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I. INTRODUCTION

Proper tax planning for foreign investment® in the United
States is crucial because foreign investors may be subject to both
United States and foreign taxes on income from their United
States investments or businesses. The United States income tax,
which may exceed 50% of the profit from an investment or busi-
ness,? when combined with additional income taxes in the
United States or in foreign countries, can create cumulative in-
come taxes so substantial that they destroy the economic feasi-
bility of a proposed investment.® If foreign countries tax income

1. All references to foreign investment include both direct and indirect investment
unless the context otherwise requires. Foreign direct investment refers to direct owner-
ship of, or ownership of a controlling interest in, a business by a foreign person. Foreign

" indirect investment refers to noncontrolling portfolio investment in 2 business.

2. The Upited States federal corporate income tax rate is 46% of taxable income
exceeding $100,000. LR.C. § 11 (1882). In Colorado the state corporate income tax rate is
5% of adjusted federal taxable income, Coro. Rev. Star. § 39-22-301 (Bradford Supp.
1983). The highest marginel federal individual income tax rate is 50%. LR.C. § 1 (1982).
The highest marginal Colorade individual Income tax rate is 8%. Coro. Rev. StaT, § 39-
22-104 (Bradford Supp. 1983). Thus, the combined federal and state income tex rates for
both corporations and individuals may exceed 50%.

3. Income tax is only one of many taxes that may burden the profits from foreign
investment in the United States. Other United States taxes include estate, gift, genera-
tion-skipping, transfer, Federal Insurance Confributions Act (FICA), State Employees
Compensation Act (SECA), and Federal Unemployment Tax Act (FUTA) taxes, The im-
pact of these taxes, along with other nonincome taxes in foreign countries, can be signifi-
cant. Although this article deals only with income taxes, proper tex planning for foreign
investments must deal with ail taxes that affect the investment.



713] STRUCTURING FOREIGN INVESTMENT 715

from investments or businesses in the United States more heav-
ily than comparable domestic income,* the impact of multiple
taxation becomes even more severe. Because the risk of prohibi-
tive cumulative income taxes on foreign investments in the
United States is high, proper tax planning for such investments
is esgential.

Tax planning for foreign investment in the United States
involves unique and complex legal issues. Rote application of
conventional tax wisdom is never a substitute for thorough indi-
vidualized tax planning, and no single investment holding struc-
ture is optimal for all investments or businesses. This article is
intended to help the tax advisor identify some of the factors
that affect the cumulative income taxes burdening foreign in-
vestments in the United States.®

I, A Basic ApPPROACH TO ANALYZING MULTIPLE TAXATION AND
EvaLvating ITs ImpacT

A. Definition of “Multiple Taxation”

The term “multiple taxation” is broadly defined as the im-
position of more than one {ax on an item or stream of income
generated by a business or investment. Multiple taxation typi-
cally arises from the imposition of an income tax (1) by a single
country on more than one person with respect to a stream of
income (hereinafter referred to as “taxation of multiple per-
sons”), or (2) by more than one country on a single person with
respect to an item of income (hereinafter referred to as ‘“‘taxa-
tion by multiple nations”).

4. For example, under Canada’s tax law the amall business deduction is avpilable for
domestic but not foreign source business income. Income Tax Act, ch. 63, § 125(1)(a},
1970-72 Can. Stat. 925, amended by Act of Feb. 26, 1981, ch. 48, § 70(1), 1980-81-82-83
Can, Stat. 1410 [hereinafter cited as LT .A.L

5. For purposes of illustration, this article will specifically discuss some of the tax
consequences of Canadians investing in the United States. However, thiz article is not
intended to provide & complete summary of the income tax laws of the United States,
Caneda, or any other country thet relate to taxation of foreign investment in the United
States. Furthermore, this article does not incorporate the Tax Convention of 1984,
United States-Canads, or the Tax Raform Act of 1984, which becams effective after this
article had been submitted to the printer. The nonimplementation of these provisions in
this article has no impact on its thesis since the income tax laws incorporated herein are
simply illuatrative.
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1. Taxation of multiple persons

Taxation of multiple persons results primarily from the
treatment of business entities as taxpayers separate from the in-
dividuals who own or are beneficially interested in them. The
best example of taxation of multiple persons is the so-called
double tax on income earned by a corporation. In the United
States and many foreign countries, income earned by corpora-
tions and other similar entities is initially subject to tax whether
or not the income is distributed.®* When the corporate income is
distributed to the stockholders as dividends, it is again subject
to tax.” This type of multiple taxation is based on the concept
that each entity or person in the chain of ownership, from the
operating entity to the ultimate individual owner, is a different
taxpayer. Thus, only so much of the income as is actually dis-
tributed downward is subject to subsequent income tax, and the
portion of income that is paid as taxes at the corporate level is
not typically subject to a subsequent tax.®

Nevertheless, tbe cumulative tax burden resulting from tax-
ation of multiple persons is significant. For example, assuming a
50% marginal corporate and individual income tax rate, each
dollar of corporate income is subject to at least $.75 of income
tax if the Income is fully distributed to the stockholders.®

Multiple taxation arising from taxation of multiple persons
does not necessarily occur in the year in which the income is
originally earned. Instead, subsequent income taxes are incurred
at the time the income flows or is deemed to flow to the owners
of the previously taxed entity. The ability to defer the subse-

6. LR.C. § 11 (1282). However, corporations that elect to be taxed under subchapter

*S of the Internal Revenue Code are taxed in much the same manner as partnerships, i.e.,

the individual stockholders are taxed on their pro rata share of corporate income, and no
separate income tax is imposed on the corporation. Id. §§ 1361-1379.

7. Id. § 61(a)(7).

8. It is important {o nots the many exceptions to the general rule, especially with
respect to tax laws that deem corporate income to be distributed to stockholders. In
Canada, for example, the full amount of nonactive business income of certain Canadian
ovmed foreign corporations is deemed to he distributed to controlling Canadian stock-
holders at tha time it is eamed. A deduction for foreign income taxes paid by the foreign
corporation is allowed anly if paid in the year earned or one of the five succeeding years.
LT.A., supra note 4, § 91(4).

9, The eorporation is subject to $.50 of tax on each doller of income, and the share-
holder is subject to $.25 of tax on the remaining $.50 of income when distributed. This
gignificant overlapping tax on corporate earned income accounis for the formation of
in¢ressingly large numbers of limited partnerships. Some of these partnerships heve tens
of thousands of partners and ere larger than many corparations.
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quent income taxes reduces the potential impact of those tazes
and provides important tax planning opportunities.

2. Taxation by multiple nations

Taxation by multiple nations results primarily from multi-
ple jurisdictional bases for taxing of foreign income. As a general
rule, the United States taxzes the United States source income of
all persons® and all income of United States residents and citi-
zens regardless of its source.’® The United States has multiple
jurisdictional bases for income taxzation that are broad and that
are not mutually exclusive of foreign countries’ jurisdictional ba-
ses for income taxation. Consequently, foreign investment in the
United States incurs a high risk of tazation by multiple
nations.!*

The most common example of taxation by multiple nations
is the double tax on income earned by foreign persons doing
business in the United States. Such income is subject to United
States income tax because it has a United States source!® and
may also be subject to the home country’s income tax because
the foreign taxpayer resides in, is a citizen of, or was created
under the laws of such country. Because this type of multiple
taxation results from multiple jurisdictional bases for taxation,
the entire income from a United States business may be subject
to multiple tazation at the time it is earned. Thus, unless an

10. There are several exceptions to this general rule provided in the Code and in-
come tax treatics to which the United States is a sipnatory. See infra text accompanying
notes 21-25, 58-59.

11. Although all United States citizens and residents are subject to United States
incomne tax on their worldwide income, certain United States citizens and residents living
ahroad may be entitled to exclude foreign source earned income up fo a maximum of
$85,000 for 1984, LR.C. § 911 (1682).

12, Ceartain countries like Venezuela, Panama, and Casta Rica tax only domestic
Bource income. M. LANGER, PRACTICAL INTERNATIONAL Tax PLANNING 8 (2d. ed. 2d print-
ing 1979). Investors from such countries can largely avoid taxation by multiple nations
on income from an investment in the United States. Many of the developed nations,
however, tax on the basis of residence as well as domestic source income, For example,
Canada taxes Canadian source income of all persong and income of Canadian residents.
LT.A., supre note 4, § 2(1), (3). As a result, many foreign investors and their operating
entitiea are subject to United States tax on United States investment income (because
the income hes a source in the United States) and to tax in a foreign county on the same
income (bacause the income was received or deemed to be received by a person residing
in such foreign country).

13. ILR.C. §§ 871(b), 882 (1982). Certain foreign source income of foreign persons
dolng husiness jn the United States may also be subject to United States income tax, Id.
§ 884(c)(4).
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appropriate relief provision is available, the tax can exceed the
total income.

B. Basic Steps in Analyzing Multiple Taxation

1. Gather relevant facts

As with all types of legal analysis, the first step in structur-
ing foreign investments in the United States is to gather all the
relevant information. For tax planning, relevant information
about an investor includes his residency and citizenship, his
other proposed and existing investments, his intentions with re-
spect to the use of income generated by the investment, the na-
ture of the proposed investment or business, the dollar amount
of investment, the potential financing sources, and the projected
amount and timing of the profits.

2. Identify all applicable income taxes

The second step is to identify all the taxes that may burden
the income from the investment between the time the income is
earned and the time the investor benefits economically from the
investment.'* During the life of every United States foreign in-
vestment, several events may affect the amount of income taxzes
arising therefrom. The four most common events are (1) the
generation of profits or losses from ongoing business operations;
(2) the repatriation or distribution of profits to the foreign in-
vestor; (8) the reorganization of the structure of the investment;
and (4) the liquidation or disposition of the investment. Each of
these events may frigger multiple income taxes; therefore it is
necessary to identify each tax resulting from each event likely to
occur during the life of the proposed investment or business.*®
Of course, the tax advisor must be aware of the investor’s inten-
tions regarding the flow and use of the investment income in
order to accurately identify applicable income taxes,!®

14. The investor is often a business entity such as a corporation or partnership.
With the exception of some widely held corporations that truly act as independent per-
sons, businesa entities are simply vehicles for investment by their owmers, Therefore, the
tax advigor must enalyze the tax consequences not only for the business entity but also
for the shersholders or pariners owning the entity.

15, For a discussion of the tax impact of these events see infra text accompanying
notes 144-188.

16. To ensure that the tax advisor correctly understands the tax laws of foreign
countries, it is generally necessary and advisabls to retain a foreign tax professional.
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3. Determine timing and amount of total cumulative income
taxes

After identifying the applicable income taxes, the tax advi-
sor must determine the timing and amount of the total cumula-
tive taxes resulting from the application of each identified in-
come tax. In many circumstances the total income tax from
multiple taxation is far less than the cumulative total of each
separate tax because of the application of relief provisions such
as credits for foreign taxes paid.l? Relief provisions intended to
eliminate or reduce overlapping taxes are generally of two types.
The first type simply eliminates income taxes and is a result of
income tax treaties and special taxing statutes relating to foreign
source income. The second type compensates the investor for
taxes paid to other countries or offsets the impact of the addi-
tional income taxes imposed by the home country.

But uncertainty hinders the tax advisor’s efforts to precisely
determine the effects of either type of provision. Projections of
the nature, amount, and timing of income are incomplete or in-
accurate. Thus, the tax advisor must realize that overlapping
taxes may be even greater if his projections are inaccurate. Rec-
ognizing the risks associated with the use of particular relief pro-
visions is crucial in analyzing the potential impact of multiple
income taxes.

Because the United States taxes income from United States
sources, structuring the transaction to eliminate the initial
United States income taxes is difficult—sometimes impossible.'®
For this reason, analyzing the cumulative effect of multiple in-
come taxes by reference to taxes that overlap the initial income
tax is often helpful. The term “overlapping taxes” refers to the
portion of the total cumulative income taxes payable with re-

Nevertheless, the tax advisor must know enough foreign tex law to be able to identify
which countries may assert an incomes tax at some point in time on the stream of income
from investment or business, Countries typically bese their jurisdiction to tax income on
two factora: (1) the residence or citizenship of the investor, the operating entity, and
intermediary entities; and (2) the source of incame.

17. For example, both the United States and Canada may assert a 50% mcome tax
on a Canadian corporation’s total United States business income. However, the net total
income taxes may be reduced from 100% to 50% through the application of foreign tex
credite in Canada for United States income tax paid. See infra text accompanying notes
78-103.

18. Generally United States income tax is totally avoided only when a foreign per-
gon eonducts bueiness in the United States without a permanent establishment. See in-
fra text accompanying note 58.
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spect to an item or stream of income which would not have been
payable if the first income tax had been fully credited against
the subsequent income taxes.*® Overlapping tazes can arise from
either type of multiple taxation, and in many cases the overlap-
ping taxzes will consist partly of subsequent United States in-
come taxes and partly of foreign income taxes.

4. Repeat the process for all alternative holding structures

The prudent tax advisor must also identify each conceivable
holding structure for the investment, identify the income taxes
that apply to these structures, and determine the impact of
these taxes on the investment.

5. Compare cumulative tax consequences of each structure

After the cumulative income tax burden for each alternative
investment structure is carefully analyzed, the tax advisor must
help the investor evaluate the comparative advantages and dis-
advantages of each holding structure. This comparison will in-
clude evaluations of the cumulative income tax burden using the
projected income stream and of the risk that a relief provision
on which the investor may want to rely will not be effective.

IIT. UnrrEp STATES TAxATION OF FOREIGN PERSONS
A. United States Source Income

If income from a foreign person’s investment or business in
the United States is subject to multiple taxation, at least one of
the income taxes will probably be levied in the United States.
Consequently, some fundamental concepts of United States in-
come tax law relating to foreign persons must be understood to
identify, analyze, and evaluate the curnulative income taxes bur-
dening alternative holding structures for foreign investment in
the United States.?°

19. Overlapping taxes are the portions of the tofal cumulative income taxes that
exceed the greatest of each separate income tax.

20. Income tax is only one of many taxes that may hurden the profits from a fareign
investment in the United States. For example, the foreign investor may also be subject to
United States federal estata and gift taxes. Federal estata taxes are imposed on the taxa-
ble estate of a nonresident alien individual, See infra note 21. A nonresident alien indi-
vidual’s taxahle estate is equal to his gross estate minus allocsble deductions, The gross
eatate ineludes all property having a situs in the United States. A nonresident alien indi.
vidual may deduct from his groas estate certain expenses, losses, indebtedness, and taxes,
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Foreign persons®® are generally not subject to Unifted States
income tax unless they have United States source income.$?
United States source income is generally defined as income gen-
erated when a person provides goods, services, or capital to
someone within the United States. Although easily defined,
United States source income is subject to technical and inconsis-
tent rules found in the Internal Revenue Code (hereinafter re-
ferred to as “the Code”) and Treasury Regulations.*® For exam-
ple, interest paid to a foreign person by banking institutions in
the United States is not United States source income,** but in-
terest paid to a foreign person by certain foreign corporations is
United States source income.®®

United States source income of foreipn persons is subject to

as well as transfers for certain public, charitable, and religious uses. The marginel federal
estate tax rates for 1977 and succeeding years on the texable estate are as follows:

Not over $100,000 6%
Over 3100,000 but not over $500,000 12%
Qver 3500,000 but not over $1,000,000 18%
Over $1,000,000 but not over $2,000,000 24%
Over $2,000,000 0%

LR.C. § 2101(d) {1982).

A nonresident alien iz entitled to a credit of $3,600 against the estate tax otherwise
payable, Id. § 2102(c)(1). The executor of a nonresident alien individual’s estate must file
an estate tax return within nine months after the individual’s death if the value of the
gross estate exceeds 360,000, Id. §§ 6018(a)(2), 6075(a).

Federal gift taxes are imposed on the taxable gifts made by a nonresident alien indi-
vidual. Id. § 2501(a). A nonresident alien individual’s taxable gifts are equsl to the total
amount of gifts of property having a situs in the United States minus allocable deduc-
tions. Each nonresident alien individusl may deduct from taxable gifts an annuat $10,000
exemption per donee, gifts to certain charities, and gifts to individuals for school tuition
and medical expenses. Id. §§ 2503(b),(e), 2522(b).

‘The gift tax applies only to taxable gifts made during the year, hut the marginal tax
rate s determined by reference to the sum of the taxable gifts for the year plus the
taxable gifts from all preceding years, The 1984 marginal federal gift tax rates range
from 18% for cumulative taxahle gifts not exceeding $10,000 to 55% for cumulstive tox-
able gifts exceeding $3,000,000. Id. §§ 2001(c), 2501, 2502,

21, “Foreign persons™ as used in this article means foreign corparations and nonres-
ident aliens collectively. A “foreign corporation” is any corporation not creatad or organ-
ized in the United Stetes or under the laws of the United States or of apy stata therein.
A “nonresident alien” ia an individual who is neither a resident nor citizen of the United
States, See id. § 7701; see alse Treas, Reg. § 301.7701-5 (1960).

22. LR.C, §§ 871, 872, 881, 832 (1982). In certain circumstances, however, foreign
source income of foreign persons is also subject to United States income tax. Id. §
884(c)(4).

23. Id. §§ 861-63 and correspending Tressury Regulations.

24, LR.C. § 861(a) (1){A}, (c}(1) (1982).

26. Interest paid by a foreign corparation in which 50% or more of the gross incomse
for the preceding three-year period was effectively connected with a United States trade
or business is treated as United States source income. Id. § 861(a){1)(C).
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either the regular graduated rate tax or the flat rate tax depend-
ing on whether the United States source income is effectively
connected with the conduct of a trade or business within the
United States.?® For purposes of examining these two income
taxes, items of United States source income are categorized as
follows: (1) income (including certain types of foreign source in-
come) that is effectively connected with the conduct of a trade
or business by the foreign person within the United States;*’ (2)
fixed or determinable annual or periodical income that is not ef-
fectively connected with the conduct of a trade or business by
the foreign person within the United States;*® and (3) gains from
the disposition of interests in United States real property.*®

1. Income effectively connected with United States trade or
business

Income can be effectively connected with a United States
trade or business only if the recipient of the income is engaged
in a trade or business in the United States.*® Investing in United
States corporations and making other passive investments in the
United States does not cause one to be engaged in a United
States trade or business,® nor do organizing personal United
States corporations,®® investigating business opportunities in the
United States,®® selling goods on consignment in the United
States,* or owning relatively minor United States mineral work-
ing interests.®® However, engaging in activities in the United
States that are more substantial than these described may be

26, Id, §§ 8T1(a), (b}, 881{a), 882(a), 897(a).

27. Id. § 884(c).

28. Id. § B64{c)(2).

29, Id, § B97(a).

80. See Higgina v. Commissioner, 312 U.S. 212, 217 (1941). However, gain from the
sale or exchange of an interest in United Statea real property is treated as Income efec-
tively ¢ormected with a United States trade or business regardless of whether the tax-
payer is engaged in a United States trade or business. LR.C. § 897(a) (1982). See infra
text accompanying notes 67-69.

81. Higging 312 U.8. at 218.

82. Whipple v. Commissioner, 373 U.8. 193, 202 (1963).

33. Wemner Abegg v. Commissioner, 50 T.C. 145, 153-b4 (1968), aff'd on other
grounds, 429 F.2d 1209 (2d Cir. 1970), cert. denied, 400 U.S. 1008 (1971).

34. Cf. Rev, Rul. 76-322, 1976-2 C,B, 487.

35. Di Portanova v. United States, 690 F.2d 169, 177 (Ct. Ci. 1982); see also Cat-
aphote Corp. v, United States, §35 F.2d 12256 (Ct. Cl. 1976); John Provence #1 Well v.
Commissioner, 37 T.C. 376 (1961), aff'd, 321 F.2d 840 (3d Cir. 1963). But see Nomours
Corp. v. Commissloner, 38 T.C. 585 (1962), aff'd on other grounds, 325 F.2d 559 (3d Cir.
1863).
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sufficient.®® Further, a foreign person who is a member of any
partnership that is engaged in a United States trade or business
is deemed to be engaged in a United States trade or business.*

Except for fixed or determinable annual or periodical in-
come and capital gains or losses that are not derived from the
assets or activities of a United States trade or husiness,*® the
entire amount of United States source income of a foreign per-
son engaged in United States trade or business is effectively con-
nected with the conduct of a United States trade or business.?®
In rare circumstances items of foreign source income are also
taxed as income effectively conmnected with the conduct of a
United States trade or business.*®

Income that is effectively connected with the conduct of a
United States trade or husiness by a foreign person is taxed in
much the same manner as income of United States persons. The
tax is computed by multiplying the applicable corporate or indi-
vidual income tax rate by the foreign person’s net income. Cor-
porate income tax rates for 1983 and succeeding years are gradu-
ated from 15% of net income not exceeding $25,000 to 46% of
net income exceeding $100,000.4* Individual income tax rates
generally applicable to nonresident aliens*? for 1984 and sue-
ceeding years are graduated from 11% of net income exceeding
$2,300 to 50% of net income exceeding $81,800.4°

A foreign person’s taxable net income is determined by sub-
tracting from gross income the expenses, losses, and other items
that are deductible by United States persons, but only to the

38. For example, the ownerahip of real property in the United States does not con-
atituta the conduct of a United States trade or business, but the active management of a
real estate property is a trade or business, Pinchot v. Commissioner, 113 ¥.2d 718 (2d
Cir. 1840); Rev. Rul. 73-522, 1973-2 C.B. 228,

37. LR.C. § 875 (1982).

38. Id. § 864(c)(2). Gain derived from the disposition of United States real properly
interests is also taxed as income effectively connected with a United Stetes trade or busi-
nese. Id. § 897,

39. Id. § 864(c){(3).

40. Id. § 864(c){4).

41, Id. § 11(b).

42. Nonresident aliens are generally not permitted to file joint returns. Id. §
€013(a)(1).

43. Id, § 1(d). Actuelly, the tax rates described in § 1 of the Code apply to tazable
income of individuals in excess of the zero bracket amount. The zero bracket amounts
are $2300 for single taxpayers, $3400 for married taxpayers filing jointly, and $1700 for
married persons filing separately. Id. § 63(d). However, nonresiffent aliens are required
to add fo their taxable income the excess of the zero bracket amount over itemized de-
ductions, Id. § 63(e).
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extent that such deductions are connected with and directly or
indirectly allocated and apportioned to income effectively con-
nected with the conduct of the foreign person’s United States
trade or business.** (Deductions that are connected with income
which is effectively connected with the conduct of a United
States trade or business are hereinafter referred to as “con-
nected deductions.”) A nonresident alien may also deduct from
gross income a personal exemption of $1,000.4°

Trade or business expenses or losses and state and local
taxes incurred by a foreign person are often connected deduc-
tions. Other deductions, such as depreciation and depletion de-
ductions and in the case of individuals the 60% long-term capi-
tal gains deduction, are probably also connected. Contributions
to charitable United States organizations are deemed to be con-
nected deductions, as are casualty and theft losses incurred by
nonresident aliens with respect to property located in the
United States.4®

The rules for allocating and apportioning connected deduc-
tions to income effectively connected with a foreign person’s
United States trade or business are very complicated. Items that
are otherwise deductible and that are incurred as a result ‘of, or
incident to, an activity or in connection with property are allo-
cated to the class or classes of gross income derived therefrom.*’
Examples of classes of gross income for allocation purposes in-
clude gross income derived from business or property dealings,
interest income, and royalties. Deductible items that cannot be
directly allocated to any class of gross income are allocated to all
classes of gross income on a proportional basis.*® The portion of
each deductible item allocated to a class of gross income must be
apportioned between income effectively connected with a United
States trade or business and all other income of that class.*® A
connected deduction is deductible for United States income tax
purposes only to the extent that it is allocated and apportioned
to income that is effectively connected with a United States

44. Id. §§ 873(a), 882(c){1}(A).

45, Id. § 873(b){3). In the case of residents of Canada and Mexico, a nonresident
alien is also entitled to deducted exemptions of $1000 for each dependent and for the
spouse if the apouse does not have any United States source incame. Treas. Reg. § 1.873-
1(c)(3) (1957); see also IR.C. § 151 (1982),

46. Id. 88 873(b), 882(cH1)(B).

47. Treas. Reg. § 1.861-8(b)(1), T.D. 7456, 1977-1 C.B. 200, 202

49, Treas. Reg. § L861-8(b)(b), T.D. 7456, 1977-1 C.B. 200, 203.

49, Treas. Reg. § 1.861-8(c){1}, T.D. 7456, 1977-1 C.B. 200, 203-04.
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trade or business.®™

An alternative minimum tax equal to 20% of the excess of
alternative minimum taxable income over the exemption
amount is imposed on nonresident aliens, other than corpora-
tions, to the extent that it exceeds the regular tax.5? Alternative
minimum taxable income®® is adjusted gross income®® increased
by tax preference items® and reduced by the following items:
limited contributions to certain charitable United States organi-
zations; limited United States casualty and theft losses; and con-
nected and allocable interest expense that is not deducted in ar-
riving at adjusted gross income and that is not in excess of
“qualified net investment income.”® The exemption amount of
a married nonresident alien individual is generally limited to
$20,000.%¢

If a nonresident alien individual disposes of a United States
real property interest during the taxable year, the alternative
minimum tax must be greater than 20% of the lesser of (1) the
individual’s alternative minimum taxable income before subtrac-
tion of the exemption amount and (2) the net gain from the dis-
position of United States real property interests.®

Some of the provisions of the Code relating to tazation of
income effectively connected with a United States trade or busi-
ness have been modified by tax treaties. The Canada-United
States Income Tax Convention of 1942 provides that industrial
and commercial profits and capital gains of a Canadian corpora-
tion are exempt from United States taxation unless the corpora-
tion has a permanent establishment in the United States.®® This
treaty further provides that Canadian corporations whose out-
standing voting stock is predominantly owned directly or indi-

50, LR.C. §§ 873(a), 882(c)(1)(A) (1982).

51. Id. § 8TL{b)(1).

62. Id. § 55(h).

53. Adjusted gross income is gross income reduced by certain deductions such as
trade or business deductions. Id. § 62.

64. See id. § 57(a).

56. Id. §§ B65(e)(1), (3), 873.

56, Id. § 55(0){1)(C); see supra note 42

57. LR.C. § 897(a)(2HA) {1982). The United States tax consequences of disposing of
United States real property intereats are discussed later in this article. See infra text
accompanying notes 67-72.

b8 Tax Convention, March 4, 1942, United States-Canada, arts. I, ITI, VI3, 56 Stat.
1369, T.S. No. 983, amended by Supplementary Tax Convention, Jurne 12, 1950, 2 US.T.
2235, T.L.A.S. No. 2347, amended by Supplementary Tax Convention, Aug. 8, 1956, 8
U.S.T. 1619, T.L.A.S. No. 3918 [hereinefter cited es 1942 Canada-United States Treaty].
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rectly by Canadian residents who are not United States citizens,
are not subject to additional taxes assessed under the Code such
as the accumulated earnings tax.*®

2. United States source income not effectively connected with
United States trade or business

United States source fixed or determinable annual or peri-
odical income of foreign persons that is not effectively connected
with the conduct of a United States trade or business® is taxed
at a flat rate of 30% of gross income.*’ Income subject to this
flat rate tax includes interest, dividends, rents, royalties, sala-
ries, and other fixed or determinable annual or periodical gains,
profits, and income.%® This flat rate tax is often referred to as a
withholding tax because it is withheld at its source by the
payor.®®

The rate of the United States withholding tax is reduced or
eliminated for foreign persons residing in countries that have a
tax treaty with the United States. Under the Canada-United
States Income Tax Convention of 1942, the withholding tax rate
on interest and dividends is reduced to 15%.%

United States source income of foreign persons derived from
the sale or exchange of capital assets is subject to United States
income tax only if the foreign person is an individual present in
the United States for a total of 183 days or more®® or if the capi-
tal asset is a United States real property interest.®

3. Taxetion of dispositions of United States real property
interests

Gain or loss resulting from the sale or exchange of an inter-
est in United States real property by a foreign person is treated
as income effectively connected with a United States trade or

59. Id. art. XIIL

60. Such income may not be effectively connected with the conduct of & United
States trads or business either because the recipient is not engaged in a United States
trade or business or because the income is not derived from the assets or aclivities of the
United States trade or business. LR.C. § 864{c)(2) (1982); see supra text accompanying
notes 30-40.

81, LR.C. § 881{a) (1982).

a2. Id. § 881{a){1).

63, Id. §§ 1441, 1442,

64. 1942 Canada-United States Treaty, supra note 58 art. XL

65. LR.C. § 8T1(a){2) (1982).

66. Id. § 897(a)1).



713) STRUCTURING FOREIGN INVESTMENT 727

business regardless of whether the foreign person is engaged in a
United States trade or business.®” An “interest in United States
real property” is defined broadly and includes an interest in a
mine, well, or other natural deposit located in the United States
and stock in certain corporations that own interests in United
States real property.®® These provisions, enacted in 1980 in the
Foreign Investment in Real Property Tax Act, will supersede
conflicting tax treaty provisions beginning on January 1, 1985.%°

To illustrate the significant differences between the regular
and withholding taxes, assume that a foreign corporation not en-
gaged in a United States trade or business owns United States
rental property generating $10,000 in rents and having a depre-
ciation allowance of $5,000. The rental income is subject to with-
holding tax unless the corporation elects to treat the income as
effectively connected with a United States trade or business.”™
The following tax consequences arise depending on whether the
foreign corporation makes the election.

Income Income Not

Effectively Effectively

Connected Connected
Tax Base™ $5,000 $10,000
Tax Rate™ 15% 0%
Tax $ 750 $ 3,000

B, Tax Consequences of Acquisitions

Foreign investment in the United States often involves ac-
quisition of an existing United States business. The tax paid by
the seller on the sale of the business will often be reflected in the

67. Id.

68, Id. § 897(c).

69. Omnibus Reconciliation Act of 1980, Pub. L. No. 96-499, § 1125(¢c), 94 Stat.
2599, 2690.91.

70. Nonresident elien individuals and foreign corperations may elect to treat income
which is otherwise subject to withholding tex as income effectively connected with a
United States trade or business, LR.C. §§ 871(d), 882(d) {(1982).

7L. Tbe inecome tax base for income efectively connected with a United States trade
or business is the gross amount of income reduced by allowable deductions. Depreciation
is an allowable deduction. See supra text accompanying notes 44-50. The income tax
baes for taxable income not effectively connected with a United States trade or buainess
ia gross income before deductions. Treas. Reg. § 1.871-7(b), T.D. 7332, 1976-1 C.B. 204,
210; see, e.g., Rev, Rul. 73.522, 1973-2 C.B. 228,

72, The corporate income tax rate on $5,000 is 15%. LR.C. § 11(b) (1982). The with-
bolding tax rate is 30% unless modified by treaty. Id. §§ 871(a), 581(a).
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selling price. Therefore, the investor should structure the acqui-
sition of the United States business to minimize the tax conse-
quences to the seller in order to reduce the purchase price.

Acquisitions of United States businesses may be taxable or
nontaxable to the seller and may involve the purchase of stock
of the target corporation or its assets. Taxable acquisitions typi-
cally result from the payment of cash and other property for the
assets or stock of the target corporation. The basic tax result is
that the seller recognizes gain or loss on the fransaction. Non-
taxable acquisitions typically result from the exchange of stock
of the purchaser or a related corporation for the stock or assets
of the target corporation.”

In a taxable acquisition of stock of a target corporation, the
geller recognizes gain or loss on the disposition of the stock. Be-
cause the seller does not maintain a continuing equity interest in
the corporation, the purchaser acquires the target corporation
subject to liabilities incurred under previous ownership.” The
purchaser’s basis in the stock is the stock purchase price. No
part of the purchase price of the stock is subject to depreciation,
amortization, or investment tax credit, except in the case of a
corporate purchaser that makes an appropriate election trigger-
ing recapture of previously deducted depreciation and invest-
ment tax credits.”

In a taxable acquisition of assets of a target corporation, the
seller recognizes gain or loss as well as recapture of depreciation
and investment tax credit with respect to the disposed assets.™
Because the stockholders of the target corporation maintain
their interests in the corporation, they essentially retain all ex-
isting business liabilities. The purchaser takes the assets with a
basis equal to the purchase price. In many cases the purchase
price of the assets is subject to depreciation or amortization and
investment tax credit.

73. Id. § 368(a).

74. This transfer of lability to the purchaser can be limited if the acquiring corpo-
ration obtains warranties or indemnities from the seller.

75. Carry-over hasis is not a disadvantage when it is greater than the actual value of
the underlying amsseta such as when acquired assets have hecome functionally ohsalete.

76. However, if the target corporation sells the assets pursuant to a plan of liquida-
tion and within the 12-month period beginning when the plan is adopted, the selling
corparation does not recognize gain or loss on the sale of the assets. LR.C. § 337 (1582).
The shareholders of the liguidating corporation recognize gain on the excess of the velue
of the proceeds of ligquidation over the shareholders adjusted basis in the stock of the
liquidating corporation, Id. §§ 931, 1001.
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The types of nontaxable acquisitions are far too numerous
and complex for discussion in this article. It is important to
note, however, that certain investment holding structures may
effectively preclude the use of one or more types of nontaxable
acquigitions. For example, the exchange of stock in a Canadian
corporation for the stock of the target corporation will not re-
ceive tax-free treatment for the United States stockholders of
the target corporation unless the Internal Revenue Service is-
sues a ruling to that effect.”

IV. RELIEF PROVISIONS
A. Types of Relief Prouvisions

Multiple taxation arising from the taxation of multiple per-
sons has been engrained in the United States income tax system
since 1913.” Because this type of multiple taxation is not gener-
ally considered unfair or burdensome, tax laws and treaties typi-
cally include few provisions to eliminate or reduce its impact.™

One of the best known relief provisions for taxation of mul-
tiple persons applies when one or more corporations are inter-
posed between the corporation that earned the income and the
individual stockholders. Many countries do not fully tax divi-
dend income received by corporate stockholders. In the United
States dividends received by a corporation from United States
corporations and from certain foreign corporations engaged in a
trade or business in the United States are partially or wholly
exempt from taxation.®® In Canada dividends received by Cana-
dian corporations from Canadian corporations®® or from certain
foreign corporations® may be partially or wholly exempt from

Tt Id. § 36T{a).

78. Revenue Aet of 1913, Pub. L. Ne. 63-16, § G(a), 38 Stat. 114, 172 {current ver-
sion in LR.C, § 61 (1982)). The accumulated esrnings tax was first introduced in the
Revenue Act of 1921, Pub, L, No. 67-88, § 220, 42 Stat. 227, 247 (current version in
LR.C. § 531 (1982)), and the personal bolding company tax was first introduced in the
Revenus Act of 1934, Pub. L. No. 73-216, § 351, 48 Stat. 680, 751 {current version in
LR.C. § 541 (1982)).

79. Certain corporations thet make an appropriate eleetion under subchepter 8 of
the Code are not taxed on their income; rather, the stockholders are taxed on their pro
rata share of corporate income. LR.C. §§ 1363(a), 1368 (1982). Unfortunately, however, a
corporation is disquelified from this special treatment if it bas any stockholders that are
foreign persons, Jd, § 1361(b)(1). Therefore, subchapter S is of little velue for interna-
tionel tax planning purposes.

80. See id. §§ 243.2486.

8L. 1.T.A,, supra note 4, § 112(1).

82. Dividends from certain foreign corporations that carried on business in Canada
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Canadian income tax.%

Under a variation of this relief provision, a corporate stock-
holder may be allowed a credit against its income tax for the pro
rata share of the income tax paid by the distributing corpora-
tion. In the United States a credit is allowed against the United
States income tax of United States corporations owning 10% or
more of the voting stock of a foreign corporation for the pro rata
ghare of foreign income tax allocable to dividends received from
the foreign corporation.® In Canada corporate stockholders®® re-
ceive a similar benefit for the pro rata share of the foreign in-
come tax allocable to dividends*® deemed to be received from
foreign corporations that are controlled foreign affiliates.®”

Another type of relief provision eliminates or reduces the
rate of income tax imposed on dividends paid to foreign stock-
holders.®® The United States income tax on dividends paid by
United States corporations to Canadian stockholders is reduced
from 30% to 15%.%® Dividends paid by Canadian corporations to
stockholders who are not citizens or residents of the United

at any time during the taxable year or that are foreign affiliates are subject to special tax
treatment. Id. §§ 112(2), 113, 186, A “foreign affiliata” of a Canadian resident person is
any corporation not resident in Canada in which the Canadian resident has at least a
10% ownership interest. Id. § 95(1)(d).

83. Private corporations (as defined in id. § 89(1){f)} may be subject to an income
tax of 26% of any dividend that is otherwise exempt from income tax. Id. § 185(1).
When the exempt dividend flows through to the stockholder, the 25% tax is refunded to
the corporation. Id, § 120.

84. LR.C. § 902(a) (1982).

85. This relief provision also applies to individual stockholders with respect to
whom the foreign corporation is a controlled foreign affiliate. A “controlled fareign affili-
ata” is any foreign affiliate of a Canadian resident taxpayer that is controlled directly or
indirectly by the taxpayer, a group of five or fewer persons residing in Canada of which
the taxpayer is a member, or a related group of which the taxpayer is a member. I.T.A.,
supra note 4, § 95(1}(a). See supra nots 82 for the definition of “foreign affiliate.”

86. A person resident in Canada is deemed to receive on an annual basis dividends
consisting of his pro rata share of all income of a controlied foreign affiliate, other than
income from an active husiness of that controlled foreign affiliate. LT.A., supra note 4, §
91(1). See supra note 85 for the definition of “controlled foreign affiliate.”

87. 1.T.A., supra note 4, § 91(4). Unlike the comparable United States relief provi-
sion, this relief is structured as a deduetion from income rather than as a credit against
tax. The income deduction is equsal to the allocable foreign tax multiplied by 2.17. Id.
See supra note 85 for the definition of “controlled foreign affiliate.”

88. This type of relief provision is typically found in income tax treaties.

89, 1942 Canade-United States Treaty, suprz note 58, art. XI. In some United
Stetes income tax treaties, the rate of tex on dividends paid to certain stockholders has
been reduced even further. See 3 R. RHoADES & M. LanGes, INcoMe TaxaTioN oF For-
EIGN RELATED TrANgACTIONS § 12.02[3] (1983).
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States are exempt from United States income tax.*® Provisions
like these, typically found in treaties, are intended to eliminate
or reduce both types of multiple taxation.

An important relief provision, especially with respect to
structuring investments for Canadians, is a tax credit for indi-
vidual stockholders for part of the corporate tax paid on corpo-
rate income that is distributed as a dividend. Under the Cana-
dian dividend tax credit rules, individual stockholders resident
in Canada are required to include in gross income 150% of divi-
dends received from corporations resident in Canada,® but are
entitled to a tax credit approximately equal to 22.7% of the
amount of the grossed up dividend.® The result is that the effec-
tive tax rate on dividends received from corporations resident in
Canada is generally reduced by 20% to 100%, depending on the
stockholder’s marginal tax rate.®®

Multiple texation arising from taxation by multiple nations
has been generally considered by tax policy makers as undesir-
able and perceived by investors and their tax advisors as unac-
ceptable. Several relief provisions can eliminate or reduce the
impact of taxation by multiple nations. One of the best known
types of relief provisions allows the investor a foreign tax credit
for foreign tax paid or incurred on the investor’s foreign source
income against the tax otherwise payable on that income to the
investor’s home country. The amount of foreign tax credit is
typically limited to the lesser of the income tax paid to the host
country and the amount of income tax levied by the home coun-
try on the foreign source income. Notwithstanding these limita-
tions, the allowance of foreign tex credits should theoretically
eliminate the entire burden of the home country’s income tax
except to the extent that it exceeds the host country’s income
tax. The investor is required to pay to the home country the
excess of the home country’s income tax over the host country’s
tax, (This excess is hereinafter referred to as the “foreign tax
credit premium.”)

An alternative type of relief provision allows the investor an
income deduction in the investor’s home country for foreign

80. 1942 Canada-United States Treaty, supra note 58, art. XTI(1).

91. LT.A., supra note 4, § 82(1).

92, Id, § 12L

93, For individuals whose tax rate is less than 22.7%, the dividend tax eredit can
offset tax on the individual’s other ineome. Id.
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taxes paid or incurred on the investor’s foreign source income.*
However, the right to deduct foreign income taxes is ofien lim-
ited. In Canada only foreign income taxes from passive invest-
ments may be deducted from taxable income, subject to certain
other restrictions.*®

Other relief provisions exempt certain income from taxation
in either the host or home country. These provisions are typi-
cally found in income tax treaties but are sometimes found in
the tax legislation of the home country. Pursuant to the United
States-Canada Income Tax Convention of 1942,%¢ United States
source business income of persons resident in Canada, other
than United States citizens and entities created under United
States law, is exempt from United States income tax unless such
person has a permanent establishment in the United States.”
Under Canadian tax law dividend income received by a Cana-
dian corporation from foreign corporations that are foreign affili-
ates®® is exempt from Canadian income tax to the extent that
the dividend is paid out of the foreign affiliate’s income derived
from an active business in a country with which Canada has a
bilateral income tax treaty.”

In determining the total cumulative income taxes for a par-
ticular holding structure, the tax advisor must do more than
merely determine that the theoretical application of relevant re-
lief provisions will eliminate or reduce the overlapping taxes.
Many relief provisions when applied do not provide the maxi-
mum smount of relief because of inadequate draftsmanship of
the relevant legislation or intentional limitations. Therefore, the
tax advisor must ansalyze in detail how effective each available
relief provision will be in eliminating or reducing overlapping
taxes given the nature, amount, and timing of the foreign invest-
ment income!®® as well as the investor’s intentions with respect
to the use of the income.

94, See id. § 20(11), (12); LR.C, § 164(a) (1982).

85. LT.A., supra note 4, § 20(11}, (12).

96. 1942 Canada-United States Treaty, supra note 58

97. Id. arts, I, III. In eddition, articles V, VI, VI4, VIL, VIII, VIIIA, IX, X, XII,
XIH, XIHB, XilIC, and XIIIE of the same treaty provide that certain income of certain
Canadian residents is also exempt from United States income tax.

98 See supra note 82 for the definition of “foreign affiliate.”

99, LT.A., supro note 4, § 113(1). This special rule was probably intended to elimi-
nate the burden arising from taxation by multiple nations rather than the burden arising
from taxation of multiple persona.

100. See supra text accompanying notes 17-18.
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Foreign tax credits illustrate the restrictive nature of relief
provisions.'®® Foreign tax credits are theoretically intended to
eliminate overlapping taxes by allowing a credit against the in-
vestor’s home country income tax liability for foreign income tax
paid.*** However, the limitations on the amount of foreign tax
credit allowed are sometimes deceptively restrictive. Typically,
the amount of foreign tax credit allowed is based on a statutory
formula under which the credit is limited to the lesser of (1) the
amount of income tax actually paid to the host country and (2)
the amount of income tax levied by the home country on the
foreign source income. These limitations create a serious risk of
overlapping taxes to the extent that the rules for the recogni-
tion, timing, and taxation of income differ between the host
country and the home country. More specifically, the foreign tax
credit is typically limited to the home country’s tax allocable to
the amount of foreign income as computed under the home
country’s tax accounting and income sourcing rules, whereas the
foreign tax is computed on the amount of foreign income as de-
termined under the host country’s tax accounting and income
sourcing rules.2® If the amount of foreign source income as de-
termined under the home country’s rules is significantly less
than that determined under the host country’s rules, the allowa-
ble foreign tax credit may be far less than the actual foreign
taxes paid.

B. Inadequacies of Relief Provisions

The serious risk that relief provisions will not provide ex-
pected relief can be demonstrated by examining the foreign tax
credit limitations under Canadian tax law.'** The allowable for-
eign tax credit in Canada is limited to the lesser of (1) Canadian
income tax allocable to the United States source income and (2)
the amount of United States income tax paid during that taxa-
ble year or, in the case of business income, during the five

101. See infra text accompanying notes 102-34.

102. Foreign tax credits may also eliminate some of the overlapping taxes from taxa-
tion of multiple peraons, but anly with respect to corporate income that is distributed to
certain corporate shareholders. See supra text accompanying notes 78-79.

103. The host country’s tex is levied on tha tax base as computed under the host
country’s tax laws. The computetion of the tax base is made using the host country’s tax
accounting rules (i.e., determination of the proper year for recognition of income and the
proper timing of deductions).

104, I.T.A., supra note 4, § 126.
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preceeding taxable years to the extent that those taxes have not
already been credited. Foreign tax credits are computed sepa-
rately with respect to foreign source nonbusiness income and
foreign source business income from each foreign country.**® The
basic formula describing the limitation is as follows:

Net income from a foreign country™”
Total net income'®

Canadian tax otherwise payahle'™® X

1. Income sourcing problems

The allowable foreign tax credit is limited to the Canadian
tax allocable to foreign source income. The source of income for
purposes of this formula is determined under Canadian law
rather than the laws of the foreign host country. As a result, Ca-
nada may not allow a foreign tax credit for foreign income tax
paid because under Canadian law the host country is not the
source of the income, whereas under the host country’s law the
host country is the source of income. For example, the following
items of income arising from a Canadian person’s investment or
business in the United States are treated as having a Canadian
gource under Canadian tax law and a United States source
under the Code: (1) gains realized by a Canadian person from
the sale in Canada of stock of a corporation owning United
States real property interests the value of which exceeds 50% of
the value of all corporate property;'* (2) dividends and interest
from a United States corporation controlled and managed in Ca-
nada,’?® or from a Canadian corporation that has income effec-
tively connected with the conduct of a trade or business in the

105, Id. § 128(1), (2}, (6).

108. Canadian tax otherwise payable generally mesns the amount of Canadian tax
that would be eligible befare the application of various tax credits such as foreign tax
credits, provincial corporate tax credits, and small business tax credite. Id. § 126(7){d).

107. Net income from a foreign source generally means net nonbusiness income end
net business income calculated separately end under the rules of the Canadian Income
Tax Act. Id. § 126(1), (2.1).

108. Total net income generally means net income from all sources reduced by capi-
tal losses and deductions allowed to corporations for intercorporate dividends. Id. §
128(1)(b)(ii), (2.1)(a)ii).

109. Interpretation Bulletin No. IT-395 T 2, 1979 Can. Tax Rep. (CCH) T 62,400
(Oct. 3, 1977); see, e.g., Ericksen v. Last, 8 Q.B.D. 414 (1881); LR.C. § 861(a)(5} (1982).
However, this income is not subject to United Stetee tax if the Canadian stockholder
does not have a permenent establishment in the United States 1942 Canada-United
Btates Treaty, supra note 58, art. VIIL

110, Interpretation Bulletin No. IT-270 T 22, 1978 Can. Tax Rer. (CCH) ¥ 52,274
Nov. 17, 1975); LR.C. § 881(a)(1), (a)}(2){A).
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United States equal to 50% or more of its gross income for the
preceding three-year period;'*' and (3) profit from the sale of
Canadian goods shipped f.o.b. & United States destination pur-
suant to a contract for sale that is completed in Canada.?*?
Because Canadian foreign tax credits are calculated sepa-
rately for each foreign country,'® the income sourcing problem
also causes overlapping taxes when an item of income incurring
tax in one foreign country is deemed under Canadian law to
have a source in a second foreign country.'** This per country
limitation problem can be illustrated by the following example.
A Canadian corporation is engaged in the manufacturing
businegs in the United States through a permanent establish-
ment and has a branch office in the United Kingdom, where con-
tracts for the sale of the United States manufactured goods are
negotiated and completed. The United States manufactured
goods sold in the United Kingdom are shipped f.o.b. a United
States port. Under United States tax law the entire profit is
United States source income'® effectively connected with the
conduct of a United States trade or business and is fully subject
to United States income tax.'*® Under Canadian tax law part of
the income from this transaction has a United States source and
part has a source in the United Kingdom. The United States
income tax allowed as a foreign tax credit is limited to the Cana-
dian tax otherwise payable on only that portion of the income
having a United States source as determined under Canadian

111. See Interpretation Bulletin No. IT-270 T 22, 1978 Can, Tax Ree, (CCH) 1
62,274 (Nov. 17, 1975); LR.C. § 861{a)(1){C), (a)(2)(B) {1982). Only a portion of a divi-
dend or interest paid by such corporation is treated as United States source income
under the Code. Article XTI of the 1942 Caneda-United States Treaty exempts these
dividends from United States income tax even though they would otherwise be taxed as
United States source income under LR.C. §§ 871{(a)(1){A) or 881(a}{1) (1982).

112. LR.C. § 861{a)(8) (1982), Treas. Reg. § 1.861-7 (1957). In this example the sale
of peraonal property in the United States creates United States source income. However,
that income is not taxahle unless the seller is engaged in a trade or business in the
United Ststes through a permanent establishment. Treas. Reg. § 1.871-7(a)(1), T.D.
7332, 1975-1 C.B. 204, 211; 1942 Canada-United States Treaty, supra note 58, art. 1. The
temporary presence of the Canadian person ar its employee in the United States to so-
licit orders may cause the Canadian person to be engaged in a trade or husiness in the
United States through a permanent establishment. Rev. Rul. 56-165, 1856-1 C.B. 849.

113. LT.A., supra note 4, § 126(6). This per country limitation no longer exists
under the Code.

114, Interpretation Bulletin No, IT-270 1 20, 1978 Can. Tax Ree. (CCH) 1 52,274
(Nov. 17, 1975).

115. Treas. Reg. § 1.861-7(c) (1957).

118, LR.C. § 864{c)(3) (1982).
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law.

2. Income and tax timing problems

A second problem with the Canadian foreign tax credit is
that the credit is generally limited to the foreign tax paid or ac-
crued during the same taxable year that the foreign source in-
come is recognized in Canada. This limitation does not create a
risk of overlapping taxes if the amount of income computed
under Canadian tax accounting rules equals the amount of in-
come computed under the tax accounting rules of the foreign
country. As a result of this difference in timing of recognition
and taxation of income, some of the foreign income tax paid may
not be credited against the Canadian tax, thereby causing over-
lapping taxes.

This timing problem is critical with respect to foreign in-
come tax paid on nonbusiness income because these taxes may
not be allowed as foreign tax credits unless the income is recog-
nized and taxed in the United States in the year that it is taxed
in Canada.” The timing problem is not as critical with respect
to foreign income tax paid on business income because these
taxes may be allowed as foreign tax credits if the income is fully
recognized and taxed in the foreign country within the six-year
period beginning five years before the year in which it is recog-
nized and taxed in Canada.*® If income is recognized and taxed
in the United States in a taxable year subsequent to the year in
which it is recognized and taxed in Canada, no foreign tax credit
is allowed for the United States tax on such income regardless of
whether the income is business or nonbusiness.

The timing problems are generally attributable either to (1)
differences in tax accounting rules regarding the proper year for
including an item of income or the proper year for deducting an
expenditure or (2) differences in the rules allowing deductions
(i.e., whether an expenditure may be expensed or amortized, and
if amortized, the rate of amortization).

The first type of timing difference can be illustrated by ex-
amining the tax consequences of a long-term installment sale. In
Canada the income is recognized over no more than five years in

117. Unused foreign tax credits for nonbusiness income tax may not be carried for-
ward nor back. LT.A., supra note 4, § 126(1).

118. The unused foreign tax credits for business income tax credits may be carried
forward for up to five years but not back. Id. § 126(2}, (T}(b).
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the case of capital property, and no more than three years in
other cases, whereas in the United States the income is generally
recognized as the payments are received over the life of the in-
stallment contract.!*®

The second type of timing difference, more difficult to ana-
lyze but more consequential, can be illustrated with the follow-
ing examples. First, gain from the sale or exchange of a mineral
interest in the United States or any other foreign resource prop-
erty'®® is computed for United States purposes as the excess of
the amount realized over the seller’s adjusted basis in the partic-
ular mineral interest.’** However, the gain is computed for Ca-
nadian purposes as the excess of the amount realized over the
seller’s undeducted “foreign exploration and development ex-
penses” pool.}®? If the seller’s adjusted basis in the property sold
is legs than its foreign exploration and development expenses
pool, some or all of the gain recognized and taxed in the United
States at the time of the sale will not be recognized and taxed in
Canada until a subsequent sale when the seller’s foreign explora-
tion and development expenses pool is less than its adjusted ba-
sis in the subsequent property sold. In other words the foreign
source income is recognized in Canada during a year different
from the one in which the United States income tax accrued.!?®

Second, depreciation allowed for tangible personal property
and buildings used in a business differs between Canada and the
United States. Of course, differences in allowable depreciation
cause differences in the amount of income recognized during a
tax year. For example, manufacturing equipment placed in ser-
vice in the United States after December 31, 1980,* is subject
to a depreciation deduction in the United States under the ac-
celerated cost recovery system equal to 15% of the unadjusted
basis in the equipment in the first year, 22% in the second year,

119. Id. §§ 18(1)(c), 20(1){n}, 40(1)(a)(iii); I.R.C. § 4563 (1982).

120. See LT.A., supra note 4, § 66(15)(f) for the definition of *“foreign resource
preperty.”

121. LR.C. §§ 897(a), 1001(a) (1982).

122. 1.T.A., supra note 4, §§ 69(1), 66(4). This pool includes drilling or exploration
expenses incurred outside of Canada as well as gequisition costs of foreign resource
properties, Id, § 66{15){(e).

123. If the gain from the sale constitutes nonbusiness income, the unused tax credits
for United States taxes paid may not be carried forward to the year in which the gain is
recognized in Canada. Id. § 126(1). If the gain constitutes business income, the unused
foreign tax credits may only be carried forward five years. Id. § 126(2), (T)}(b).

124. See LR.C. § 168{e)(1) (1982).
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and 21% in each of the following three years.'*® However, the
equipment is subject to a depreciation deduction (capital cost
allowance) for Canadian income tax purposes equal to 20% of
the declining adjusted basis of all equipment in the same
clags.1%¢

Assume a Canadian corporation purchases manufacturing
equipment worth one million dollars for use in the United
States. Further assume that except for the amount of allowable
depreciation, the net income is computed the same in Canada
and the United States and that the effective Canadian and
United States income tax rates are 50%. The entire cost of the
equipment will be deducted from income for United States tax
purposes during the first five years, but only $672,320 of the cost
will be deducted for Canadian tax purposes.!?” After the fifth
year the Canadian tax and the foreign tax credit limitation will
be computed on income that is reduced by the undepreciated
capital cost of the equipment ($327,680). However, the United
States tax will be computed on income that is not reduced by
depreciation. After the fifth year the United States tax will ex-
ceed the Canadian tax in the amount of $163,840 because the
United States tax base is $327,680 higher. This excess United
States tax will not be allowed as a foreign tax credit in Canada.
Consequently, the corporation’s income will be subject to
$163,840 of overlapping taxes even though the United States
and Canadian income taxes on the stream of income are equal
over the life of the equipment.**®

125, Id. § 168(b)(1), (c).

126. L.T.A., supra note 4, § 20(1)(a); Income Tax Reg. (Can.) & 1100(1){a)(viii)
(1978).

127. If the equipment coat was $1,000,000, the allowable depreciation deduction in
the United States would be $150,000 and $220,000 for the first two years respectively and
$210,000 for the following thres years. No depreciation deduction would be allowed
thereafter, The allowable depreciation deduction in Canada would be $200,000 for the
first year, $160,000 for the second year, $128,000 for the third year, $102,400 for the
fourth year, $81,920 for the fifth vear, and so on until the equipment were efectively
fully depreciated.

128. The excess credit for United States income tax from the first year may be car-
ried forward to the second year because Canadian income tax in the second year on the
foreign income exzceeds the United States income tax. However, the excess credit for
United States income tax accruing after the fifth year may not be carried beck. There-
fore, the overlapping taxes on the United States source siream of income arising from
the second type of timing problem is $163,840.
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3. Disproportionate Canadian income tax

A third problem with the Canadian foreign tax credit limi-
tation formula is that it assumes the Canadian tax resulting
from inclusion of foreign source income is the amount of Cana-
dian tax that is proportional to the ratio between the foreign
source income and total income. However, there are at least two
instances in which this assumption is incorrect.

The first instance is when the Canadian person incurs a loss
from domestic sources. The formula does not allow any credit
for foreign income taxes paid on the portion of foreign source
income that offsets the loss that would otherwise offset future
income of the Canadian person. In other words, if the Canadian
person does not pay income tax in Canada because of an overall
loss, no credit is allowed for United States income tax paid on
United States source income even though the United States in-
come reduces the amount of the loss that can be carried forward
for Canadian tax purposes. Consequently, the United States
source income increases the amount of Canadian taxable income
in suhsequent years hy an amount equal to the lesser of the
United States source income and the loss.

For example, assume that hefore the inclusion of United
States income three Canadian corporations incur an overall loss
in year 1 of $100 and an overall profit in year 2 of $100. Assume
that Corporation 1 has $100 of United States source income in
year 2, that Corporation 2 has $100 of United States source divi-
dend income in year 1, and that Corporation 3 has $100 of
United States source business income in year 1. Further assume
that the United States and Canadian income tax rates are 50%
and tbat the United States withholding rate is 15%.

The inclusion of $100 of United States source income by
Corporation 1 creates $50 of United States income tax and $50
of Canadian income tax. However, because the United States in-
come was recognized in a profit year, the $50 of United States
tax is allowed as a foreign tax credit, totally eliminating the Ca-
nadian tax. Thus, the net total tax on the $100 of United States
income is reduced to $50.

The inclusion of $100 of United States source income by
Corporation 2 creates $15 of United States income tax and
$42.60 of Canadian income tax.)?® Because the United States in-

129. Foreign nonbuginesa income tax that is not allowed as a foreign tax credit may
be deducted in computing Canadian taxable income. LT A, supra note 4, § 20{12).
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come was recognized in a loss year, the $15 of United States tax
is not allowed as a foreign tax credit. The total net tax on the
$100 of United States income is $57.50.

The inclusion of $100 of United States source income by
Corporation 3 creates $50 of United States income tax and $50
of Canadian income tax.'*® Because the United States income
was recognized in a loss year, the $50 of United States tax is not
allowed as a foreign tax credit. The total net tax on the $100 of
United States income is $100.*®*

Foreign Total

Total u.s. Canadian Tex Net

Year Incame Tax Tax Credit Taxes
Corp. 1 1 {$100) 0 ($ 50.00) 0 {3 50.00)
2 $200 $50 $100.00 ($50) 100.00
$ 50.00
Corp. 2 1 {$ 15) 315 ¢ 7.50) 0 $ 7.60
hid $1060 0 $ 50.00 0 50.00
$ 57.60
Corp. 8 1 0 260 0 o $ 50.00
2 $100 0 § 50.00 0 B50.00
$100.00

The second instance in which the assumption regarding the
Canadian tax allocable to foreign source income proves to be in-
correct occurs when the average Canadian income tax rate on
total income differs from the marginal or effective Canadian in-
come tax rate on the United States income. This occurs when
the income tax rate is graduated, such as for individuals,’* and
when some portion of the total income is taxed at a rate lower
than the rate applicable to foreign source income, such as in-
come subject to the small business deduction®*® or the manufac-
turing and processing deduction,*™

130. A foreign business Income fax may not be deducted in computing Canadian
taxable income even if it is not allowed as a foreign tax credit. See Roenisch v. Minister
of Nat'l Revenue, [1831] 2 D.L.R. 8¢ (Can. Ex. 1950).

131. The United States income taxes incurred in year 1 will expire as & foreign tax
credit unused if Corporation 3 does not receive any United States source business in-
come during the four years following year 2 or if the United States tax incurred on the
United States source business incoms received during those four years does not exceed
the Canadian tax.

132, LT.A., supra note 4, § 117{5.1).

133, Id. § 125.

134, Id. § 126.1.
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V. CooRDINATING UNITED STATES AND FOREIGN Tax Laws

Each foreign investment holding structure is made up of
several structural elements. The number of potential holding
structures equals the total number of combinations of each vari-
able in each structural element. Although there are many poten-
tial holding structures for each foreign investment, the chance of
omitting a potentially advantageous investment structure is re-
duced if the tax advisor has a working knowledge of the Code
and other relevant income tax laws and also has a thorough un-
derstanding of each structural element relevant to the proposed
investment. The following are key elements common to all for-
eign investment structures:

(1) the type of huginess entity managing the investment
or operating the husiness;

(2) the country in which the managing or operating en-
tity has been created or resides; and

(3) the capital structure of the operating entity.

Each of these elements determines in part the extent and
type of multiple taxation and its impact on the cumulative in-
come tax burden payable on income from the investment. Of
course, as the proposed investment becomes more complicated,
more structural elements are introduced.'s®

A. Choice of Operating Entity

The extent of multiple taxation arising from the taxation of
multiple persons largely depends upon the type of business en-
tity or entities directly or indirectly owning and managing the
investment. Some entities are taxed as separate taxpayers, and
others are treated as aggregations of the taxpayer-owners. The
tax laws of each country asserting taxing jurisdiction determine
whether an entity is to any extent a separate taxpayer. Fortu-
nately, the United States tax treatment of business entities is
often similar to the tax treatment of comparable business enti-
ties in many other countries.

Profits from an investment in the United States that is
owned by a corporation are subject to United States corporate

135, This article does not discuss the use of tax haven countries to reduce taxes on
income from United States investments. For an excellent discussion of tax havens, see
M. LangeR, supra note 12.
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income tax when earned®*® and to United States individual in-
come tax when distributed to individual domestic*®” or foreign
stockholders.’*® On the other hand, profits from an investment
in the United States owned by a partnership or proprietorship
are subject only to individual income tax.!*® The profits are
taxed to the partner or proprietor annually regardless of
whether the profits are actually distributed to that person.'*®
Losses incurred hy a partnership or proprietorship offset other
income of the partners or the proprietor, whereas losses incurred
by a corporation do not offset the individual stockholder’s other
income.

The use of a corporation to conduct a trade or business usu-
ally results in taxation of multiple persons. This result, however,
should not cause the tax advisor to discourage automatically the
use of holding structures involving corporations. In some cases it
is necessary to use a corporation for nontax reasons. Further-
more, although corporate taxes create more layers of taxation,
the number of relief provisions available may result in a lower
overall tax assessment. In addition to the exemption from taxa-
tion for some or all intercorporate dividends, Canadian tax law
allows a dividend tax credit for taxable dividends received by
individuals from corporations residing in Canada. This tax
credit represents the income taxes already paid by the corpora-
tion on the distributed income.*!

Even without relief provisions, taxation of multiple persons
may not be a concern to an investor that is a corporation not
controlled by an identifiable group of stockholders. The pez-
formance of a corporation’s stock on the market is typically
based on the amount of the corporation’s after-tax profits rather
than the amount of the stockholders’ after-tax dividends. Conse-
quently, the management of a widely held corporation may only
be concerned about taxation of multiple persons to the extent
that it affects the cumulative tax hurden computed at the corpo-
rate level rather than at the stockholder level. Because there are
many relief provisions to eliminate or reduce the overlapping

136, LR.C, §§ 11, 832 (1982).

137. Id. §§ 1, 61(a){7).

138. Id. §§ 871, 881, 882.

139. Id. § 701.

140. Id. § 702,

141, LT.A., supra note 4, § 121. However, this tax credit does not eliminate the
overlapping taxes if the chareholder is in a high individual income tax bracket. See supra
text accompanying notes 91.93.
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taxes on intercorporate dividends, some foreign corporate inves-
tors may select an investment structure that is beneficial to the
corporation but detrimental to the stockholders.

If for any reason one or more corporations are used as part
of the investment holding structure, the extent of the multiple
taxation on the corporate income can be minimized through the
use of the appropriate capital structure, in addition to all of the
other statutory and treaty relief provisions.»<?

B. Country of Residence or Incorporation

The extent of multiple taxation arising from taxation by
multiple nations depends to some extent on the country of resi-
dence or formation of the managing or operating entity. The op-
erating entity may reside in or be created under the laws of the
United States, the home country of the foreign investor, or a
third country having beneficial tax laws or treaties. As discussed
previously, at least four separate events in the life of an invest-
ment may trigger income tax in one or more countries asserting
tax jurisdiction or over the operating entity or over the investor:
(1) the generation of profits from ongoing business operations;
(2) the repatriation of investments or distribution of profits to
the foreign investor; (3) the reorganization of the structure of
the investment or business; and (4) the disposition of the invest-
ment or liquidation of the operating entity.

In the following discussion specific examples are given to
help identify and analyze the impact of taxation by multiple na-
tions. In all the examples assume that the foreign investor is a
Canadian corporation and that the operating entities were incor-
porated in either Canada or the United States.'**

1. Taxation of profits from ongoing business operations

a. Portfolio investments. Assume that the investor desires
to make passive portfolio investments in stock of United States
corporations and intends to profit from appreciation of the stock
rather than from dividend income,

If the entity doing business in the United States is a branch
of a Canadian corporation (hereinafter referred to as
“CANCO”), neither owning stock in United States corporations

142. See infra text accompanying notes 189-93.
143. The choice of operating entity in these examples is limifed to a brancb or
United States subsidiary of the Canadian carporation.
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nor effecting stock or securities transactions in the United States
causes it to be engaged in a trade or business in the United
States.'** Therefore, CANCO is subject only to withholding tax
on certain types of passive United States source income such as
dividends. CANCO is exempt from United States income tax on
gain from the sale of the stock that is not a United States real
property interest'‘® regardless of whether the stock is traded in
or out of the United States.’® CANCO is subject to Canadian
income tax on its worldwide income, which includes net taxable
gains from the sale of stock in the United States corporations.'*”
Consequently, CANCO is subject only to one income tax on its
major item of income.

If the entity doing business in the United States is a United
States subsidiary of a Canadian corporation (hereinafter re-
ferred to as “USCO”), it is subject to United States income tax
on its worldwide income, including gain from the sale of stock.™®
Although USCO is not subject to Canadian income tax, the Ca-
nadian parent corporation is subject to Canadian income tax on
passive income of its United States subsidiary, generally includ-
ing net taxable capiial gains.’*® A deduction from income that
has a similar result to foreign tax credit is allowed for United
States tax paid by USCO on the passive income.!°

Structuring this portfolio investment so that USCO rather
than CANCO holds the investment causes the gain from the sale
of stock to be subject to taxation by multiple nations. This cre-
ates a risk that the cumulative income tax burden will be in-

144. Treas. Reg. § 1.884-2(c)(1), T.D. 6948, 1988-1 C.B. 327, 329-30.

145. Btock in a United States real property holding company constifutes a United
States real property interest. LR.C. § 897 (1982). However, under the 1942 Canada-
United States Treaty, guin from the sale of a Urited States real property interest may
also be exempt from United States tax. 1942 Canada-United States Treaty, supra note
58, art, VIII.

146. The Code does not tex gain from the sale of capital assets in the United States
uness the seller is an individual who has been present in the United Stetes for periods of
183 daya or more during the taxable year. LR.C. § 871{a)(2) (1982). In any event, Article
VI of the 1942 Canada-United States Treaty exempts from United States taxation
gains from the sale of capital assets by a Canadian corporation that does not have a
permanent establishment in the United States.

147. The net taxable gain from the sale of a capital asset is 50% of the gain. LT.A.,
supra note 4, § 38(a).

148. Upon the distribution of the profits to the Canadian corporation, the profits are
also subject to the United States withholding tax at the rate of 15%. Rev. Rul. 61-103,
i961-1 C.B. 853.

149, I'TA., supra nota 4, §§ 91(1), 95(L)(b)(ii).

160. Jd. § 91(4); see supra text accompenying notes $0-85.
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creased through overlapping taxes and the foreign tax credit
premium.!®

b. Active business.®™® Assume that the investor desires to
establish or acquire an active business in the United States and
that all United States source income will be derived exclusively
from the business.

CANCO is subject to both United States and Canadian in-
come tax on its United States source income from an active bus-
iness.'®® The United States income tax is computed on the cor-
poration’s net United States source income,'™ and the Canadian
income tax is computed on CANCO’s net worldwide income,
both of which include the profits and losses from the United
States business.’®® A Canadian foreign tax credit is allowed for
United States income tax paid.'*¢

USCO is subject only to United States income tax on its
United States husiness income.’®” Neither USCO nor its Cana-
dian parent are subject to Canadian income tax on USCQ’s prof-
its or losses.'™®

Because the income of USCO is not subject to multiple tax-
ation and the income of CANCO is, there is a likelihood that the
total income tax burden from the generation of profits by USCO
will be less than it would be if earned by CANCO. First,
CANCO will likely pay a foreign tax credit premium because the
Canadian tax on United States source business income is typi- -
cally higher than the United States tax as a result of United
States income tax incentives to United States businesses. Sec-
ond, CANCO incurs the risk of overlapping taxes because the
United States income tax paid may not be fully allowed as a
Canadian foreign tax credit.’®® However, the multiple taxation
allows CANCO to ofiset other worldwide income for Canadian
tax purposes with losses from the United States business,
whereas the Canadian parent corporation of USCO is unable to

151. See supro text accompanying notes 100-03.

162, These observations may not apply in some factual circumstances. Furthermare,
tax consequences not noted here may become highly consequential for some industries or
businessea.

153. LR.C. § 882(a)(1) (1982); L.T.A., supra note 4, §§ 2(1), 250(4).

164. LR.C. § 882(a)(2) (1982).

155. LT.A., supra note 4, § 8(a).

156. Id. § 126(2); see supra text sccompanying notes 101-34.

157. LR.C. § 11(a} (1982).

158, See supra text accompanying note 98.

159, See supra text accompanying notes 101-34.
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take advantage of such losses directly.

Example A. The taxable income from an active United
States business is $100,000 for the first year, $500,000 for the
second year, and $10,000,000 for the third year. Assume that the
Canadian federal and provincial income tax rate is 47%, that
the United States federal income tax rate is 26% on the first
$100,000 of taxable income and 46% of the excess over $100,000,
and that the applicable United States state income tax rate is
5% (which is deductible from United States federal taxable in-
come). Assume that United States income tax paid is fully
credited against the Canadian tax.2%°

Foreign Tax
Canadian Total Taxes Credit

Year US. Tax Tax For Year Premium™!

CANCO 1 $ 29,700 $ 47,000 $ 47,000 $17,300
USCOo $ 29,700 0 $ 29,700 0
CANCO 2 $ 223,500 $ 235,000 $ 235,000 $11,500
USCo $ 223500 0 $ 223,500 0
CANCO 3 £4,850,000 $4,700,000 $4,350,000 0
UsCo 24,850,000 0 $4.850,000 0

Exemple B. Assume that the income from United States oil
and gas production business is $10,000,000 after deduction for
royalties and that there are deductible costs, other than royalties
and depletion, of $3,000,000. Further assume that all income tax
rates are as stated in Example A.

For purposes of caleulating United States taxable income,
assume that a deduction equal to 16% of the income is allowed
to represent depletion,'*®* For purposes of calculating Canadian
taxable income assume that no such depletion deduction is al-
lowed with respect to United States oil and gas production.'®*

160, This sssumption is often incorrect.

161. See supra text accompanying notes 93-94 for definition of “foreign tax credit
premium.”

162. The depletion rate for primary production in 1984 and theresfter is 15%. LR.C.
§ 613A{c)(5) (1982).

163. The depletion allowance under the Canadian Income Tax Act is not available

for production from foreign resource properties. LT.A., supra note 4, § 65; Income Tax
Reg. (Can.) 8§ 1201, 1204, 1205 (1979).
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Foreign Tax
U.8. Income Canadian Total Credit
{and Tax) Income (and Tax) Taxes Premium
CANCO 5,400,000 7,000,000
{2,608,800) (3,200,000) 3,290,000 680,200
USCcoO 5,400,000
(2,609,800} 4 2,600,800 4

Examples A and B illustrate that the foreign tax credit pre-
mium can he significant if the Canadian income tax significantly
exceeds the United States income taxz. In Example A the differ-
ence in tax is due to differences in tax rates, whereas in Example
B the difference in tax is due to differences in computing the tax
hase.

2. Repatriation of profits

Both types of multiple taxation can occur in certain holding
structures when corporate profits are distrihuted and repatri-
ated. The additional income taxes include the United States
withholding tax and the foreign country’s income tax on the re-
patriated income when received by the investor stockholder. As
a general rule, a Canadian corporation is not subject to United
States withholding tax nor Canadian income fax on income re-
patriated from its United States branch business. A Canadian
corporation owning stock in a United States corporation is suh-
ject to United States withholding tax when dividends from the
United States corporation are paid.'® The distributed income is
also subject to Canadian income tax unless the Canadian corpo-
rate stockholder owns 10% or more of the United States corpo-
ration’s stock.*®® The Canadian income tax, if any, may be par-
tially or completely offset with foreign tax credits for United
States withholding tax but not income tax paid by the United
States corporation.

Example C. Assume the same facts as in Example A except
that all after-tax income is repatriated as it is earned. The
United States withholding tax on Canadian stockholders is 15%
of the dividend.™®®

164. LR.C. § 881{n). See supra text accompanying notes 60-86.

165. Under the Canadian “foreign affiliate” rules, if @ Canadian corporation owns
10% or more of a foreign corporation, the dividends paid to the Cenadian corporation
from the foreign corporation which are paid out of active business profits are exempt
from Canadien income tax. LT.A., supra nots 4, §§ 95(1)1(d), 113(1).

166. 1942 Canada-United Stetes Treaty, supra note 58, ext. X1.
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Total Corporate Withholding Total Taxes

Year Taxes Tax For Year

CANCO 1 & 47,000 0 $ 47000
Usco 3 29,700 $ 10,545 $ 40245
CANCO 2 % 235,000 0 $ 235,000
UsSCO $ 223,600 $ 41475 3 264975
CANCO 3 $4,850,000 0 $4,850,000
USCO $4,850,000 772,500 $5,622,500

In this example the total taxes for vear 1 are less for USCO than
CANCO even if the profits are repatriated. The total taxes in-
curred by USCO for year 2 are less unless the profits are repatri-
ated. In year 3 the total taxes are equal unless the profits are
repatriated, in which case the total taxes for CANCO are less.

Example D. Assume the same facts as in Example B except
that all after-tax income is repatriated as it is earned.

Total Corporate Withhoelding Total Taxes
Taxes Tax For Year
CANCO $3,290,000 0 $3,290,000
UsCo $2,600,800 $658,530 $3,268,330

These examples demonstrate that the withholding tax may
dramatically change the cumulative taxes on income earned by
USCO that is distributed to foreign corporate stockholders. Ex-
amples C and D illustrate that the tax advisor must analyze the
impact of the withholding tax in deciding whether to use a
branch rather then a domestic subsidiary in circumstances in
which the investor intends to repatriate its income. In all likeli-
hood the decision whether to use a branch or subsidiary will de-
pend largely on whether the investor intends to repatriate the
income through corporate distributions.

3. Reorganization

Reorganizations are adjustments in husinesses or holding
structures that may require the inclusion of new investors, the
combining or splitting up of businesses, or changes in structure
or form of business entities operating the business. The major
income tax concern is that the adjustment in the business struc-
ture may cause the recognifion of taxable gain or loss in the
United States or a foreign country.

Generally, an entity selling United States business assets is
subject to United States income tax on the gain regardless of the
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country of incorporation or residence of such entity.®” If the op-
erating entity is a corporation owning the business, the stock-
holders may be subject to United States and foreign income
taxes upon the sale or exchange of the corporation’s stock.*®® Ex-
cept in special circumstances the recognition of ordinary income
or capital gain in such a fransaction can be a great disincentive
to streamlining business structures.

The United States, Canadsa, and other countries have spe-
cial provisions allowing for tax-free reorganizations. However,
these provisions often apply only if the reorganization meets
specific technical requirements. Because these requirements dif-
fer from country to country, the investment should be struc-
tured to allow for maximum flexibility so that reorganizations
will be tax free under the tax laws of all relevant countries,

4. Disposition or liquidation

When the foreign investor no longer wishes to retain an in-
vestment in the United States, it may dispose of the investment
by selling some or &all of the investment assets. In addition, if the
foreign investor has created or acquired a United States subsidi-
ary to manage or hold the investment, the investor may also dis-
pose of the stock of the subsidiary.

Generally, gain on the sale or exchange of the United States
business assets of a Canadian corporation or its United States
subsidiary is subject to United States income tax.1®® Gain on the
sale of the assets of a Canadian corporation is also subject to
Canadian income tax.?™ If distributed as a dividend, the gain on
the sale of assets of a United States subsidiary is subject to
United States withholding tax but is not subject to Canadian
income tax unless the stockholder is a Canadian corporation
owning less than 10% of the stock of the subsidiary or an
individual. '

167. The gain realized will usually be capital except for recaptured depreciation,
which s treated as ordinary income. The capitel gain is not recognized by a liquidating
corporation that complies with § 337 of the Code.

168. LR.C, §§ 871(a}(2), 897(a)(1) (1982),

169, Id. §3 61(a)(3), 100L

170. LT.A., supra note 4, § 3(b).

171. The gain from the disposition of property used by a foreign affiliate principally
for the purpose of gaining or producing income from an active business is excluded from
foreign accrusl property income. Id., § 95(1)(b)(ii). Therefore, the entire pein is treated
a8 income from an active business and is included in the exempt surplus of the foreign
effiliate. Income Tax Reg. (Can.) § 5907T(1b)(i}(B) (1978). Dividends fram a foreign af-
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If the United States subsidiary is completely liquidated
within the twelve-month period beginning on the date on which
a plan of liquidation is adopted, it may not recognize gain from
the sale of the assets during the twelve-month period.’” The Ca-
nadian parent must treat proceeds of liquidation as a capital
gain from the sale of the stock of the United States subsidi-
ary.'” However, this capital gain is exempt from United States
income tax if the Canadian stockholder does not have a perma-
nent estahlishment in the United States.'™

The portion of the proceeds of liquidation that approxi-
mates the retained earnings of the United States subsidiary, in-
cluding retained business earnings and gain from the sale of bus-
iness assets, may be exempt from Canadian income tax if the
Canadian parent makes tbe appropriate election.*”® Thus,
United States and possibly Canadian income tax may be totally
avoided on the disposition of an investment or business in the
United States.

Example E. Assume that in 1984'"® a Canadian corporate

filiate to its Canadian corporate stockholders that are paid out of the foreign affiliate’s
exempt surplus ere exempt from Canadian income tax. LT.A., supre note 4, § 113(1).

172. LR.C. § 337 (1982). Section 337 does not apply to sales or exchanges by collaps-
ible corporations, nor does it apply if the liquidation is governed by § 332. Id. § 337(c).
Section 332 applies if a corporate stockholder owns at least 80% of the voting power and
at least 80% aof the shares of all classes of stock. I'd. § 332(b). However, § 367 provides
that § 332 does not apply if the corporate stockholder ia a foreipn corporation unless the
stockholder first obtaine permission fram the Secretary of the Treasury. Nevertheless,
the Commissioner of the Internal Revenue Service has taken the position that he can
waive the requirements of § 367, thus causing § 332 to apply and disqualifying treatment
under § 337, Treas. Reg. § 7.36T(a)-1(g), T.D. 7530, 1978-1 C.B. 92, 101; Rev. Rul. 76-90,
1976-1 C.B. 10L Therefore, if the corporate stockholder owns at least 80% of the voting
power and of all the shares of all classes of stock, there is a substantial risk that § 337
will not apply. In these circumstances the corporate assets can be sold free from United
States taxes if the liguidating corporation distributes the corporate assets to the stock-
holder, which sells the assets to unrelated third parties. LR.C. § 336 (19282). But see
Commissioner v, Court Holding Co., 324 United Stetes 331 (1945).

178. LR.C, § 331 (1882).

174. 1942 Canada-United States Treaty, supra note 58, art. VIIL

175, The proceeds of liquidation of a foreign affiliate may be treated as 2 dividend
from the foreign affiliate if the corporate shareholder so elects. LT.A,, supra nots 4, §
93(1). A dividend representing the gain from the sale of business property is exempt
from Canadian income tax. See supra text accompanying notes 169-71.

178. After 1984 the provisions of the Foreign Investment in Real Property Act,
which is Subtitle C of the Omnibus Reconciliation Act of 1980, will suparsede art. VIII of
the 1942 Canada-United States Treaty. Under the Foreign Investment Real Property
Act, gain from the sale of stock of United States real property holding companies is no
longer exempt from United Stetes taxation. Omnibus Reconciliation Act of 1880, Pub. L.
No. 96-499, § 1126(c) 904 Btat. 2599, 2690.91,
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stockholder that does not have a permanent establishment in
the United States desires to sell its United States business assets
consisting exclusively of resource properties for $1,100,000 and
that the basis in the assets for United States and Canadian in-
come tax purposes is $100,000.

If the United States business is owned and operated by
CANCO, the gain is suhject to $280,000 of United States income
tax'” and $500,000 of Canadian income tax.'”® If the United
States income tax is fully credited against the Canadian tax, the
total net taxes on the disposition of the United States business
assets is $500,000. If the entire amount of United States tax is
not credited, the total net taxes will be between $500,000 and
$780,000.

If the United States business is operated by USCO, the gain
is subject to $280,000 of United States income tax'*® and is ex-
empt from Canadian income tax.'®® Thus, the total net taxes on
the disposition of the United States business assets is $280,000.
If the United States business is liguidated and appropriate Ca-
nadian tax elections are made, there will be no Canadian tax in-
curred by the Canadian stockholder with respect to the gain.!s!

However, if the United States business is owned by USCO
and USCO is liquidated within a twelve-month period beginning
on the date on which a plan of liquidation is adopted, the gain
from the sale of the assets may be exempt from United States
tax.’** Consequently, the proceeds of liquidation, including the
gain from the disposition of the business assets, may be com-
pletely exempt from United States'®® and Canadian income
tax.’® This example demonstrates how initial tax planning can
affect subsequent corporate events such as reorganizations and
liquidations.

Interestingly, a Canadian investor can effectively avoid
United States withholding tax on dividends from a United

177. 1.R.C. § 1201 (1982).

178. The gain from the sale of foreign resource property is fully subject to Canadian
tax. L. T.A., supra note 4, § 53(1).

179. I1R.C. § 1201 {1982).

180. Gain from the sale of business essets of a fareign affiliate is not foreign accrual
property income and therefore is not deemed to be distributed to the controlling Cana-
dian stockholders. L T.A., supra note 4, §§ 91(1), 95(1}(b)(iD).

181. See supra text accompanying notes 171-75.

182. LR.C, § 337 (1982); see supra note 172,

183. See supra text accompanying notes 172-74.

184. See supra text accompanying note 175.
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States subsidiary by retaining the subsidiary’s earnings until
such time as the subsidiary is liquidated. The proceeds of liqui-
dation, including the retained earnings, that are paid to a Cana-
dian resident who does not bave a permanent establishment in
tbe United States are exempt from United States income tax.1%®
As described above, they may also be exempt from Canadian in-
come tax. Of course, this strategy is useful for tax planning pur-
poses only if the Canadian investor knows in advance that it in-
tends to dispose of its United States business in the forseeable
future®® and if the retention of the earnings will not trigger the
tax on accumulated earnings'®” or undistributed personal hold-
ing company income.'®

C. Capital Structure

The capital structure of the entity managing or holding the
United States investment or business becomes important if the
entity’s income is subject to United States withholding tax upon
repatriation. One of the ways in which foreign investors mini-
mize the United States income tax is to capitalize the United
States corporation with debt rather than equity. The interest
payments to the foreign investor are subject to United States
withholding tax'®® but are deductible from the United States
corporation’s income.?® The principal payments are not subject
to withholding tax. On the other hand, dividends are not de-
ductible from the United States corporation’s income and are
fully subject to United States withholding tax when paid to the
foreign investor.!** The following example illustrates the tax
benefit of capitalization using debt.

Example F. Assume that a wholly owned United States sub-
sidiary of a Canadian corporation carrying on an active business
requires from its parent $1,000,000 in working capital The
United States subsidiary expects to be able to return the initial

185. See supre text accompanying notes 173-75.

188. When any corporation is formed or availed of principally for the manufacture,
production, or purchass of property with a view toward liquidation, sale, or distribution
before the corporation has realized a substantia] portion of the tazable income {o be
derived from the property, the gain is taxed as ordinary income for United States income
tax purposes. LR.C. § 341 (1982).

187. Id. §§ 531-5632.

188, Id, §§ 641-542,

189, Id, §§ 871{a)(1){A), 881(a}(1).

190. Id. § 163(a).

191. Id. §§ 871(a)(1)(A), 881{a)(1).
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contribution over a seven-year period.

If the capital is contributed as equity, the repayment will be
treated as a dividend to the extent that the United States sub-
sidiary has earnings and profits. The dividend income will be
subject to $150,000 in United States withholding tax but will not
be subject to any Canadian tax.

If the capital is contributed 26% as equity and 76% as
debt, the following would be the tax consequences assuming a
simple 9% interest rate with annual interest payments. The
United States subsidiary would deduet $472,500 in interest pay-
ments over the seven-year period netting $236,250 in United
States tax savings'®? to the United States subsidiary. The Cana-
dian corporation would be subject to $70,875 in United States
withholding tax and $236,250 in Canadian income tax. If the
withholding tax is fully credited against the Canadian tax, the
total cumulative taxes of the Canadian investor will be $236,250,
and the net tax savings of the United States subsidiary will be
$236,250. The $750,000 principal repayment in year 7 will not be
subject to United States or Canadian income tax. Therefore,
there will be effectively no net tazes on the distribution of prof-
its in the form of interest and principal payments of the Cana-
dian corporation.

In each fact pattern described above the United States suh-
sidiary pays to the Canadian parent approximately 1,000,000 af-
ter-tax dollars. However, the Canadian corporate parent re-
ceived $850,000 after taxes in the first fact pattern compared
with approximately $1,000,000 afier taxes in the second fact
pattern,

Because of the potential for abuses in capitalizing the oper-
ating entity, the Internal Revenue Service may attempt to
recharacterize certain deht ohligations as equity. Therefore, the
tax advisor must be familiar with applicable law.***

192, This assumes a United States and Canadian eorporate tax rate of 50%.

193. Section 385 of the Code authorizes the Secretary of the Treasury to prescribe
reguiations to determine whether any partictilar obligation or interest is debt or equity.
However, no fina! regulations have been prescribed. Proposed regulations were publisbed
Mareh 24, 1980, and final regulations were issued on December 29, 1980. T.D. 7747,
1981-1 C.B. 141. The regulations have since been modified, and the effective date of the
final regulations will be 80 days after the final revisions have been publiahed in the Fed-
eral Register. T.D. 7822, 1982-2 C.B. 84, 85,
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VI. CoNcLusiON

For foreign investments in the United States it is best to
select a holding structure that does not subject the stream of
income to multiple taxation. The avoidance of multiple taxation
completely eliminates the rigsk that the income will incur either
the foreign tax credit premium or overlapping taxes.

If the investment cannot practically be structured to com-
pletely avoid multiple taxation, the next best investment struc-
ture is typically one in which the multiple taxation is eliminated
through one or more relief provisions that exempt the income
from the additional income taxes. These relief provisions are
usually limited in scope, but if the taxpayer qualifies for the ex-
emption, the provision is generally effective.!®*

The third best investment structure is one in which the
overlapping taxes are eliminated or reduced through compensa-
tory relief provisions such as treaty reductions on withholding
rates or foreign tax credits. These relief provisions do not elimi-
nate overlapping taxes in many circumstances, especially those
in which the overlapping taxes arise from taxation of multiple
persons. In the case of foreign tax credits, the cumulative in-
come tax burden is also increased by the foreign tax credit pre-
mium, which may be very substantial.}*®

Successfully structuring foreign investments in the United
States requires proper analysis of many tax considerations.
Awareness of these factors, along with a thorough understanding
of the Code and proper advice from foreign tax professionals,
will prevent income taxation from being a significant barrier to
foreign investment in the United States.

194, A typical relief provision found in treaties provides that business income of
persons who do not have a permanent, establishment in the host country is exempt from
the host country’s income tax. 1842 Canade-United States Treaty, supra note 58, art. L
However, permanent establishment is defined hroadly to include certain interests in
mineral properties, general agency arrangements, and the use of substantial equipment
or machinery within the United States. Jd. Protocol 1 2(f). Therefore, the provision is
more restrictive than one might otherwise infer.

195. To the extent that the United States income tax is less than the foreign tax as
a result of various tax incentivea provided in the Code to encourage investment in the
United States, the tax benefit from thoss incentives accrues to the foreipn country as-
serting the subsequent income tax as a result of the foreign tax credit premium, Exam-
ples of United States income tax incentives available to United States busineases which
may not be available to United States businesses under the foreign tax laws include in-
vestment tax credits, percentage depletion for certain resource income, and graduated
corporate income tax rates on the firgt $100,000 of taxable income.
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