) was an even more substantial undertaking than nego-
tiating the protocol. It is also apparent from haas that the United States was actively working 
on the 1984 TE throughout the period between signing and ratification, and that canada was 
actively involved. accordingly, it does not appear that the circumstances surrounding the con-
clusion of the TE were fundamentally different from those of the 1984 TE. Nevertheless, it is 
also not apparent from the reported decisions that any material regarding the circumstances of 
the conclusion of the 1984 TE was before the courts in coblentz.

 31 Supra note 23, at 5456.
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fell within paragraph 31(3) of the Vienna convention and therefore should be given less weight 
than it would have been if it had formed part of the context of the treaty under paragraph 31(2) 
and could not be used to contradict the treaty. Notwithstanding the taxpayer’s argument, the 
court found that the 1984 TE in fact facilitated an understanding of the relevant provision in 
the treaty.

On the other hand, the taxpayers in Kubicek and haas in effect argued that even if there 
was an appropriate meaning of “gain” under canadian domestic law, the context of the treaty 
required that the formula for reducing the amount of the gain subject to source-country (canada) 
tax under the transitional rule in article xIII(9) should be based entirely on the plain language 
of the 1984 TE. In these cases, the court found that the meaning of “gain” in the treaty was the 
gain subject to tax in canada and that this was consistent with the purposes behind the treaty 
(avoidance of double taxation and the proper allocation of tax between canada and the United 
States) and the intention of the parties.

The juxtaposition of the competing arguments made in these cases and the decisions of the 
courts demonstrate that the rules and principles of treaty interpretation are quite flexible.

 35 See article III(2) of the treaty, paragraph 1 of the general Note (annex b to the protocol), and 
section 3 of the Income Tax conventions Interpretation act, RSc 1985, c. I-4, as amended 
(herein referred to as “the ITcIa”). For this purpose, “context” means the purpose and back-
ground of the provision in which the term appears pursuant to the 1984 TE to article III(2). 
See also Ward et al., supra note 18, at 31, where they suggest that “context” for the purposes 
of article 3(2) of the OEcD model treaty (Organisation for Economic co-operation and Develop-
ment, Model Tax convention on Income and on capital (paris: OEcD) (looseleaf )) has a wider 
meaning than the internal context (that is, the context as defined by paragraph 31(2) of the Vienna 
convention). Under the OEcD model treaty, “context” is determined in particular by the inten-
tion of the contracting states when they sign the treaty as well as the meaning given to the term 
in question in the legislation of the other contracting state.

 36 See, for example, Michael N. Kandev, “Tax Treaty Interpretation: Determining Domestic Mean-
ing Under article 3(2) of the OEcD Model” (2007) vol. 55, no. 1 canadian Tax Journal 31-71, 
for a discussion of the principles involved in determining the meaning of a term when the term 
is not defined in the treaty and the country applying the treaty is required to determine the do-
mestic meaning.
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 37 See, for example, avery Jones et al., supra note 21, at 108.

 38 The Queen v. crown forest Industries limited et al., 95 DTc 5389, at 5393 (Scc).

 39 Even if it were ultimately determined that the TE was not an agreement or instrument within the 
meaning of paragraph 31(2) or 31(3) of the Vienna convention, it would still be accorded 
weight if it could be established that the parties intended that a special meaning should be given 
to a term pursuant to paragraph 31(4) or that weight should be accorded the TE on the basis 
of the application of the principles of logic and good sense set out in paragraph 4 of the Vienna 
convention commentaries to articles 31 and 32. This conclusion was reached by Ward et al., 
supra note 18, at 31 and 111-14. although they were dealing with the application of the prin-
ciples of logic and good sense to the OEcD model commentaries, recourse to these principles, 
if necessary, is even more justified with regard to the TE. This is consistent with the views of 
the cRa, which generally supports giving significant weight to the OEcD commentary (except 
where canada has specifically entered an observation) and which has stated that canadian 
courts are increasingly of the same view (see cRa document no. 2003-0039051E5, June 26, 
2004 and the case law cited in that document).

 40 paragraph 31(4) of the Vienna convention.

 41 although the commentary on article 1 of the OEcD model identifies a comprehensive lOb as 
one possible approach to dealing with treaty shopping, the OEcD model does not contain a 
comprehensive lOb article. accordingly, the OEcD model and commentaries provide limited 
(if any) guidance to interpreting the lOb article.

 42 paragraph 31(1) of the Vienna convention.

 43 Vienna convention commentaries to articles 31 and 32 (articles 27 and 28 of the draft conven-
tion), paragraph 11.

 44 Ibid., paragraph 12.

 45 The last US model treaty was released on September 20, 1996; and the one prior to that was 
released in December 1981. Thus, even though US treaty policy may evolve slowly, the US 
model treaty at any time will seldom represent the most current manifestation of US treaty 
policy.

 46 For example, see the discussion below on publicly traded entities and the agreement in annex b 
of the treaty regarding possible modifications to that provision to discourage corporate 
inversions.

 47 See the discussion below on the “active trade or business” test.

 48 a separate question from the application of the lookthrough principle to determine the person 
seeking treaty benefits pertains to how certain other tests in the applicable article under the 
treaty may apply. For example, the provisions of the protocol governing withholding tax on 
interest turn on whether the payer of the interest and the beneficial owner are related. a question 
arises whether the relatedness determination is made at the level of a fiscally transparent entity 
and/or whether it matters if the fiscally transparent entity (say, an llc) is one that is opaque 
(that is, a taxpayer) from a canadian perspective. This example illustrates the uncertainty that 
can arise in adapting the lookthrough principle to all the provisions of the treaty. at the seminar 
of the International Fiscal association (canadian branch) on May 21-22, 2009, the cRa indi-
cated that relatedness status would be determined pursuant to section 251 of the act and at the 
level of the member of a fiscally transparent entity, irrespective of whether the fiscally transpar-
ent entity is opaque for canadian tax purposes and may be related to the canadian payer in its 
own right.

 49 With the repeal of withholding tax under part xIII of the act on most arm’s-length interest ef-
fective January 1, 2008, this is no longer a benefit that is only available to governments.

 50 canada administratively may grant exemption from tax on certain canadian-source investment 
income paid to the government or central bank of a foreign country under the doctrine of sovereign 



25:64 MIchAel colborne And ShAwn d. PorTer

immunity. However, there are no supporting legislative schemes or treaty provisions. canada’s 
administrative practices with respect to sovereign immunity are set out in Information circular 
77-16R4, “Non-Resident Income Tax,” May 11, 1992, paragraph 50. These practices are similar 
to US domestic-law provisions under section 892 of the code, although with no statutory basis 
and less well developed. Sovereign wealth funds, which are difficult to define precisely, have at-
tracted considerable economic, political, and tax policy attention recently. Such entities may be 
government entities and eligible for treaty benefits on that basis, or they may be a controlled entity 
of a foreign government and eligible for treaty benefits under the ownership and base erosion 
test (discussed below). For an informative analysis, see United States, Staff of the Joint committee 
on Taxation, economic and U.S. Income Tax Issues raised by Sovereign wealth fund Investment 
in the United States, Jcx-49-08 (Washington, Dc: Joint committee on Taxation, June 17, 2008), 
including appendix 1, which surveys selected foreign countries, including canada.

 51 The US model treaty provides that only companies can qualify under this test, possibly reflect-
ing the greater prominence of publicly traded commercial trusts in canada.

 52 The third protocol required that there be substantial and regular trading in the entity’s principal 
class of shares or units; however, neither “principal class” nor “substantial and regular trading” 
was defined.

 53 although there is no definition of “principal class of units,” it is reasonable to conclude that 
the “principal class of shares” definition would be adapted and applied to interests in a trust. 
Interestingly, the TE does not specifically address this issue.

 54 The lists of prescribed stock exchanges in regulation 3200 and 3201 have been repealed. because 
of this repeal, effective December 14, 2007, ITcIa section 4.2 provides that a reference to a 
prescribed stock exchange should be read as a reference to a designated stock exchange from 
that date on.

 55 Defined in subsection 248(1) of the act by reference to designations by the minister of finance 
pursuant to subsection 262(1).

 56 paragraph 1 of annex b of the fifth protocol provides that terms take their meaning from the 
laws of the state applying the treaty unless the context otherwise requires or the competent 
authorities otherwise agree to a common meaning pursuant to article xxVI (mutual agreement 
procedure). although this statement does not add anything from an interpretive standpoint 
since the matter is already spoken to by section 3 of the ITcIa, it is conceivable that the con-
tracting states have put a finer point on the right of each state to apply their own meaning to 
an undefined term in the treaty. This is particularly relevant given the number of new undefined 
terms (for example, “fiscally transparent” in articles IV (residence) and x (dividends)) and 
provisions such as the lOb article added by the protocol and in respect of which there is no 
grounding in canadian domestic law. Note that the “unless the context otherwise requires” 
exception is not new, although it remains a difficult principle to apply in many cases and is in-
creasingly so under the protocol given the difficulty in many cases of determining whether the 
contracting states have agreed to a common meaning of a term.

 57 as discussed above, the meaning of these terms is adopted from the US branch tax provisions 
of the code. The United States introduced branch tax in its domestic law in 1986 and in so 
doing incorporated treaty-shopping limitations within their domestic law. The United States 
was concerned about treaty shopping specifically with respect to the branch tax and wished to 
preclude a foreign corporation from reducing or eliminating branch tax under a treaty with the 
United States unless the foreign corporation (taxpayer) was a “qualified resident” of the treaty 
country. although article 16 of the US model income tax treaty (1981) contained an lOb provi-
sion, the formulations of the ownership and base erosion test, the public ownership test, and 
the active business test were substantially more expansive under the branch tax provisions. It 
would be several years before the United States would be able to negotiate a comprehensive 
lOb article in all of its bilateral treaties (in fact, this process and the steadfast implementation 
of this US tax policy is not yet complete). However, notwithstanding both non-discrimination 
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and treaty override concerns, the “qualified resident” concept under the US branch tax provi-
sions became law in 1986.

 58 It is one thing for canada to effectively change the terms of a treaty unilaterally by amending 
the meaning of a term in the act or the ITcIa; that circumstance is contemplated by the stan-
dard treaty paragraph 3(2), subject to the context requiring otherwise. However, it would be 
another matter indeed if canada were to amend the terms of a treaty by unilaterally changing 
the common meaning of a term to which the parties had previously agreed.

 59 The opening language in Treas. reg. section 1.884-5(d)(3) (primarily traded) also refers to each 
class of stock relied on in Treas. reg. section 1.884-5(d)(i)(4)(a). However, the primarily traded 
test is framed such that it will be easier to satisfy in most cases.

 60 as stated in the text above, the “principal class of shares” of a company is defined to mean the 
ordinary or common shares, provided that such shares represent the majority of the voting 
power and value of the company. Where no single class of ordinary or common shares repre-
sents the majority of the aggregate voting power or value of the company, the “principal class 
of shares” are those classes that in aggregate represent a majority of the aggregate voting power 
and value of the company.

 61 It is also possible that the multiple voting shares would not meet the trading tests on their own 
in any event because the volume of trading in the multiple voting shares class is often low.

 62 This approach could make a difference in some cases when applying the trading tests.

 63 One possible concern is that the holder of multiple voting shares may not be a qualifying resident 
of the United States and may be able to erode the tax base of USco by virtue of its ability to 
control USco. Even though there is no base erosion provision in the publicly traded entity rule, 
a contracting state could be concerned that this type of situation might defeat or frustrate the 
purpose of the publicly traded entity rule by significantly reducing the trading volumes in rela-
tion to the economic ownership of the “equity” returns earned by the shareholders of USco. 
From a canadian perspective, it is possible that the cRa could seek to apply gaaR in extreme 
circumstances. In such cases, it may be prudent to approach the issue as follows. First, deter-
mine the number of shares of the combined class (that is, the “principal class of shares”) by 
taking into account the differential voting power and value between the subordinate voting 
shares and the multiple voting shares. To illustrate, in the above example it may be reasonable 
to derive the number of shares of the principal class by grossing up the 10 million subordinate 
voting shares to 30 million—recognizing that the subordinate voting shares carry only one-third 
of the voting power of the company—and applying the 10 percent turnover test to the derived 
number of 30 million shares. On the other hand, it does not seem reasonable to gross up the 
2 million multiple voting shares to 10 million—recognizing that there are five times as many 
subordinate voting shares as multiple voting shares—particularly given that the subordinate 
voting shares trade more regularly.

 64 The term “debt substitute share” is defined narrowly to mean a share defined in paragraph (e) 
of the definition “term preferred share” in subsection 248(1) of the act (colloquially referred 
to as a “distress preferred share”) or any other type of share that may be agreed upon by the 
competent authorities of the contracting states. The TE states that the type of term preferred 
share that is defined to be a debt-substitute share is a type of share received in debt-restructuring 
arrangements undertaken by reason of financial difficulty or insolvency. This definition has 
not changed since the third protocol, even though at that time the lOb article was being applied 
only by the United States. although the US model treaty and the US model TE do not contem-
plate debt-substitute shares, the United States apparently believed that distress preferred shares 
should be excluded in applying qualification tests for a subsidiary of a publicly traded entity, 
the ownership and base erosion rule, and the derivative benefits rule, even though there are 
numerous other types of preferred shares contemplated in the act that might reasonably be 
described as debt-substitute shares. as for the relevance of debt-substitute shares where canada 
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is applying the treaty, it seems unlikely that a US company could issue a distress preferred 
share, because such a share is a unique creature of canadian tax law, although it could still be 
relevant in certain so-called sandwich structures (for example, where a canadian corporation 
exists above a US corporation in the ownership chain).

 65 Subparagraph 2(d) of the lOb article.

 66 clause 2(e)(i) and paragraph 4 of the lOb article, respectively.

 67 Note that the average number of shares outstanding for the year is used in applying the “regularly 
traded” test, such that large issuances of equity by a company late in the taxable year (as a result 
of the conversion of debt to equity or otherwise) should not adversely (significantly) affect the 
test.

 68 For a discussion on exchangeable share transactions, see Kathleen V. penny, lewis R. Steinberg, 
and Richard M. Nugent, “Recent Developments in Exchangeable-Share Transactions,” in re-
port of Proceedings of the fifty-Second Tax conference, 2000 conference Report (Toronto: 
canadian Tax Foundation, 2001), 25:1-31.

 69 The TE provides that authorized but unissued shares are not considered for the purposes of the 
“regularly traded” test. Note that some US advisers have expressed concern that dividends paid 
by the canadian subsidiary in an inbound-to-canada exchangeable-share structure may be 
considered to have been paid by the US parent for US tax purposes. However, such character-
ization is remote under canadian tax law.

 70 For a comprehensive discussion on inversion transactions and the different ways in which they 
could be effected, see United States, Department of the Treasury, corporate Inversion Trans-
actions: Tax Policy Implications (Washington, Dc: Department of the Treasury, Office of Tax 
policy, May 2002).

 71 The US model TE provides that the “primary place of management and control” should be 
distinguished from the “place of effective management” test which is used in the OEcD model 
treaty and by other countries to establish residence. The former test looks to where day-to-day 
responsibility for the management of the company (and its subsidiaries) is exercised, meaning 
that the executive officers and senior management employees exercise day-to-day responsibility 
for more of the strategic, financial, and operational policy decision making for the company 
(including direct and indirect subsidiaries) in the state than in the other state or any third state, 
and the staff that support the management in making those decisions are also based in that 
state. based on the US model TE, this test is different from the “place of effective management” 
test, which has been interpreted to mean the place where the board of directors meets.

 72 paragraph 14 of annex b of the fifth protocol. as noted in the text above, the United States has 
also introduced rules in section 7874 of the code that operate in prescribed circumstances to 
treat as a US domestic corporation the foreign parent of US corporations that have inverted.

 73 by contrast, changes to the US-barbados treaty in 2004 included the requirement to meet one 
of these additional two tests, because barbados was a jurisdiction into which some US com-
panies had inverted. annex b attributes this difference to the fact that canada and the United 
States are part of the same regional free trade area.

 74 For example, jurisdictions with less well-developed controlled foreign corporation rules and 
more comprehensive exemption systems that also exempt capital gains on foreign and domestic 
participations.

 75 The canadian exemption system and interest deductibility rules may be viewed as generous 
by US policy makers. In addition, the elimination of withholding on related-party interest be-
ginning in 2010 under the protocol, together with canada’s active business income deeming 
rules in subparagraph 95(2)(a)(ii) of the act and the derivative benefits provisions of lOb 
articles contained in various US treaties with other countries, could increase the attractiveness 
of canada as an inversion destination for US companies. Moreover, the advisory panel on 



 The lIMITATIon-on-benefITS ArTIcle In The fIfTh ProTocol 25:67

canada’s System of International Taxation recommended that canada extend its exemption 
system to capital gains and losses realized on the disposition of shares of a foreign affiliate 
where the shares derive all or substantially all of their value from active business assets: can-
ada, advisory panel on canada’s System of International Taxation, final report: enhancing 
canada’s International Tax Advantage (Ottawa: Department of Finance, December 2008), 
recommendation 4.3. If adopted, this would make canada a more attractive destination into 
which US companies might invert.

 76 Subsection 128.1(4) and section 219.1 of the act.

 77 In an economic statement issued on October 18, 2000, the government of canada announced 
that it intended to introduce a cross-border share-for-share rollover rule. Several announcements 
have been made since that time. However, no legislation has been introduced, and the most recent 
public announcement in November 2007 at the canadian Tax Foundation’s annual conference 
was that this rule was not a priority. The Department of Finance had previously announced that 
it was having difficulty formulating a rollover that would adequately and appropriately preserve 
canada’s taxing rights.

 78 Note the different approach taken in the ownership and base erosion rule (discussed below) in 
the context of the base erosion test, which turns on the amount of deductible expenses in the 
preceding fiscal period, not the current fiscal year.

 79 The TE also makes it clear that each intermediate owner in a chain must be a qualifying person 
in order for the bottom-tier subsidiary to meet the test in subparagraph 2(d) of the lOb article.

 80 See the majority decision in Army and navy dept. Stores v. Mnr, 53 DTc 1185 (Scc). as a 
result, the act attributes ownership where direct and indirect ownership is relevant (see, for 
example, the definition of “specified shareholder” in subsection 248(1), of “qualifying interest” 
in paragraph 95(2)(m), and of “qualifying shareholder” in paragraph 95(2)(p) as supported by 
paragraph 95(2)(v)). For a full discussion of this issue, see guy Fortin and Mélanie beaulieu, 
“The Meaning of the Expressions ‘In the Ordinary course of business’ and ‘Directly or In-
directly,’ ” in report of Proceedings of the fifty-fourth Tax conference, 2002 conference Report 
(Toronto: canadian Tax Foundation, 2003), 36: 1-60.

 81 This is a situation where it may be important to establish that the TE falls within paragraph 31(2) 
of the Vienna convention such that the TE will be considered to form part of the context of the 
treaty (if not part of the treaty itself ), and that the understandings reached in the TE will be 
taken to reflect the intentions of the parties. However, even if the TE is found not to fall within 
paragraph 31(2) of the Vienna convention, it should be accorded substantial weight for the 
reasons discussed above, with the result that the lookthrough principles should apply to the lOb 
article as set out in the TE.

 82 The TE discussion regarding articles IV(6) and (7) of the fifth protocol explains that a fiscally 
transparent entity is one where the income is taxed at the beneficiary, member, or participant 
level and includes for US purposes, among other entities, partnerships and llcs.

 83 as noted in the text above, under the US model treaty it would only have been necessary for 
USco 3 and USco 4 to have been resident in the United States. This requirement that all inter-
mediate owners be qualifying persons may restrict access to this status in some cases or at a 
minimum make it significantly more difficult to prove.

 84 There is no requirement to satisfy a base erosion test in the subsidiary of a publicly traded entity 
provision in the US model treaty. However, there is such a base erosion provision in certain 
US treaties with other countries (see, for example, article 24(2)(e) of the convention between 
the government of the United States of america and the government of the grand Duchy of 
luxembourg for the avoidance of Double Taxation and the prevention of Fiscal Evasion with 
Respect to Taxes on Income and on capital, signed at luxembourg on april 3, 1996).

 85 Supra note 78.
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 86 Interestingly, this “at least half the days of the taxable year” aspect of the ownership test was 
also present in the 1996 US model treaty.

 87 See the discussion below under the heading “article xxIx a(7): lOb Does Not limit the ap-
plication of gaaR.”

 88 also including 50 percent or more of any disproportionate class of shares and ignoring debt-
substitute shares.

 89 as indicated above, only a company can be a qualifying person under article xxIx a(2)(d). How-
ever, a trust can also satisfy this ownership and base erosion rule under the treaty (clause 2(e)(ii) 
of the lOb article). This is consistent with the US model treaty, which provides that the owner-
ship and base erosion rule is available to any person other than an individual (article 22(2)(e) 
of the US model treaty). The US model TE also provides that a trust will be considered to be 
owned by its beneficiaries in proportion to each beneficiary’s actuarial interest in the trust. The 
interest of a remainder beneficiary will be 100 percent less the percentage held by income 
beneficiaries. a beneficiary’s interest will not be considered to be owned by a qualified person 
unless it is possible to determine the beneficiary’s actuarial interest. There is no such guidance 
in the protocol to the treaty or the TE.

 90 as noted, none of the intermediate owners can be non-qualifying persons.

 91 Note, however, that in the case of pension funds there is the further requirement under the US 
model treaty that more than 50 percent of the person’s beneficiaries, members, or participants 
be individuals who are resident in one of the contracting states. There is no such 50 percent 
economic interest requirement for other not-for-profit organizations. Interestingly, the lOb 
article requires that more than half of the beneficiaries, members, or participants of not-for-
profit organizations be qualifying persons (subparagraph 2(g)).

 92 See United States, Staff of the Joint committee on Taxation, comparison of the United States 
Model Income Tax convention of September 20, 1996 with the United States Model Income Tax 
convention of november 15, 2006, Jcx-27-07 (Washington, Dc: Joint committee on Taxation, 
May 8, 2007) (herein referred to as “the US model comparison report”), wherein it is stated 
that the removal of the subsidiary of a publicly traded company (between the 1996 and 2006 
US models) for the purposes of the ownership test was deliberate (ibid., at 27-28).

 93 This is another situation where it may be important to establish that the TE falls within para-
graph 31(2) of the Vienna convention such that the TE will be considered to form part of the 
context of the treaty (if not part of the treaty itself ) and that the understandings reached in 
the TE will be taken to reflect the intentions of the parties. However, even if the TE is found 
not to fall within paragraph 31(2) of the Vienna convention, it should be accorded substantial 
weight for the reasons discussed above, with the result that there is no need to consider the 
ownership of US pubco and indirect owners of US pubco.

 94 It is important to note that this ownership test was also not framed in the negative in the 1996 US 
model treaty. although other US treaties that were entered into around the time of the third 
protocol in 1995 used a similar test, this may have been a US policy response to concerns re-
garding the effectiveness of a direct and indirect ownership rule in other treaties. See, for 
example, Harrison J. cohen, lawrence a. pollack, and Roger Molitor, “analysis of the New 
U.S.-luxembourg Income Tax Treaty” (1996) vol. 25, no. 7 Tax Management International 
Journal 403-26, at 412. The possible ineffectiveness of direct and indirect ownership provisions 
in earlier treaties was addressed in the 1996 US model treaty and essentially preserved in the 
US model treaty. at first blush, it may appear as though this is another example of a provision 
in the lOb article that was not revisited prior to signing and does not reflect current US treaty 
policy. However, the addition to the TE of a reference to a company not qualifying where it has 
more than 50 percent cumulative indirect ownership through a chain of entities and the addition 
to the TE of the publicly traded entity example discussed above arguably bring the ownership 
and base erosion rule in the treaty into conformity with current US treaty policy as reflected 
in the US model treaty and the US model TE.
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 95 The general partner’s carried interest usually entitles the general partner to a share of invest-
ment returns realized after a hurdle rate of return has been achieved. The general partner’s 
economics may also be based on more than the performance of USlp’s investment in USco if 
separate and parallel investment entities have been used by the fund.

 96 The use of the phrase “paid or payable” by the company or trust for its preceding fiscal period 
will presumably be interpreted by the cRa in the same manner as that phrase is interpreted for 
the purposes of paragraph 20(1)(c) of the act. Interestingly, the US model treaty uses the term 
“paid or accrued,” which is likely the same meaning that the term will be given by the cRa.

 97 Supra note 92, at 28.

 98 Interestingly, “gross active business revenues” is defined in the TE for the purposes of the newly 
introduced services permanent establishment rule in article V(9)(a). However, this expression 
is a slightly different term from “gross income,” and the context and purpose of that provision is 
also distinguishable from this base erosion test.

 99 Section 61 of the code.

 100 The term “gross income” is frequently used in case law but usually concerning the potential 
application of penalty provisions in cases where income has not been reported. Such references 
to gross income provide no assistance in discerning the meaning of the term in the context of 
this base erosion test. “gross income” is also not a commonly used term under canadian ac-
counting principles.

 101 See Kandev, supra note 36.

 102 It is possible that a US court may simply apply the US concept of gross income on the basis 
that the concept codifies US treaty policy and it is therefore appropriate (if not consistent) to 
apply the US concept of gross income in interpreting the term; however, such an approach 
would be inconsistent with the text.

 103 We understand that anti-conduit principles likely apply in the United States.

 104 See, for example, cRa document no. 2002-0122335, May 8, 2002. This technical interpretation 
concerned an interest payment made by the payer foreign affiliate to an intermediary trust in 
which the recipient foreign affiliate was a beneficiary. The income of the trust was allocated 
to the recipient foreign affiliate. For a discussion of the use of the term “directly or indirectly” 
in the act, see also Fortin and beaulieu, supra note 80.

 105 See cRa document no. 2004-0073431E5, November 28, 2005.

 106 See cRa document no. 2004-0103111R3, april 6, 2005.

 107 This is a 10 percent votes and value threshold pursuant to paragraph 95(2)(m) of the act.

 108 See the parenthetical carve-out for these types of payments in article 22(2)(e)(ii) of the US 
model treaty.

 109 as tempting as it might be to do so, the better view is not to read this exclusion for arm’s-length 
payments for services and tangible property into the treaty because there is no indication that 
the contracting states turned their attention to it, even though it is clear that their attention was 
directed toward clarifying the treaty and bringing it into conformity with one of the contracting 
states’ treaty practices. On the other hand, the US model TE provides that depreciation and 
amortization deductions, which do not represent payments or accruals to other persons, are 
disregarded for the purposes of the 50 percent base erosion test. On the basis that this statement 
helps elucidate the meaning of the term “amount of expenses deductible” in the text of the 
treaty, that guidance should be followed even though it is not expressed in the TE and even 
though it is included in the same paragraph in the US model TE as the exclusion for arm’s-
length payments above.

 110 provided that specific conditions within a particular article are also met and that article xxIx a(7) 
(discussed below) does not apply.
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 111 as discussed below, the derivative benefits test may also be available.

 112 Other than to incorporate reciprocal language into the provision, the protocol did not contain 
any significant changes to paragraph 3 compared with the third protocol, nor were there any 
meaningful changes to the TE.

 113 See, for example, article 21(4) of the convention between the government of the United States 
of america and the government of Iceland for the avoidance of Double Taxation and the pre-
vention of Fiscal Evasion with Respect to Taxes on Income, signed at Washington, Dc on Oc-
tober 23, 2007, and article 21(4) of the convention between the United States of america and 
bulgaria for the avoidance of Double Taxation and the prevention of Fiscal Evasion with Re-
spect to Taxes on Income, signed at Washington, Dc on February 23, 2007. It is also interesting 
that the text of paragraph 3 under the third protocol was quite different from the 1996 US model 
treaty, which also differed from the US model treaty.

 114 The US model TE provides that the US competent authorities will refer to the regulations issued 
under section 367(a) of the code for the definition of the term “trade or business.” However, 
unlike the express agreement to use the meaning of terms in the residence state under the 
ownership and base erosion test discussed above, there is nothing apparent in the context of 
this provision to suggest that the context otherwise requires that recourse be had to the residence 
state meaning of “engaged in the conduct of an active trade or business.”

 115 It should be noted that there is no single definition under the act that will clearly govern. For 
example, the definition of “active business” in subsection 248(1) of the act applies only in rela-
tion to a business carried on by a taxpayer resident in canada. The terms “active business” and 
“income from an active business” are defined in subsection 95(1) in the context of the foreign 
accrual property income (FapI) rules applicable to canadian-resident taxpayers earning income 
through a controlled foreign affiliate. Section 253 sets out an extended meaning of “carrying 
on business in canada” as it relates to a non-resident person. Moreover, there is a wealth of 
canadian judicial guidance on the meaning of these terms in connection with the small business 
deduction and the manufacturing and processing tax credit, and on the definitions of “active 
business” and “investment business” in the foreign affiliate and FapI areas. although the 
context and purpose of the provisions in each of these areas is distinguishable from this unique 
active trade or business test in article xxIx a(3), the domestic-law meaning of these terms is 
easily adaptable to this active trade or business test.

 116 See, for example, The Queen v. canada Trustco Mortgage company, 99 DTc 5904 (FcTD).

 117 Unless the context otherwise requires, terms not defined in the treaty or not fully defined therein 
take their meaning from the laws of the state applying the treaty pursuant to article III(2). 
Moreover, insofar as the US model TE is part of the context of the treaty as discussed above, an 
agreement therein between the parties as to the meaning of terms should displace any domestic-
law meaning. However, unlike the express adoption by canada of the US meaning of the terms 
“regularly traded” and “primarily traded” for the purposes of the publicly traded entity rule, 
there is no such statement to this effect in the TE regarding the meaning of the expressions 
“engaged in the active conduct of a trade or business,” “in connection with,” or “incidental to,” 
possibly because canadian tax law and jurisprudence establish a meaning for these terms or 
similar terms and canada intended to apply those meanings.

 118 Example 4 in the US model TE involves an airline and the operation of an office building and 
provides that these are distinct trades or businesses in separate industries and there is no eco-
nomic dependence between the two operations.

 119 The 1996 US model treaty was released after the third protocol (1995), but it no doubt aligned 
more closely with US treaty policy at the time of the third protocol than its predecessor, the 
1981 US model treaty, which did not have an active business test in its lOb article. For a further 
indication of US treaty policy and practice around the time of the third protocol, see, for ex-
ample, the reference to “forms part of or is complementary” in the active trade or business test 
in article 24(3)(b) of the US-luxembourg treaty, supra note 84.



 The lIMITATIon-on-benefITS ArTIcle In The fIfTh ProTocol 25:71

 120 There is also no indication in the US model comparison report, supra note 92, that the United 
States intended to narrow the “in connection with” test in 2006.

 121 See “canada Revenue agency Discussion” in the International Tax Seminar held by the Inter-
national Fiscal association (canadian branch), May 12, 2008, question 7, where the cRa 
indicated that it expected to be able to obtain guidance from how the courts have interpreted 
these terms in the context of the act and cited nowegijick v. The Queen et al., 83 DTc 5041 
(Scc) as authority for the proposition that “in connection with” is not as broad as “in respect 
of ” and there should be a direct connection between the item of income and the active trade 
or business. This reading appears to conflict with the treatment of this expression in The Queen 
v. Savage, [1983] 2 ScR 428, discussed infra note 124.

 122 See “canada Revenue agency Round Table,” elsewhere in these proceedings.

 123 The references to “same products,” “types of products,” “sorts of products,” and “product lines” 
in the US model TE are, in and of themselves, ambiguous. We understand that US practitioners 
may refer to the Standard Industrial classification (SIc) system or the North american Industry 
classification System to assist in determining whether activities are parallel.

 124 The Supreme court treated the phrases “in respect of ” and “in connection with” as virtually 
synonymous in Savage, supra note 121. Specifically, in finding that an amount was “in respect 
of ” employment for the purposes of paragraph 6(1)(a) of the act the court stated, ibid., at 441, 
that “it is difficult to conclude that the payments . . . were not in relation to or in connection 
with [the taxpayer’s] employment.”

 125 Manac Inc. corp. v. The Queen, 98 DTc 6352 (Fca); aff ’g. 96 DTc 1715 (Tcc). The issue 
in Manac was whether income from the manufacturing of panels that were incorporated into 
tractor-trailers was from the sale of property that was similar to the tractor-trailers. The court 
held that the panels and the tractor-trailers into which the panels were incorporated were not 
similar types of products.

 126 du Pont canada Inc. v. The Queen, 2001 DTc 5269 (Fca).

 127 This was important for determining whether recapture of capital cost allowance would arise 
on the sale or whether proceeds could be credited against the total balance remaining in the 
various tax depreciation classes.

 128 Supra note 126, at paragraph 27.

 129 See, for example, Interpretation bulletin IT-206R, “Separate businesses,” October 29, 1979.

 130 Supra note 126, at paragraphs 53-55.

 131 Subsection 44(5) of the act.

 132 See, however, the discussion of Manac, supra note 125, regarding similar properties.

 133 Interpretation bulletin IT-259R4, “Exchange of property,” September 23, 2003.

 134 Ibid., at paragraphs 18-21.

 135 The 1996 US model treaty provided that “[i]ncome is incidental to a trade or business if it fa-
cilitates the conduct of the trade or business in the other State.” Therefore, the US model TE 
seems to preserve similar but not identical language. However, the 1996 US model treaty refers 
to facilitating the conduct of the trade or business in the source state, whereas the US model 
TE requires that the item of income facilitate the conduct of the trade or business in the resi-
dence state.

 136 Atlas Industries ltd. v. Mnr, 86 DTc 1758 (Tcc).

 137 Mccutcheon farms limited v. The Queen, 91 DTc 5047 (FcTD).

 138 See “canada Revenue agency Discussion,” supra note 121. To the extent that the cRa adopts 
domestic-law principles, reference might also be made to the meaning of “pertains to” or is 
“incident to” income from an active business as set out in Interpretation bulletin IT-73R6, 
“The Small business Deduction,” March 25, 2002, paragraph 5.
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 139 US model treaty article 22(3)(b).

 140 US model treaty article 22(3)(c). For this purpose, a person is connected to another generally 
if one owns 50 percent of the aggregate vote and value of the other or if, on the basis of all the 
relevant facts and circumstances, one has control of the other or both are under common 
control.

 141 The US model TE provides that royalties are generally considered to be derived in connection 
with the trade or business to which the underlying intangible property is attributable. Dividends 
are deemed paid first out of the earnings and profits of the treaty-benefited business and then 
out of other earnings and profits. Interest may be allocated under any reasonable method con-
sistently applied, and a method that conforms to US principles for expense allocation will be 
considered a reasonable method.

 142 as discussed above, even though the US model treaty does not use the term directly or indirectly 
but rather attributes activities of related persons, sourcing rules are still necessary to distinguish 
between different trades and businesses and to track underlying income through to the actual 
item of income in respect of which treaty benefits are sought.

 143 For example, subsection 4(1) and paragraph 20(1)(c) of the act.

 144 For example, the act requires that a distinction be made between generic sources of income 
(including employment, business, property, and taxable capital gains) for the purposes of de-
termining the applicable tax rates on such income, the eligibility of such income for refundable 
tax treatment under various regimes, and the application of special rules to different types of 
income. The act also requires that income and loss be attributed to a geographic source for 
foreign tax credit purposes.

 145 For example, paragraph 111(5)(a) of the act requires that it be determined whether a loss 
business continues to be carried on after an acquisition of control or whether a business involv-
ing the sale of similar properties or a rendering of similar services (a so-called similar business) 
is carried on; paragraph 44(5)(b) requires a determination of whether replacement property 
was acquired for the purpose of earning income from a similar business; regulation 1101(1) 
requires a determination of separate businesses for the purposes of including property in sep-
arate depreciation classes, which can be relevant in computing recapture and terminal losses 
upon a disposition of depreciable property; and in the foreign affiliate area, the investment 
business definition in subsection 95(1) and the deemed inactive business income deeming rules 
in subsection 95(2) require part of an otherwise active business to be a separate business the 
income from which is FapI and subject to attribution to canadian taxpayers.

 146 In addition, safe income is a measure of the tax-paid retained earnings of a corporation. It is 
not usually maintained on a business-by-business basis, and there are no ordering rules with 
regard to dividends paid out of safe income when such safe income may include income from 
different businesses.

 147 See, for example, Tennant v. The Queen, 96 DTc 6121 (Scc), and ludco enterprises ltd. et 
al. v. The Queen, 2001 DTc 5505 (Scc).

 148 Interpretation bulletin IT-533, “Interest Deductibility and Related Issues,” October 31, 2003, 
paragraphs 18 and 20.

 149 There is some support for this first-in, first-out approach in the sourcing principle applicable 
to dividends as set out in the US model TE (supra note 141).

 150 This observation is especially true to the extent that canada may be revisiting interest deduct-
ibility rules as part of its review of international tax provisions. any expansion in the number 
of regimes involving interest tracing or allocation rules (whether in the context of thin capital-
ization rules or other similar rules restricting interest deductibility) could add significant 
technical and record-keeping complexities.

 151 See Ruth Sullivan, driedger on the construction of Statutes, 3d ed. (Markham, ON: butter-
worths, 1994), 163-64.
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 152 In contrast, US branch tax regulations provide that “substantial presence” requires the ratios 
of assets, payroll, and gross income in the residence country to each be 20 percent of worldwide 
assets, payroll, and gross income and the average of the three ratios to be 25 percent.

 153 One approach is for the cRa to establish a safe harbour based on an average of relative reve-
nues, payroll, and property in each country in respect of the connected businesses. another 
approach is to recognize that “substantial” can be an absolute threshold. a combination of ap-
proaches could also be adopted. For example, the cRa administers the “significant increase 
in interest” test in section 55 on both a relative and absolute basis (see, for example, cRa 
document no. 9829490, December 1, 1998).

 154 cRa document no. 2008-0272361c6, July 17, 2008.

 155 This discussion assumes that the vending US corporation is not a qualifying person under 
paragraph 2 of the lOb article.

 156 This approach was recommended in New York city bar committee on Taxation of business 
Entities, “NYc bar Report on Derivative benefits provisions in Tax Treaties” (2008) vol. 55, 
no. 1x Tax notes International 43-55.

 157 This is another situation where it may be important to establish that the TE falls within para-
graph 31(2) of the Vienna convention such that the TE will be considered to form part of the 
context of the treaty (if not part of the treaty itself ) and the understandings reached in the TE 
will be taken to reflect the intentions of the parties. However, even if the TE is found not to fall 
within paragraph 31(2) of the Vienna convention, it should be accorded substantial weight for 
the reasons discussed above, with the result that stock exchanges recognized between canada 
and the third country should be taken into account in applying this derivative benefits test.

 158 There are very limited exceptions for certain types of interest in many of canada’s treaties.

 159 See the discussion in “NYc bar Report on Derivative benefits provisions in Tax Treaties,” 
supra note 156.

 160 canada Revenue agency, “guidelines for Taxpayers Requesting Treaty benefits pursuant to 
paragraph 6 of article xxIx a of the canada-U.S. Tax convention,” May 22, 2009 (online: 
http://www.cra-arc.gc.ca/tx/nnrsdnts/rtcl29-eng.html). In the United States, this procedure is 
discussed in “procedures for Requesting competent authority assistance Under Tax Treaties,” 
Rev. proc. 2006-54, 2006-2 cb 1035.

 161 The US model treaty was changed to provide that the competent authority may grant general 
treaty benefits or may grant benefits for a specific item of income (see the US model comparison 
report, supra note 92, at 29). This ability to grant benefits on an item-of-income basis is also 
reflected in the US model TE and is consistent with the US interpretation that the competent 
authority’s discretion is quite broad. It is also consistent with the notion that the authority to 
grant benefits includes the authority to grant limited benefits. because this statement was not 
included in the technical explanation to the third protocol, it is interesting that it was added to 
the TE without any amendment to the text of paragraph 6 of the lOb article. It could be argued 
by a taxpayer that the TE cannot be permitted to contradict the clear text of the treaty; however, 
for the reasons discussed above with respect to the weight to be accorded the TE, this is likely 
a difficult argument to sustain.

 162 It is clear that a decision of the competent authority is subject to judicial review by the Federal 
court (see, for example, Perry v. canada (national revenue), 2008 Fca 260.

 163 2008 Scc 9, at paragraph 28. Note that the concept of standard of review applied by a review-
ing court on judicial review that was at issue in dunsmuir is a different concept than that which 
an appellate court employs when reviewing the factual findings of a trial court (with respect 
to the latter see, for example, housen v. nikolaisen, [2002] 2 ScR 235). The former is an ad-
ministrative law concept that delineates when a reviewing court can interfere with a decision 
made by an administrative tribunal, and it goes to the heart of the balance between parliament’s 
desire to have certain matters decided by non-judicial decision makers and the courts’ role in 
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ensuring that those decisions comply with the law. The latter simply outlines when an appellate 
court can intervene in the determination of factual matters by a trial court.

 164 dunsmuir, supra note 163, at paragraph 29.

 165 Ibid., at paragraph 45. This point has been recognized in numerous judicial review cases con-
sidering the minister’s exercise of discretion under the fairness provisions in subsection 220(3.1) 
of the act that have been decided since dunsmuir.

 166 Ibid., at paragraph 50.

 167 Ibid., at paragraph 47.

 168 Ibid.

 169 Ibid., at paragraph 48.

 170 Ibid., at paragraph 49. For an example of a recent case analyzing the degree of deference al-
lowed administrative decision makers, see canada (canada revenue Agency) v. Telfer, 2009 
Fca 23 (leave to appeal the Supreme court of canada denied). In Telfer, the Federal court of 
appeal set aside a decision of the Federal court (2008 Fc 218) which had previously allowed 
the taxpayer’s application for judicial review in the context of a fairness case involving the waiver 
of interest arising when a disputed matter was held in abeyance pending the outcome of a relevant 
tax case. applying the principles in dunsmuir, the court concluded that the facts of the case 
as well as the unstructured nature of the minister’s statutory power under subsection 220(3.1) 
of the act militate against a court’s subjecting the decision-making process to close scrutiny. 
The court was not persuaded that the minister’s decision lacked the degree of “justification, 
transparency and intelligibility” required by the reasonableness standard of review, and in light 
of both the facts of the case and the applicable law, the minister’s decision fell within a range of 
possible acceptable outcomes.

 171 dunsmuir, supra note 163, at paragraphs 51-56. legal questions decided by specialized tribu-
nals with significant experience in a particular area of law (for example, labour tribunals) or 
by tribunals whose governing legislation include a privative clause (a statutory direction from 
parliament or the legislature indicating the need for deference) are exceptions to the correctness 
standard for legal issues. On the other hand, questions of law of central importance to the legal 
system and outside the specialized area of expertise of the decision maker will attract a cor-
rectness standard, whereas questions of law that do not rise to this level may be compatible 
with deference and the reasonableness standard.

 172 See canada v. Placer dome Inc., [1997] 1 Fc 780 (ca).

 173 dunsmuir, supra note 163, at paragraph 47.

 174 There is little doubt that the United States believes that the competent authority has complete 
discretion. See, for example, Rev. proc. 2006-54, supra note 160, at paragraph 3.08. This is 
consistent with the commentary in the US model TE. as the discussion above illustrates, 
whether or not the competent authority has discretion is of limited relevance from a canadian 
perspective other than in determining the standard of review.

 175 although we conclude above that the determination under subparagraph 6(a) of the lOb article 
is largely factual, the argument that a subparagraph 6(a) determination involves legal questions 
could also be made. For example, it could be argued that the “principal purpose” test involves 
a legal question such that the judicial review standard is correctness. However, this strikes us 
as a difficult proposition, given the extremely broad set of factors to be considered in making a 
subparagraph 6(a) determination. This context is quite different from, say, the statutory purpose 
test in paragraph 20(1)(c) of the act and the principal purpose test under paragraph 95(6)(b) 
of the act (see, for example, The Queen v. Singleton, 2001 DTc 5533 (Scc), and lipson v. 
canada, 2009 Scc 1, regarding paragraph 20(1)(c); and Univar canada ltd. v. The Queen, 
2005 DTc 1478 (Tcc), regarding paragraph 95(6)(b)). Nevertheless, establishing the proper 
legal nature of the principal purpose test under subparagraph 6(a) of the lOb article could af-
fect the Federal court’s assessment of reasonableness.
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 176 Similar language is used in articles xxIx(5) and xxIx b(1)(b) of the treaty.

 177 For example, subsections 66(12.74), 66(12.741), 66(14.4), 85(7.1), 93(5.1), and 96(5.1) of the 
act.

 178 cRa guidelines, supra note 160, at paragraph 7.

 179 Ibid., at paragraph 9.

 180 Note that the cRa indicates that it will use its best efforts to make determinations within six 
months of receiving a completed request (ibid., at paragraph 15). This period will be too long 
to be of any use in some cases.

 181 Ibid., at paragraph 21.

 182 It seems inconceivable to us that the cRa would grant benefits under subparagraph 6(b) of the 
lOb article and then seek to challenge those same benefits under paragraph 7, since subpara-
graph 6(b) requires the competent authority to consider the purpose of the lOb article and in 
so doing confers significant discretion on the cRa to apply its notion of general anti-abuse 
provisions.

 183 cRa guidelines, supra note 160, at paragraph 16.

 184 Ibid., at paragraph 10(d).

 185 We note that the US model TE states that competent authority benefits will not be provided solely 
because a company was established prior to the effective date of a treaty or protocol. In that 
case, a company would still be required to establish to the satisfaction of the competent au-
thority clear non-tax business reasons for its formation. In light of US treaty policy and practice 
regarding lOb articles, this proviso in the US model TE makes sense. One can readily envision 
cases where it would be inappropriate for a company to continue to access treaty benefits when 
the company was put in place shortly before the country in which it was resident agreed to an 
lOb article with the United States. It is less clear that canada should apply this proviso.

 186 Supra note 12.

 187 The TE goes on to say that “[t]he statement of this principle explicitly in the protocol is not in-
tended to suggest that the principle is not also inherent in other tax conventions concluded by the 
United States or canada.” In the case of canada, this point has largely been rendered nugatory 
by MIl, ibid., although an open question remains in the context of treaties entered into after 
the release of the 2003 OEcD commentaries to article 1 of the OEcD model convention.

 188 Since 2003, the OEcD commentary to article 1 of the OEcD model convention has directly 
addressed the issue of abusing tax treaties. However, the commentary does not suggest any 
specific principles to apply other than to say that treaty benefits should not be available if the 
main purpose for entering into particular transactions is to obtain favourable tax treatment 
where obtaining the favourable treatment is contrary to the object and purpose of the relevant 
provision (see paragraph 9.5 of the commentary on article 1 of the OEcD model convention). 
Since gaaR requires an analysis of the purpose of the particular treaty provision, it is unclear 
what (if anything) the OEcD commentary adds to the debate that is not already present in the 
gaaR jurisprudence.

 189 The OEcD commentary indicates that the context is determined in particular by the intention of 
the contracting states when signing the convention as well as the meaning given to the term in 
question in the legislation of the other contracting state (an implicit reference to the principle of 
reciprocity on which the convention is based) (paragraph 12 to the commentary on article 3 
of the OEcD model convention).



Text Box
BIBLIOGRAPHY INFORMATIONMichael Colborne and Shawn D. Porter, "The Limitation-on-Benefits Article in the Fifth Protocol to the Canada-US Tax Convention," Report of Proceedings of Sixtieth Tax Conference, 2008 Conference Report (Toronto:   Canadian Tax Foundation, 2009), 25:1-58.© Canadian Tax Foundation


	The Limitation-on-Benefits Article in the Fifth Protocol to the Canada-US Tax Convention
	Michael Colborne and Shawn D. Porter
	Abstract
	Introduction
	Background
	Interpretive Process
	The TE
	The US Model Treaty and the US Model TE

	Architecture of Article XXIX A
	Qualifying Person
	Individuals and Governmental Entities
	Publicly Traded Entities
	General Rule
	Primarily and Regularly Traded
	Capital Structures with Multiple Voting Shares
	Debt-Substitute Shares and Other Capital Sources
	Exchangeable-Share Structure
	Corporate Inversion Transactions
	Administration

	Subsidiaries of Publicly Traded Entities
	General
	Indirect Ownership
	Lookthrough Principles
	Application to Example

	Ownership and Base Erosion Test
	General
	Ultimate Ownership or Ownership by Persons Who Qualify Without Regard to Their Owners
	Factual Difficulties in Satisfying the Ownership Test
	Meaning of “Gross Income” and “Deductible Expenses” in the Base Erosion Test
	Scope of Indirect Payments Rule


	The “Active Trade or Business” Test
	General
	Active Trade or Business
	“In Connection with . . . That Trade or Business”
	Whether a Comprehensive Common Meaning Was Intended
	Ascertaining the Meaning of “Upstream,” “Downstream,” “Parallel,” and “Complementary”
	Summary

	“Incidental to a Trade or Business”
	Income Derived from the Other Contracting State, Directly or Indirectly
	The Substantiality Requirement
	Third-Country Income
	Gains

	Derivative Benefits: Article XXIX A(4)
	Ownership Test
	Base Erosion Test

	Article XXIX A(6): Competent Authority Relief
	General
	Judicial Review Standards and the Requirement To Make a Determination
	The CRA’s Guidelines for Requesting Competent Authority Benefits
	Application to Facts

	Article XXIX A(7): LOB Does Not Limit the Application of GAAR
	Notes



