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Introduction

The United States and Canada share one of the world's most extensive tax cooperation relationships,
underpinned by a long-standing income tax treaty and ongoing collaborative efforts. This report provides
an in-depth analysis of corporate cross-border taxation between the U.S. and Canada as of 2025,
aimed at tax professionals and multinational decision-makers. It covers the current treaty framework,
recent developments (including 2025 legislative updates and court rulings), and key technical areas such
as withholding taxes, transfer pricing, BEPS implementation, dispute resolution, permanent establishment

rules, hybrid entities, double taxation, and strategic tax planning. Authoritative sources - including the
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IRS, CRA, U.S. Treasury, Department of Finance Canada, OECD, and recent legislation — are cited
throughout for reference. The goal is to clarify the complex tax landscape governing U.S.-Canada
business activities and highlight both challenges and cooperative measures moving forward.

1. Tax Treaties and Frameworks Governing U.S.-Canada
Corporate Taxation

Bilateral Income Tax Treaty: The foundation of U.S.-Canada cross-border corporate taxation is the

Canada-United States Income Tax Convention, first signed in 1980 and amended by five protocols (the
latest generally effective in 2008) (Source: irs.gov). This comprehensive treaty allocates taxing rights
between the two countries, helps avoid double taxation, and prevents fiscal evasion. Key features of the
treaty (including updates made by the Fifth Protocol in 2007) include:

e Elimination of Double Tax & Dispute Avoidance: Business profits are taxable in the other country
only if attributable to a permanent establishment (PE) there (Source: irs.gov). The treaty therefore
generally exempts a U.S. company's business income from Canadian tax (and vice versa) absent a
PE, ensuring income is not taxed twice. The treaty explicitly aims to avoid double taxation and
provides for exchange of tax information to prevent evasion (Source: canada.ca). If both countries
tax the same income, Article XXIV requires relief (foreign tax credits or exemptions) by the residence
country. For example, a Canadian resident receiving U.S. dividends can claim a treaty-reduced U.S.
withholding rate (15% instead of 30%) and credit that against Canadian tax (Source: irs.gov).

e Withholding Tax Limits: The treaty sets maximum withholding tax (WHT) rates on passive income
like dividends, interest, and royalties, overriding higher domestic rates. Dividends paid to non-
residents are capped at 15% (or 5% for qualifying direct ownership of at least 10% voting stock)
(Source: brighttax.com). Interest paid between unrelated U.S. and Canadian corporations is exempt
from source-country tax (0% WHT) (Source: canada.ca)(Source: brighttax.com) - a major
improvement introduced by the 5th Protocol in 2007, which eliminated cross-border interest
withholding entirely in most cases. Royalties are generally limited to a 0-10% WHT (commonly 10%
maximum) under the treaty (Source: brighttax.com). These reduced rates encourage cross-border
investment by lowering tax leakage compared to the statutory 25% Canadian Part XllII rate or 30%
U.S. NRA rate (Source: brighttax.com)(Source: brighttax.com). The treaty even aligns branch profits
tax rates: Canada’'s usual 25% branch tax on profits of a U.S. corporation’s Canadian branch is
reduced to 5% by treaty (Source: osler.com) (with an exemption for the first $500k of branch profits)
(Source: osler.com), mirroring the 5% rate on direct-dividend WHT. The U.S. similarly limits its 30%

branch profits tax on Canadian companies’ U.S. branches to 5% under the treaty (Source: irs.gov).

Page 2 of 36


https://houseblend.io/articles/netsuite-tariff-management-configuration
https://www.irs.gov/publications/p597#:~:text=The%20United%20States%E2%80%93Canada%20income%20tax,of%20the%20treaty%2C%20as%20amended
https://houseblend.io/articles/netsuite-grc-compliance-features
https://www.irs.gov/pub/irs-trty/canada.pdf#:~:text=Like%20the%20existing%20convention%2C%20the,in%20the%20United%20States%20model
https://www.canada.ca/en/department-finance/programs/tax-policy/tax-treaties/notices/2014/united-states-entry-force/backgrounder.html#:~:text=The%20purpose%20of%20the%20Convention,compliance%20and%20fight%20tax%20evasion
https://www.irs.gov/publications/p597#:~:text=Example
https://brighttax.com/blog/canada-withholding-tax/#:~:text=How%20the%20treaty%20helps%3A
https://www.canada.ca/en/news/archive/2007/09/canada-new-government-signs-protocol-canada-tax-treaty-benefit-canadians.html#:~:text=eliminates%20withholding%20taxes%20on%20cross,interest%20payments
https://brighttax.com/blog/canada-withholding-tax/#:~:text=,annuities%3A%20Special%20rates%20may%20apply
https://brighttax.com/blog/canada-withholding-tax/#:~:text=,annuities%3A%20Special%20rates%20may%20apply
https://brighttax.com/blog/canada-withholding-tax/#:~:text=Dividends%20are%20a%20common%20source,benefit%20from%20a%20reduced%20rate
https://brighttax.com/blog/canada-withholding-tax/#:~:text=%2A%20The%20US,rate%20may%20drop%20to%205
https://www.osler.com/osler/media/Osler/downloads/doing-business-in-canada/Osler-DBIC-Branch-profits-tax.pdf?ext=.pdf#:~:text=earn%20in%20Canada%2C%20to%20the,from%20the%20branch%20profits%20tax
https://www.osler.com/osler/media/Osler/downloads/doing-business-in-canada/Osler-DBIC-Branch-profits-tax.pdf?ext=.pdf#:~:text=corporation,to%20a%20corporation%20whose%20principal
https://www.irs.gov/pub/irs-trty/canada.pdf#:~:text=convention,to%20impose%20tax%20on%20dividends
https://houseblend.io/?utm_source=pdf
https://houseblend.io/articles/us-canada-cross-border-taxation-2025

m HOUSEBLEND Corporate Taxation: U.S.-Canada Cross-Border Rules 2025

¢ Permanent Establishment Definition: The Convention’s definition of a PE (Article V) largely follows
the OECD model (e.g. a fixed place of business or dependent agent) (Source: irs.gov). Notably, a
services PE rule was added by protocol: if a corporation furnishes services in the other country for
longer than 183 days in any 12-month period (meeting specific revenue or project criteria), it can be
deemed to have a taxable PE even without a fixed office. This provision addresses substantial on-site
service projects that might otherwise escape source taxation under traditional PE rules. Aside from
that, the treaty includes typical PE exclusions for preparatory or auxiliary activities.

¢ Limitations on Treaty Benefits: To prevent treaty shopping, the 5th Protocol introduced a detailed
Limitation on Benefits (LOB) article (Article XXIX A). The LOB article restricts treaty benefits to
"qualified persons,” such as companies with sufficient nexus to either U.S. or Canada (e.g. publicly
traded companies, subsidiaries of qualifying parents, or companies meeting ownership and base-
erosion tests) (Source: kpmg.com)(Source: kpmg.com). This ensures third-country residents cannot
improperly route income through U.S. or Canadian entities to access treaty rates. The LOB and
Canada's general anti-avoidance rule together combat conduit arrangements aiming solely for lower

withholding taxes (Source: practiceguides.chambers.com)(Source: practiceguides.chambers.com).

e Other Notable Provisions: The treaty extends coverage to fiscally transparent entities like U.S.
LLCs — addressing a historical gap. Prior to 2008, a U.S. LLC earning Canadian-source income could
be denied treaty benefits because it wasn't taxed as a U.S. corporation. The treaty now "looks
through” certain flow-through entities so that, for example, an LLC's U.S. resident members can
claim treaty benefits on Canadian income (Source: canada.ca). The Fifth Protocol also added
mandatory arbitration for certain unresolved double-tax disputes (notably transfer pricing cases): if
competent authorities cannot resolve a key issue (like allocation of profits) within a specified time,
the taxpayer can compel binding arbitration (Source: canada.ca). This was a pioneering step to
improve dispute resolution certainty. Further, the treaty clarifies avoidance of double taxation on
emigrants’' gains (preventing capital gains from being taxed by both countries when someone
moves across the border) (Source: canada.ca), provides mutual recognition of pension contributions,
and other technical cooperation.

Domestic Tax Law Coordination: Beyond the treaty, each country's domestic laws interface to influence

cross-border taxation. The U.S. taxes corporations on worldwide income if incorporated domestically,
whereas Canada taxes corporations based on residency (place of incorporation or central management
and control) and source. The treaty’'s residency tie-breaker rules ensure a company isn't treated as a
resident of both: if a company is created or incorporated under U.S. law and would also be treated as
Canadian-resident (e.g. because its mind andmanagement are in Canada), the treaty deems it resident
only of the country of incorporation (Source: canada.ca). This prevents dual-residence (and thus
potential double-tax). Each country provides foreign tax credits or exemptions unilaterally as well (the
U.S., for instance, gives credits for Canadian taxes paid by U.S. companies on Canadian-source income,
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while Canada often exempts dividends from active business income earned by foreign subsidiaries in
treaty countries, including U.S. subsidiaries, under its “exempt surplus” system). These domestic rules,
combined with the treaty framework, generally allow profits to be taxed once at a reasonable rate in one
jurisdiction or the other.

Other Agreements and Frameworks: The U.S.-Canada tax treaty is complemented by other cooperative
arrangements. A parallel Tax Information Exchange Agreement was effectively integrated via the treaty's
Article XXVII (Exchange of Information) and a 2014 intergovernmental agreement. In 2014, Canada and
the U.S. signed a Foreign Account Tax Compliance Act (FATCA) IGA to automatically share financial
account information of each other's residents (Source: canada.ca)(Source: canada.ca). This
arrangement, which entered into force in 2014, leverages the treaty and allows Canadian financial
institutions to report U.S.-owned accounts to the Canada Revenue Agency (CRA), which then transmits
data to the IRS (and vice versa) (Source: canada.ca)(Source: canada.ca). The IGA protects privacy by
routing exchange through the CRA and is explicitly based on the tax treaty’'s provisions that support
information exchange to combat tax evasion (Source: canada.ca). Notably, the treaty (as updated by
protocol) also provides for assistance in collection of taxes in some cases, and both countries cooperate
under OECD and G20 frameworks to align tax standards (e.g. minimum tax and reporting standards,
discussed later).

In summary, as of 2025 the U.S.-Canada tax regime rests on a mature bilateral treaty network that
has been progressively modernized to remove tax barriers (like interest withholding), close loopholes (via
LOB and anti-abuse rules), and facilitate cross-border business. This treaty framework is reinforced by
domestic laws and newer agreements (like FATCA) that together form a robust system governing
corporate taxation for cross-border activities.

2. Key 2025 Developments and Recent Changes

The international tax landscape continues to evolve, and 2025 has brought significant changes and
proposals affecting U.S.-Canada corporate taxation. Several new legislative measures, regulatory
shifts, and judicial or policy developments are noteworthy:

¢ Global Minimum Tax (Pillar Two) — G7 “Side-by-Side” Agreement: In 2025, Canada moved
forward with implementing the OECD/G20 Base Erosion and Profit Shifting (BEPS) 2.0 Pillar Two
global minimum tax rules, while the U.S. has taken a different approach. Canada enacted the Global
Minimum Tax Act in June 2024 to impose a 15% minimum effective tax on large multinational groups,
effective for fiscal years beginning after December 31, 2024 (Source: taxathand.com)(Source:

ey.com). This includes an Income Inclusion Rule (lIR) for Canadian-parented groups’ foreign
income and an Undertaxed Profits Rule (UTPR) backstop that could apply to Canadian subsidiaries
of foreign-parented groups not under an equivalent minimum tax. The U.S., by contrast, has not
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adopted the OECD Pillar Two rules directly (relying instead on its pre-existing Global Intangible Low-
Taxed Income (GILTI) regime, which has a lower effective rate and different design). This mismatch
raised concerns that U.S. multinationals could face UTPR top-up taxes in countries like Canada. In a
significant 2025 development, the G7 countries reached a compromise to address U.S. objections.
In June 2025, the U.S. Treasury Secretary and G7 partners announced a “shared understanding” for
a "side-by-side” solution: U.S.-parented groups would be fully exempt from other countries’ Pillar
Two IIR and UTPR rules, in recognition of the U.S!'s own minimum tax system (GILTI) (Source:
canada.ca)(Source: canada.ca). This understanding was contingent on certain principles, including
addressing any remaining base erosion risks and simplifying compliance (Source: canada.ca).
Crucially, it was also tied to the removal of a controversial U.S. tax provision (proposed IRC Section
899, discussed below) - all parties agreed that the U.S. dropping Section 899 was “crucial” to
stabilizing the arrangement(Source: canada.ca)(Source: canada.ca). The G7 side-by-side deal,
reached on June 28, 2025, aims to preserve a level playing field without triggering tax penalties on
U.S. firms, thereby preventing escalations in tax and trade tensions. Canada, for its part, would
exclude U.S. multinationals from its Pillar Two UTPR if this agreement holds, focusing Pillar Two
enforcement on other cases.

o Digital Services Tax (DST) and U.S. Retaliatory Tax (IRC §899): A major friction point in 2024-
2025 has been Canada'’s plan to tax the digital economy and the U.S. response. Frustrated by delays
in reaching a multilateral “Pillar One” solution for taxing large digital businesses, Canada enacted a
unilateral Digital Services Tax Act (DSTA) on June 28, 2024 (Source: ey.com)(Source: ey.com). The
DST imposes a 3% tax on revenue from certain digital services (online platforms, advertising, social
media, user data monetization) earned in Canada by large groups (global revenue > €750M and
Canadian digital revenue > C$20M) (Source: ey.com)(Source: ey.com). Unusually, Canada’s DST was
made retroactive to 2022, meaning liable companies would owe DST for 2022-2024 with filings due
by June 30, 2025 (Source: ey.com). The U.S. government views digital services taxes as
discriminatory against U.S. tech companies. In early 2025, the U.S. signaled strong opposition: in
January, a presidential executive order declared the OECD global tax deal (Pillar One) had "no force
or effect” in the U.S., and warned of responses to foreign DSTs (Source: ey.com). The U.S. House of
Representatives then passed the “One Big Beautiful Bill Act” (H.R.1) in May 2025, which included
Internal Revenue Code Section 899, “Enforcement of Remedies Against Unfair Foreign Taxes.”
Section 899 was a sweeping retaliatory measure targeting countries with “unfair” taxes such as DSTs
(Source: ey.com)(Source: ey.com). If enacted, 8899 would designate countries with a DST (like

Canada) as “discriminatory foreign countries” and raise U.S. tax rates on many types of U.S.-
source income paid to residents of those countries by up to 20 percentage points(Source:
ey.com)(Source: ey.com). This would dramatically increase withholding taxes and corporate tax on
Canadian companies’ U.S. income - for example, the 30% standard U.S. withholding on interest,
dividends, etc., or the 21% U.S. branch profits tax on a Canadian company's U.S. branch, could

ratchet up by 5% per year to as high as 50% (Source: ey.com)(Source: ey.com). In essence, §899
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threatened a punitive tax hike on Canadian (and other DST-country) investors unless the DST was
repealed. This posed obvious double-taxation and treaty-violation issues (treaty rates could be
overridden, as the bill explicitly noted the higher rates might exceed treaty limits up to a 50% cap)
(Source: ey.com). The mere prospect of §899 had a chilling effect: Canadian entities with U.S.
investments braced for substantial tax exposure if the DST remained in force (Source:
ey.com). In response, Canadian officials and the international community engaged in intense
negotiations. The June 2025 G7 statement mentioned above explicitly tied the removal of §899 to
the Pillar Two compromise (Source: canada.ca)(Source: canada.ca). By agreeing to pause punitive
measures, the U.S. and Canada avoided a trade war and set the stage for constructive talks on both
the DST and Pillar One digital economy taxation (Source: canada.ca). As of late 2025, Canada has
signaled willingness to align with a multilateral digital tax solution if achieved, but its DST (with
retroactive effect) remains a point of contention. Likewise, 8899 had not been enacted into law at
the time of writing (the Senate removed it from its version of the bill, per the G7 understanding)
(Source: canada.ca). This episode underscores how unilateral digital taxes can provoke
significant cross-border tax retaliation, and it has accelerated efforts for a coordinated solution on
taxing digital multinationals.

e Canada's Implementation of BEPS Measures: Beyond Pillar Two and DST, Canada has introduced
several BEPS-inspired domestic rules that took effect around 2023-2025, reshaping cross-border
tax planning. Notably, Canada enacted Hybrid Mismatch Arrangement rules to neutralize tax
benefits from hybrid entities or instruments (where differing country treatments create double
deductions or untaxed income). Legislation passed in late 2022 (Bill C-32) and 2023 (Bill C-47 and
C-59) phases in these rules, generally effective for payments from mid-2022 or 2023 (Source:
canada.ca)(Source: osler.com). For example, if a Canadian company pays interest to a related U.S.
party and that interest is not taxed in the U.S. due to a hybrid mismatch (say the payee is a
disregarded entity or the instrument is viewed as equity in the U.S.), the Canadian deduction can now
be denied. The rules, aligned with OECD BEPS Action 2, also include defensive measures to tax
otherwise deductible payments if the other country hasn't neutralized the mismatch (Source:
canada.ca). These changes directly impact common structures like Canadian unlimited liability
companies (ULCs) used as hybrids. Similarly, Canada has tightened interest deductibility through
Excessive Interest and Financing Expenses Limitation (EIFEL) rules (in line with BEPS Action 4).
Starting in 2023, deductions for net interest expense are limited to a percentage of EBITDA, akin to
the U.S. 30% limit under IRC 8163(j). These rules work alongside Canada's traditional thin-
capitalization limits (described later) to prevent excessive interest stripping from Canadian taxable

income.

¢ U.S. Tax Changes and Proposals: On the U.S. side, no major tax reform had been enacted by 2025
that specifically targets Canada, but there are international provisions in flux. The 2017 U.S. tax
reform (TCJA) remains influential: it introduced GILTI, FDII (a lower rate on export-derived intangible
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income), and BEAT (a minimum tax targeting outbound payments). While these apply globally, their
impact on Canadian operations exists — e.g., a U.S. parent may pay a minimum GILTI tax on high
returns from a Canadian subsidiary if the Canadian tax rate is below ~13.125%. As of 2025, the U.S.
Congress has debated changes to these provisions (for example, raising the GILTI rate or replacing
BEAT with a Pillar Two-aligned measure), but political gridlock left most proposals (including the
Biden administration’s international tax hikes) unpassed. The House's 2025 OBBBA bill (H.R.1)
actually aimed to cut certain U.S. taxes and nullify OECD-aligned measures (the bill not only had
8899 but also sought to eliminate the new 15% corporate minimum tax on book income enacted in
2022). None of those changes have become law at this point. One notable political shift was the
January 2025 U.S. Executive Order mentioned earlier, signaling a less cooperative U.S. stance on
global tax agreements (the order, issued on the new administration’s first day, rejected Pillar One
commitments) (Source: ey.com). This may affect how the U.S. engages in future treaty or multilateral
tax negotiations with Canada and others. For now, the existing U.S.-Canada treaty continues to
govern without any new protocol since 2007, and the two countries rely on diplomatic coordination
(like the G7 process) to handle emerging issues rather than treaty amendments.

e Notable Court Rulings: There have been no Supreme Court of Canada or U.S. Supreme Court
decisions in 2025 squarely on the U.S.-Canada corporate tax treaty. However, recent years saw
important judicial decisions affecting cross-border taxation. In Canada, the Supreme Court's 2021
decision in Alta Energy (though involving Luxembourg) upheld a taxpayer’'s treaty benefit claim,
signaling that general anti-avoidance rules won't easily override tax treaties — a principle relevant to
U.S. treaty LOB vs Canada’s GAAR. The Tax Court of Canada's Cameco case (2018, aff'd 2020) was a
landmark in transfer pricing (involving a Canadian company'’s foreign subsidiary and uranium sales)
that indirectly influences CRA's approach to cross-border pricing disputes (reinforcing the arm's-
length principle and evidentiary burden on tax authorities). While Cameco did not involve the U.S., it
has made CRA more cautious in challenging intercompany pricing without solid comparables. In U.S.
courts, cases involving Canadian companies are rare; however, one example was the TD Securities
(USA) LLC case (U.S. Tax Court 2010) which dealt with treaty benefits for a Canadian-owned U.S.
LLC, highlighting issues of entity classification and treaty eligibility prior to the protocol changes. In
sum, no single 2025 case dramatically altered U.S.-Canada tax, but a series of cases have
incrementally clarified how treaty and transfer pricing rules are applied, providing guidance for
practitioners.

Summary: The year 2025 finds U.S.-Canada corporate taxation at a crossroads of cooperation and
conflict. On one hand, unprecedented coordination (like the G7 tax agreement) is aiming to align
minimum tax rules and avoid a trade war over digital taxes. On the other hand, unilateral moves -
Canada’s DST and U.S. proposals like 8899 - show that tensions can spike when global solutions falter.
Canada's domestic adoption of BEPS recommendations (hybrid mismatch rules, interest limits, etc.)
tightens the screws on tax avoidance strategies in cross-border setups. Multinationals operating in both
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jurisdictions must stay abreast of these changes, as they directly impact tax costs and compliance. The
next sections will delve into the technical specifics (withholding taxes, transfer pricing, etc.) in this new
context.

3. Withholding Taxes on Cross-Border Payments

Withholding taxes (WHT) are a critical component of cross-border corporate taxation, as they represent
immediate source-country taxation of passive income streams like dividends, interest, and royalties paid
to foreign parents or investors. U.S. and Canadian domestic laws both impose substantial default
withholding on such payments to non-residents (30% under the U.S. Internal Revenue Code; 25% under
Canada's Income Tax Act Part Xlll) (Source: brighttax.com)(Source: practiceguides.chambers.com).

However, the bilateral treaty significantly reduces or eliminates withholding taxes to facilitate cross-
border investment. Key points include:

¢ Dividends: Absent a treaty, Canada taxes dividends to non-residents at 25%, and the U.S. at 30%.
The U.S.-Canada treaty caps dividend withholding to 15% for portfolio investors, and further to 5%
for direct investors owning at least 10% of the voting stock of the company paying the dividend
(Source: brighttax.com). For example, if a U.S. company distributes profits to its Canadian parent,
only a 5% Canadian withholding applies (instead of 25%), assuming the parent meets the ownership
threshold and LOB requirements. Similarly, a Canadian investor in U.S. stocks would have only 15%
U.S. tax withheld instead of 30%. This encourages equity investments between the two countries.
Corporate groups often structure ownership to qualify for the 5% rate on intercompany dividends -
e.g. ensuring the parent directly holds 10%+ voting control of the subsidiary. (It's worth noting many
modern U.S. treaties have a zero withholding on intercompany dividends for very large ownership
stakes, but the U.S.-Canada treaty does not currently offer a zero-rate tier.)

¢ Interest: Cross-border interest payments have been essentially exempt from source-country tax
since the treaty was updated. The Fifth Protocol (2007) eliminated withholding on interest arising in
one country and paid to beneficial owners in the other (Source: canada.ca). As a result, interest on
corporate debt between the U.S. and Canada is generally free of withholding tax (0% treaty rate),
aligning with the trend in many treaties and reflecting that interest income is typically taxable to the
recipient anyway. For example, a Canadian subsidiary can pay interest on a loan from its U.S. parent
(or a U.S. bank) with no Canadian withholding, whereas previously 10% or more might apply.
Likewise, U.S.-source interest to a Canadian lender faces 0% U.S. withholding under the treaty
(Source: brighttax.com). This has made intercompany financing an attractive tool — companies can
structure part of the capital as debt to repatriate profits as interest without incurring withholding tax,
subject to anti-avoidance rules (discussed in the planning section). Even some third-party
financing benefits (e.g. a Canadian firm issuing bonds to U.S. investors can rely on the treaty to
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avoid the 25% Canadian withholding that would otherwise apply on interest payments). The only
caveats are domestic anti-abuse provisions (the treaty doesn't protect, for instance, certain
contingent interest classified as participating equity returns, or back-to-back loan arrangements if
targeted by specific anti-treaty-shopping rules). But generally, “interest is tax-free” at source due to
the treaty (Source: brighttax.com), a fact repeatedly cited as a major advantage for North American
capital markets integration.

¢ Royalties: The treaty also reduces withholding on royalties, albeit not always to zero. In Canada'’s
case, the statutory WHT on royalties is 25%, but the treaty limits it typically to 10% for most royalties
paid to U.S. residents (Source: brighttax.com). Certain categories of royalties are fully exempt: for
example, copyright royalties (other than rentals of films), and payments for software, patents, and
know-how may be exempt or reduced under specific treaty provisions or subsequent agreements.
The U.S. likewise limits royalty withholding to 10% or less for Canadians. This benefits cross-border
licensing of intellectual property, franchise fees, etc. For instance, if a U.S. company pays a
trademark royalty to its Canadian parent, only 10% U.S. tax is withheld instead of 30%. Many
royalties between unrelated parties can also be structured to utilize these treaty benefits. It's
important for companies to document the nature of payments to ensure they fall under the treaty’s
royalty article definitions. (If a payment is for services rather than for the use of IP, different rules
apply.)

e Management Fees and Other Payments: Some types of recurring cross-border payments that
aren't dividends/interest/royalties — such as management or administration fees — are not subject to
statutory withholding in Canada (management fees are excluded from Part Xlll tax by domestic law in
many cases). The treaty doesn’t impose WHT where domestic law has none; instead, such payments
are just business profits taxable only if the payor has a PE of the recipient. Nonetheless, the
boundary between service fees and royalties can be scrutinized by tax authorities, so classification is
key for withholding. Additionally, rentals (e.g. equipment lease payments) and similar income are
generally treated as royalties or business profits under the treaty, thus often escaping gross
withholding if structured properly.

e Branch Profits Tax: When a corporation from one country operates in the other via a branch (rather
than a subsidiary), a special tax mimics dividend withholding on repatriated branch earnings.
Canada's branch profits tax is 25% of after-tax branch profit; the U.S!s is 30%. The treaty reduces
this to 5% in both directions (Source: osler.com). It also exempts the first C$500,000 of Canadian
branch profits from the branch tax for U.S. corporations (Source: osler.com). Therefore, a U.S.
company with a Canadian branch pays Canadian corporate tax on branch income, then only 5%
branch tax on the remainder remitted to the U.S. (instead of 25%). This often makes branch vs
subsidiary decisions tax-neutral in terms of repatriation tax, at least after initial profits exceed the
exemption. The U.S. similarly charges Canadian companies only 5% on U.S. branch distributions.
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e Procedural Aspects: To claim reduced treaty rates, companies must comply with administrative
requirements. A Canadian payer needs a declaration of eligibility (Form NR301/302/303) from the
non-resident to apply the treaty rate instead of the default 25% (Source:
practiceguides.chambers.com). U.S. withholding agents require a W-8BEN-E form (for entities) or

W-8BEN (for individuals) from Canadian recipients attesting to residency and LOB status, including
citing the specific treaty article and rate claimed. These forms and the treaty's LOB tests (e.g.
whether a Canadian entity is publicly traded, etc.) are used to substantiate treaty benefits (Source:
irs.gov)(Source: irs.gov). Failure to provide documentation leads payers to withhold at full rate. From
the recipient's perspective, any excess withholding can be claimed back via refund by filing a non-
resident tax return in the source country, but it's obviously preferable to get the reduced rate
upfront.

In summary, withholding taxes between the U.S. and Canada are largely mitigated by treaty, which
is very favorable for cross-border corporate payments. Dividends see at most 5-15% withheld, interest
0%, royalties ~0-10%, and branch profits 5%. These low rates hinge on proper treaty entitlement -
beneficial ownership by a qualifying resident and no abuse of the treaty. It is important to ensure the
recipient is the beneficial owner of the income (treaty benefits can be denied if, say, a conduit entity is
interposed). U.S. and Canadian tax authorities have cooperated in issuing “competent authority
agreements” clarifying certain definitions, and a Most-Favored-Nation clause in the treaty can even lower
rates if either country later agrees to a lower rate with another nation (Source: canada.ca). For instance, if
Canada were to sign a treaty with a third country providing a lower royalty rate, the U.S. treaty rate might
drop automatically. As of 2025, the rates mentioned are in effect and provide stability for planning cross-
border financing and profit repatriation.

(Table: Summary of Treaty Withholding Rates — U.S.-Canada)
e Dividends: 5% (if 210% ownership) or 15% (portfolio) (Source: brighttax.com)
e Interest: 0% (Source: canada.ca)
e Royalties: 0% or 10% (depending on type) (Source: brighttax.com)
e Branch Profits: 5% (Source: osler.com)

(Note: These assume qualifying ownership and beneficial ownership conditions are met under the
treaty’s LOB article.)
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4. Transfer Pricing Regulations and BEPS Implementation

Transfer pricing — the pricing of transactions between related entities in different countries - is a critical
issue for U.S.-Canada commerce given the high volume of intercompany trade. Both countries adhere to
the arm’s length principle, requiring that related-party prices for goods, services, royalties, or loans
match what independent parties would agree to under similar circumstances (Source:

practiceguides.chambers.com). Here's an overview of transfer pricing regimes and related BEPS
measures in each country, as well as how they mesh, including the implementation of OECD BEPS
standards:

e Canadian Transfer Pricing Rules: Canada'’s transfer pricing law is contained in Section 247 of the
Income Tax Act and related guidance. It authorizes the CRA to adjust profits of a Canadian taxpayer if
a related non-resident was not dealt with at arm’s length and the transaction price differs from what
would have prevailed arm’s length (Source: practiceguides.chambers.com). Canada explicitly

incorporates OECD Transfer Pricing Guidelines as interpretative aid, and Canadian rules are generally
aligned with OECD standards(Source: practiceguides.chambers.com). Since 1998, Canada also

imposes stringent documentation requirements: taxpayers must contemporaneously document
their transfer pricing analysis for material cross-border related transactions. If a taxpayer fails to
make “reasonable efforts” to determine and use arm’s length prices, hefty penalties can apply -
typically 10% of the adjustment in cases where the net adjustment exceeds a certain threshold
(generally C$5 million or 10% of gross revenue). By regulation, not preparing the specified
documentation by the tax filing due date means one is deemed not to have made reasonable efforts
(Source: practiceguides.chambers.com). Thus, having proper transfer pricing studies on file is crucial

for Canadian entities with U.S. affiliates. In practice, CRA actively audits large multinationals and has
litigated notable cases (e.g. GlaxoSmithKline regarding pharmaceutical royalties, General Electric
Capital Canada regarding guarantee fees). The GE Capital Canada case is illustrative: a Canadian
subsidiary paid a 1% guarantee fee to its U.S. parent for backing its debts; CRA challenged this as
non-arm's length and excessive, but the courts upheld the fee as reasonable, recognizing the benefit
of improved credit rating and interest savings (Source: tfaxriskmanagement.com)(Source:

taxriskmanagement.com). The Federal Court of Appeal in 2010 confirmed that even implicit parental

support does not eliminate the arm's-length value of an explicit guarantee — a win for the taxpayer
that clarified financial transactions pricing (Source: taxriskmanagement.com)(Source:

taxriskmanagement.com). Cases like this underscore the need for robust economic analysis in

pricing intercompany loans, guarantees, and other financial arrangements.

e U.S. Transfer Pricing Rules: The U.S. rules, under IRC §482 and associated Treasury Regulations,
similarly empower the IRS to reallocate income and expenses among related parties to clearly reflect
income and prevent tax evasion. The U.S. has detailed regulations for various types of intercompany
transactions (tangible goods, services, intangibles, cost-sharing, loans, etc.), many of which parallel

Page 11 of 36


https://practiceguides.chambers.com/practice-guides/corporate-tax-2025/canada#:~:text=Transactions%20regarding%20goods%2C%20services%20,arm%E2%80%99s%20length%20terms%20and%20conditions
https://practiceguides.chambers.com/practice-guides/corporate-tax-2025/canada#:~:text=Transactions%20regarding%20goods%2C%20services%20,arm%E2%80%99s%20length%20terms%20and%20conditions
https://practiceguides.chambers.com/practice-guides/corporate-tax-2025/canada#:~:text=,and%2For%20Enforcement%20and%20OECD%20Standards
https://practiceguides.chambers.com/practice-guides/corporate-tax-2025/canada#:~:text=Should%20the%20Canadian%20tax%20authorities,use%20arm%27s%20length%20transfer%20prices
https://www.taxriskmanagement.com/canada-vs-general-electric-capital-canada-transfer-pricing-case/#:~:text=The%20case%20of%20Canada%20v,Canada%2C%20and%20thus%20were%20superfluous
https://www.taxriskmanagement.com/canada-vs-general-electric-capital-canada-transfer-pricing-case/#:~:text=The%20Federal%20Court%20of%20Appeal,ratings%20and%20reduced%20borrowing%20costs
https://www.taxriskmanagement.com/canada-vs-general-electric-capital-canada-transfer-pricing-case/#:~:text=The%20Federal%20Court%20of%20Appeal,ratings%20and%20reduced%20borrowing%20costs
https://www.taxriskmanagement.com/canada-vs-general-electric-capital-canada-transfer-pricing-case/#:~:text=The%20court%20adopted%20the%20yield,was%20reasonable%20under%20these%20circumstances
https://houseblend.io/?utm_source=pdf
https://houseblend.io/articles/us-canada-cross-border-taxation-2025

m HOUSEBLEND Corporate Taxation: U.S.-Canada Cross-Border Rules 2025

OECD methods (CUP, resale minus, cost plus, CUT for intangibles, etc.) albeit with some unique U.S.
flavor (e.g. U.S. “commensurate with income” rule for intangibles). Documentation and Penalties:
While the U.S. does not require taxpayers to file transfer pricing documentation with their return, it
does require that documentation exist and be provided upon IRS request to avoid certain penalties. If
the IRS makes a transfer pricing adjustment, a 20% or 40% penalty can apply to the underpaid tax if
the price variance exceeds certain percentages, unless the taxpayer had prepared adequate
documentation supporting its position (per §6662(e)). In effect, serious multinationals prepare
similar master file/local file analyses for U.S. purposes as they do for Canada. The U.S. also has
concepts like Qualified Cost Sharing Arrangements and Advance Pricing Agreements (APAs) to
proactively manage transfer pricing risk with Canada.

o OECD BEPS and Country-by-Country Reporting (CbCR): Both the U.S. and Canada participated
in the OECD BEPS project and have implemented Country-by-Country reporting for large
multinational groups. Canada introduced CbC reporting from 2016 (for groups with consolidated
revenues = €750M). Canadian-parented MNEs must file an annual CbC report (in line with BEPS
Action 13) detailing revenues, profits, employees, and taxes in each jurisdiction (Source:
practiceguides.chambers.com). The CRA exchanges these reports with the IRS and other tax

authorities, enhancing risk assessment on profit shifting. The U.S. likewise requires U.S.-headed
groups to file Form 8975 (CbC report), and shares the data under competent authority exchange.
This transparency measure means both tax authorities have a clearer picture if profits in one country
seem incommensurate with economic activity, prompting possible audits or inquiries.

e BEPS Action 8-10 (Aligning Transfer Pricing with Value Creation): Canada's law and CRA
practice have evolved to emphasize the substance-over-form approach championed by BEPS. For
example, in assessing intercompany arrangements, CRA will examine where key value-generating
functions occur (e.g. in a U.S.-Canada context, if important decisions and IP development occur in
the U.S. but profits are booked in Canada or vice versa, expect scrutiny). The CRA has a dedicated
Transfer Pricing Review Committee to vet large adjustments. The U.S., though not explicitly writing
BEPS into law, has similarly high scrutiny on intellectual property arrangements (with the IRS often
challenging cost-sharing buy-ins or royalty rates if they feel U.S. income is understated).

e Advance Pricing Agreements (APAs): A notable cooperative mechanism is the use of bilateral
APAs between the IRS and CRA. Many U.S.-Canada multinationals seek APAs to obtain certainty on
transfer pricing for future years. Both nations’ competent authorities (IRS APA Program and CRA
Competent Authority Services Division) routinely negotiate bilateral APAs, especially for complex
cases like automotive sector sales, resource commodities, or tech royalties. An APA can allocate
income in a mutually agreeable way, forestalling disputes. Given that as of 2023 the CRA had over
200 mutual agreement procedure (MAP) cases ongoing (Source: practiceguides.chambers.com) (a

large portion being transfer pricing), APAs are a proactive way to avoid falling into dispute.
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e Transfer Pricing Disputes and MAP: Despite best efforts, disputes do arise. Historically, a
significant share of CRA's MAP caseload involves U.S. cases - in fact, about 41.6% of Canada’s
outstanding negotiable MAP cases at end of 2023 were with the United States(Source:

practiceguides.chambers.com). This reflects the immense volume of U.S.-Canada related-party
trade (autos, energy, tech, etc.). The good news is that the U.S. and Canada have a well-established
competent authority process. Under Article XXVI of the treaty, if CRA and IRS adjustments result in
double taxation, taxpayers can request Mutual Agreement Procedure consultations to eliminate
double tax. The process can be lengthy (Canada’s average time to close a MAP case in recent years
is around 24-28 months) (Source: practiceguides.chambers.com), but it is effective: in 2023, about
69% of Canada's resolved MAP cases resulted in full relief from double taxation and only a

small fraction were denied or only partly resolved (Source: practiceguides.chambers.com). Moreover,

since the Fifth Protocol, if a transfer pricing case isn't resolved by competent authorities within two
years, the taxpayer can demand arbitration — which will produce a binding decision (Source:
canada.ca). The U.S. and Canada were early adopters of mandatory arbitration, which has
encouraged faster resolutions (in practice, many cases are settled before reaching formal
arbitration). This dispute resolution mechanism gives companies confidence that even if CRA and IRS
initially assert taxing rights on the same income, there is a clear path to relief.

e Other BEPS Measures — Controlled Foreign Companies and BEAT: While not directly transfer
pricing, international tax provisions can affect profit shifting incentives. Canada’s controlled foreign
affiliate rules require Canadian companies to include in income certain types of passive income
earned by foreign subsidiaries (the FAPI regime), but exempt active business income earned in treaty
countries (like the U.S.) - this generally prevents Canadian firms from shifting passive income to low-
tax jurisdictions, but doesn’t punish having active businesses in normal-tax countries. The U.S.
counterpart is Subpart F (for passive income of CFCs) and GILTI (for global intangible income above
a deemed return). U.S. companies with Canadian subsidiaries typically don't incur GILTI tax because
Canadian corporate rates (~26% combined) usually exceed the GILTI effective threshold (13.125%),
meaning any Canadian profits should be shielded by foreign tax credits. However, if a U.S. MNE had
an operation in Canada's few lower-tax regimes (e.g. in certain provinces with incentives), GILTI
could potentially apply. The U.S. BEAT (Base Erosion Anti-abuse Tax) imposes a minimum tax on
large U.S. corporations that make deductible payments (like royalties or interest) to foreign related
parties above a certain threshold. If a U.S. subsidiary of a Canadian parent has significant related-
party payments, BEAT might hit (although many U.S.-Canada groups are not BEAT-heavy given
interest is often eliminated through treaty and royalties may not be large enough to trigger BEAT's
thresholds). It's something Canadian multinationals watch out for when structuring U.S. financing
(e.g. preferring equity over excessive internal debt to avoid BEAT and U.S. thin-cap limits).
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Overall, transfer pricing between the U.S. and Canada is governed by consistent principles and
increasingly rigorous compliance standards. Both tax authorities coordinate under OECD guidelines and
through direct bilateral communication. Post-BEPS, there is an expectation of greater transparency and
less tolerance of “artificial” arrangements. Tax planners now work in an environment where country-
by-country reports reveal profit misalignments, hybrid mismatches are being neutralized by law, and
interest stripping faces multiple layers of limitation (Canadian thin cap and EIFEL, U.S. §163(j)).

Multinational companies should ensure: (1) they have robust transfer pricing documentation
supporting all material intercompany charges, consistent on both sides of the border; (2) they monitor
profit results — extreme outcomes (like a Canadian entity with high profits but little substance, or vice
versa) are red flags; (3) they avail themselves of APAs for complex or high-risk transactions, especially if
large dollar amounts are involved (e.g. large management fees or IP royalties flowing cross-border); and
(4) they leverage competent authority promptly if an audit adjustment arises, rather than suffer double
tax. With proper planning and dispute resolution, companies can manage transfer pricing risks despite
aggressive enforcement. Recent high-profile cases (like the GE guarantee fee case) show that courts will
respect genuine economic arrangements, but the burden of proof is on taxpayers to demonstrate arm's
length dealings (Source: taxriskmanagement.com)(Source: taxriskmanagement.com).

In conclusion, transfer pricing remains a top tax issue for U.S.-Canada business, but one where the
rules of engagement are well-established and largely harmonized between the two nations. BEPS
implementation has further tightened the framework to ensure profits follow value creation, reducing
opportunities for base erosion.

5. Permanent Establishment and Digital Presence Rules

The concept of permanent establishment (PE) determines when a business operating in the other
country becomes taxable on its business profits there. The traditional PE definition requires a substantial
physical presence, but the rise of the digital economy has challenged this framework. Here we examine
the PE rules under the U.S.-Canada treaty and how “digital presence"” is being addressed via new rules
like the DST, as well as potential future changes:

¢ Permanent Establishment Basics: Under Article V of the U.S.-Canada treaty, a permanent
establishment generally means a fixed place of business through which the enterprise’s business is
wholly or partly carried on in the other country (Source: irs.gov). This includes a branch, office,
factory, workshop, or a mine/oil well, etc. It also includes a dependent agent who has (and habitually
exercises) authority to conclude contracts in the name of the enterprise in the other country. If a U.S.
company has no PE in Canada, Canada cannot tax its business profits (Article VIlI) — the income is
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only taxed in the U.S., and vice versa. The treaty carves out common exceptions: e.g. use of facilities
solely for storage or display, maintenance of stock for storage/display or for processing by another,
purchase of goods, or other activities of a preparatory or auxiliary character do not constitute a PE.

e Service Permanent Establishment: An important expansion in the Canada-U.S. treaty is the
services PE rule (Article V(9), added in the 5th Protocol). This deems a PE to exist in scenarios
where a physical fixed place might not. There are two prongs:

o If an individual (e.g. an employee or dependent contractor of a U.S. company) is present in
Canada for 183 days or more in any 12-month period, and during that period more than 50%
of the gross active business revenue of the U.S. company consists of services performed in
Canada by that individual, then the U.S. company is treated as having a PE in Canada (Source:
abitos.com). Essentially, a key person spending substantial time generating revenue in Canada
triggers a PE.

o Alternatively, if a U.S. enterprise provides services in Canada for 183 days or more in any 12-
month period with respect to the same or connected project for Canadian customers, then
the enterprise has a PE in Canada, even if it has no fixed place of business there(Source: ctf.ca).
This captures situations like consulting or construction projects where teams rotate in and out
but the project is long-lived.

These rules are reciprocal (Canada performing services in U.S. similarly can trigger a U.S. PE). The
services PE was introduced to ensure that substantial revenue-generating activities in a country face
taxation even if no office is set up. Companies must monitor employee travel and project durations -
exceeding the 183-day threshold (cumulative) could unknowingly create a taxable nexus. Notably,
the 2020-2021 COVID-19 travel restrictions prompted the CRA to clarify that certain days spent
stranded in Canada wouldn't count toward Article V(9) thresholds (Source: canada.ca).

e Agency PE and Commissionaires: Aside from services, companies must watch out for dependent
agents. If a Canadian subsidiary or agent habitually closes contracts on behalf of a U.S. company,
the U.S. company might be deemed to have a PE in Canada (unless the agent is of an independent
status acting in ordinary course). Modern anti-avoidance (like OECD BEPS Action 7, which led to
expanded agent PE definitions in the Multilateral Instrument) doesn't directly change the U.S.-
Canada treaty because the U.S. isn't part of the MLI. However, Canada did adopt the MLI for many

other treaties, indicating its stance on preventing artificial avoidance of PE via commissionaire

arrangements or fragmentation of activities (Source: practiceguides.chambers.com). For the U.S.
treaty, the language remains the older standard, but Canadian GAAR could conceptually be applied if
a scheme aggressively avoids PE.
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o Digital Presence and DST: The traditional PE concept struggles with digital business models. A
large digital firm (social media, e-commerce, streaming, etc.) can earn significant revenue in a
country with no physical presence or agent — thus no PE, and no income tax in that source country
under treaty rules. This has driven unilateral measures like Canada’s Digital Services Tax (DST)
mentioned earlier. The DST is outside the income tax treaty framework - it's structured as an
excise tax on revenues, thereby not overridden by treaty (the treaty covers only taxes on income and
capital). By imposing DST on specified digital revenue sourced to Canadian users, Canada asserts
taxing rights over digital economic activity that bypasses the PE threshold (Source: ey.com). For
example, a U.S.-based social media company with millions of Canadian users and ad revenue pays 0
income tax to Canada under current rules (no PE), but under the DST, it could owe 3% of its
Canadian-derived ad revenue, regardless of PE. The U.S. objects strongly, arguing DSTs target U.S.
firms and violate trade agreements, but legally, DSTs fall outside treaties. As discussed, the DST's
retroactive application to 2022-2024 and potential continuation has raised the stakes, with the U.S.
threatening retaliatory taxes (§899) (Source: ey.com). If the Pillar One global solution emerges -
which envisions a reallocation of taxing rights for the largest digital and consumer-facing companies
(Amount A) — it would effectively override treaty PE rules by granting Canada (and others) a share of
profits of big digital businesses even without physical PE. Both countries are involved in those
negotiations, though U.S. participation is uncertain as of 2025. Canada has pledged to roll back DST
if a sufficient multilateral solution is implemented. Until then, companies in scope of DST must
comply and possibly seek relief if double taxation results (interestingly, Section 899's threat implies
DST payments might not be creditable in the U.S., turning into pure cost if it went ahead).

e E-commerce and GST[HST: Aside from income taxes, it's worth noting Canada also adjusted its
sales tax rules to digital economy — as of 2021, foreign vendors (including U.S. companies) selling
digital products/services to Canadian consumers may have to register for and collect GST/HST
(Goods and Services Tax). This is not an income tax but shows another facet of “digital presence”
being enforced. For corporate income tax, though, the treaty still reigns: no income tax on business
profits without a PE.

e Permanent Establishment Planning: Multinationals frequently structure operations to avoid
creating a PE inadvertently. For instance, a U.S. firm may conduct Canadian sales from the U.S. and
ensure that any representative in Canada is a limited-risk distributor or service provider acting on its
own behalf (not legally binding the U.S. company to contracts). They may also limit employee visits
(staying under the 183-day threshold in a 12-month span). Conversely, if a Canadian company wants
to avoid U.S. PE, it might operate through an independent agent or only store goods in the U.S. at
third-party warehouses under the treaty exceptions. The “preparatory or auxiliary” exception is
often invoked - e.g. having a representative office that only does marketing or research, with no
sales authority, to claim no PE. However, tax authorities examine substance carefully. Fragmentation
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of activities (splitting functions across several small locations to claim each is auxiliary) is frowned
upon; the OECD's multilateral changes (PPT and anti-fragmentation rules) target that, although again
the U.S.-Canada treaty isn't explicitly modified by MLI due to the U.S! stance.

e Future Directions — Redefining Nexus: Both Canada and the U.S. are part of global discussions on
updating tax nexus rules. Canada's active role in BEPS and the Inclusive Framework suggests it is
ready to implement Pillar One's new nexus (which would allocate a share of residual profits of the
largest companies to market countries even without PE). The U.S. has been more hesitant (since
many “market” countries’ targets are U.S. multinationals). If a global accord happens, it may require
amending tax treaties or a multilateral convention to allow such allocation, effectively carving out
treaty PE protection for certain companies. Until then, unilateral measures like the DST fill the gap.
The June 2025 G7 statement explicitly links resolving digital economy taxation to stabilizing the
international system (Source: canada.ca), hinting that if the U.S. and others can agree on Pillar One,
these PE/digital issues might be resolved in a coordinated way. For now, companies should be
aware that digital or remote operations are under scrutiny. If you earn significant revenue in
Canada (or U.S.) without a formal presence, you may not owe income tax under current rules, but
you might face alternative taxes (DST) or eventually new nexus rules.

In essence, permanent establishment rules in the U.S.-Canada context remain classical but are
undergoing pressure from the digital revolution. Companies should carefully manage activities to
control PE risk, and simultaneously stay agile if new rules (like Pillar One) alter the landscape. The treaty's
resilience is being tested by digital business models: while it has adapted (with a services PE clause) to
catch some non-traditional presence, truly virtual business models still fall outside its net. Policymakers
in both countries are actively seeking solutions that balance taxing rights with avoiding double taxation or
deterring investment — a theme likely to define the next phase of U.S.-Canada tax relations.

6. Hybrid Entities, Double Taxation Risks, and Corporate
Residency

Cross-border structures often involve hybrid entities or instruments, which can create mismatches in
tax outcomes. Additionally, differences in residency rules can pose double taxation or double non-
taxation risks. The U.S. and Canada have addressed many of these issues through treaty provisions and
domestic legislation:

o Hybrid Entities: A hybrid entity is treated as a corporation in one country but as fiscally transparent
(pass-through) in another. For example, a U.S. LLC owned by a Canadian company historically was a
tricky case: the LLC is disregarded for U.S. tax (its income flows to the Canadian parent), but Canada
saw the LLC as a corporation (separate taxpayer). Pre-2008, this meant the LLC wasn't a “resident of
the U.S. for treaty purposes” (since the U.S. didn't tax it as a separate entity), so Canadian

Page 17 of 36


https://www.canada.ca/en/department-finance/news/2025/06/g7-statement-on-global-minimum-taxes.html#:~:text=Delivery%20of%20a%20side,tax%20sovereignty%20of%20all%20countries
https://houseblend.io/?utm_source=pdf
https://houseblend.io/articles/us-canada-cross-border-taxation-2025

m HOUSEBLEND Corporate Taxation: U.S.-Canada Cross-Border Rules 2025

withholding on payments to the LLC didn't get treaty reduction. That led to potential double taxation
— the U.S. taxed the Canadian parent on the LLC's income, and Canada taxed the same earnings
when remitted, with no treaty relief. The treaty's Fifth Protocol fixed much of this by extending
treaty benefits to fiscally transparent entities: essentially, an item of income earned through an
entity like an LLC will be eligible for treaty benefits if the persons deriving the income (e.g. the
members) are residents of a contracting state and are taxed on that income (Source: canada.ca).
Thus, a Canadian company receiving U.S. source interest via a U.S. LLC can claim the treaty 0% rate,
looking through to the Canadian owner. Conversely, a U.S. investor using a Canadian unlimited
liability company (ULC) — which is a corporation in Canada but can be “checked” to be disregarded
for U.S. tax — faced the reverse issue: U.S. viewed the income as the investor’s, Canada saw the ULC
as taxpayer. After protocol changes and domestic rules, if the U.S. investor is taxable on the ULC's
income, treaty benefits (like reduced Canadian withholding on payments from ULC) can apply to the
investor. However, caution: anti-hybrid rules now enacted in domestic law can disallow benefits of a
hybrid arrangement. For instance, the U.S. IRC §267A (enacted 2017) denies deductions for interest
or royalties paid by U.S. companies to related parties under a hybrid arrangement that results in no
income pick-up on the Canadian side. Similarly, Canada's new hybrid mismatch rules (2022-2023)
can deny a deduction or include an income if a mismatch with the U.S!" treatment produces a double
non-taxation (Source: canada.ca)(Source: osler.com). A typical case might be a Canadian ULC
paying interest to its U.S. parent: if the U.S. parent treats the ULC as disregarded (so it's basically
paying itself interest, which isn't recognized as income in the U.S.), Canada historically allowed the
deduction and didn't withhold interest (treaty exempt). Under new rules, that deduction would likely
be denied in Canada as a “deduction/non-inclusion” hybrid outcome, or the U.S. could deny the tax
benefit. Bottom line: hybrids that once gave tax advantages (double dips or untaxed income) are
being shut down. Companies should review any cross-border hybrids to ensure compliance with
these new rules; many structures have had to be unwound or adjusted.

e Hybrid Instruments: Similar issues occur with financing instruments - e.g. a dividend that is
deductible in the payer’s country (as interest) but viewed as dividend (exempt) in the recipient’s
country. One example was certain Canadian preferred shares which got interest-like deductions in
Canada and dividend treatment in U.S. hands. Treaty benefits can also be denied if an instrument is
not seen the same way in both countries. The treaty's “Limitation of Relief” clause (Article V(7))
addresses some hybrid instrument cases, basically denying treaty reductions if an income item is not
taxed in the recipient's country under its laws because of the nature of the entity or instrument. The
new Canadian mismatch rules also specifically target deductible dividends and other arrangements.

e Double Taxation Risks & Residency Tie-Breakers: Without coordination, a company or person
could be taxed on worldwide income by both countries (double residency) or on the same income by
both as source income. The treaty tie-breakers elegantly prevent many such conflicts:
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o For individuals with connections to both countries, a series of tests (permanent home, center of
vital interests, habitual abode, citizenship, competent authority) resolves residency to one side

(Source: canada.ca)(Source: canada.ca).

o For companies, as noted, incorporation (or continuance) decides residency (Source:
canada.ca). So a corporation incorporated in Canada is only Canadian-resident under the treaty
(even if the U.S. might consider it domestic due to management, the U.S. generally doesn't do
that for corporations; U.S. solely uses incorporation rule for corporations, so conflict is rare —
conflict more often arises for LLCs or partnerships, handled by mutual agreement or by looking
at member residence).

o Other entities like trusts or partnerships that might be dual-resident are left to mutual
agreement to resolve (Source: canada.ca), acknowledging complexity.

o The treaty also contains a “saving clause” (Article XXIX(2)) preserving each country’s right to tax
its own residents and citizens as if the treaty didn't exist (Source: irs.gov). This means a U.S.
citizen in Canada can be double-taxed, but then the treaty (Article XXIV) and domestic laws step
in to provide foreign tax credits to relieve the double tax. For example, a dual U.S.-Canadian
citizen living in Canada pays Canadian tax on all income and also must file U.S. taxes on
worldwide income (U.S. taxes its citizens wherever they live). The treaty doesn't stop the U.S.
from doing this (saving clause), but it does ensure that Canada will credit U.S. tax on U.S.-
source income or that certain income is only taxed by one of them according to treaty rules (like
U.S. social security is only taxable in one country, etc.). The treaty's effect is that most types of
income end up taxed once fully and maybe a second time at a marginal difference if one
country’s rate is higher (with credit for the other’s tax).

e Foreign Tax Credits and Double Tax Relief: If a company does have income taxable in both
countries, foreign tax credits (FTC) are the primary relief. The U.S. allows a credit against U.S.
corporate tax for Canadian income taxes paid on foreign income (subject to limitations per basket).
Canada allows a credit for U.S. tax or, for active business profits of foreign affiliates, often an outright
exemption. For instance, a Canadian corporation with a U.S. branch will pay U.S. tax on branch
profits and get a Canadian FTC for the U.S. tax (and also enjoy treaty branch tax reduction).
Conversely, a U.S. corp with a Canadian branch can credit Canadian taxes against its U.S. tax
(generally the treaty ensures the Canadian tax is the primary tax on the branch’s profits, and the U.S.
would credit up to that amount). The treaty explicitly commits both to avoid double taxation: the U.S.
by allowing credit for Canadian tax or exempting certain Canadian-source income of its residents;
Canada by crediting U.S. tax or exempting (the treaty’s Article XXIV spells out the mechanisms, tying
into domestic law). An example from IRS Pub 597: a U.S. citizen in Canada receiving U.S. dividends
pays 15% U.S. withholding (treaty rate) and then Canada taxes the dividend fully — Canada then
gives a deduction or credit for the U.S. tax so it isn't taxed twice (Source: irs.gov).
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e Dual Residency of Corporations: While the treaty’s incorporation rule usually sorts it out, a
complexity can arise with corporate continuances (when a company moves jurisdiction). Article IV(3)
says if a company incorporated in one country continues in the other, it is deemed resident of the
other (where it continues) (Source: canada.ca). This prevents a loophole where a company might
claim to shed residence by continuance — under treaty it switches residence to the new country. A
company that attempted to be resident of both (like incorporated in US but managed in Canada)
would find that Canada might tax it by domestic law, but treaty says no, it's US-only resident, so
Canada must treat it as non-resident (tax only Canadian-source business income if PE, etc.). This
interplay between Canada's common-law “mind & management” test and the treaty means
Canadian domestic law alone might consider a corporation resident if its central management
is in Canada, even if incorporated in Delaware - but the treaty would override and assign it to the
U.S., avoiding full double tax, though until competent authority resolve, there could be uncertainty.
Thankfully such cases are rare, and planning can avoid it (e.g. not managing a U.S. company from
Toronto unless intended). If it occurs, competent authorities can still agree on residency status under
Article IV(4).

o Treaty vs Domestic Anti-avoidance: One risk of double tax is if treaty benefits are denied due to
anti-abuse rules. The LOB article and Canada’s GAAR were mentioned - e.g. if a Canadian-
incorporated entity is owned by a third-country in a way failing LOB, the U.S. might not give treaty
benefits, causing possibly higher U.S. withholding (double tax if Canada doesn’t credit beyond treaty
rate). However, discretionary relief can be sought from competent authority in bona fide cases. And
Canada’'s GAAR could theoretically deny a treaty benefit if an arrangement is solely to get that
benefit (though in the Alta Energy case, the Supreme Court was reluctant to apply GAAR to override
a clear treaty benefit). This is a nuanced area where careful structuring and documentation of valid
business purposes are key to avoid losing treaty protection.

In summary, hybrid mismatches and residency conflicts that historically led to double taxation have
been mitigated by treaty provisions and new laws. The U.S.-Canada treaty’s recognition of transparent
entities (Source: canada.ca) and tie-breakers for residency (Source: canada.ca) address many potential
double-tax situations. Meanwhile, double non-taxation (the flip side risk) is being addressed by anti-
hybrid rules — ensuring income can’t simply vanish from the tax nets of both countries. Multinationals
need to review cross-border arrangements: a structure that yields a deduction in one country and no
inclusion in the other is a red flag post-BEPS. Paying attention to consistency (how an entity or payment
is treated on each side) is crucial. If inconsistencies exist (e.g. a payment treated as a tax-free dividend in
one country but deducted as interest in the other), expect either treaty relief to be denied or a domestic
rule to counteract it.
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Both countries remain committed to the principle that income should be taxed once (not twice, not
zero times). The treaty and legislative updates are aligned with this ethos — eliminating double taxation
where appropriate but also closing loopholes that allowed double non-taxation.

7. Strategic Tax Planning Considerations for Multinational
Corporations

Given the complex rules outlined above, multinational enterprises (MNEs) operating in both the U.S. and
Canada must engage in careful tax planning to lawfully minimize tax and avoid pitfalls. Some strategic
considerations in 2025 include:

e Choice of Business Form — Subsidiary vs Branch: When expanding into the neighboring country, a
corporation can operate via a subsidiary (a separate local corporation) or a branch (an extension of
the home entity). Each has tax implications:

o A subsidiary will be subject to the host country’s corporate tax on its profits, and dividends
back to the parent will incur withholding tax (5% or 15% per treaty). A U.S. parent gets a 100%
DRD (dividends received deduction) for repatriated dividends from a Canadian subsidiary under
U.S. law (since 2018), so those profits can often come back U.S. tax-free (foreign tax credits
apply for any withholding). A Canadian parent receiving dividends from a U.S. subsidiary can
often do so without Canadian tax as well (Canada's exempt surplus system and treaty reduce
U.S. withholding to 5%). Thus, subsidiary profits can often be repatriated efficiently.

o A branch allows direct flow-through of profits to the home office, potentially simplifying internal
operations. Profits are taxed in the host country as if a local corporation, and then a branch
profits tax (5% treaty rate) applies to post-tax profit remittances (Source: osler.com). The home
country then taxes the profits with a credit for host country tax. For example, a Canadian
company's U.S. branch profit will be taxed at 21% U.S. federal, plus 5% branch tax, then Canada
will credit the U.S. taxes against its 26% domestic rate — often resulting in little to no additional
Canadian tax (because U.S. taxes suffice or exceed Canadian). The net effect can be similar to a
subsidiary paying a 5% dividend WHT. One advantage of a branch: initial losses in the branch
can sometimes be immediately used by the home office to offset domestic income (subject to
some restrictions like U.S. branch loss recapture rules or Canadian rules preventing indefinite
loss use if the branch becomes profitable). This can be beneficial for new ventures expected to
be in loss for a few years (branch losses reduce the overall group tax immediately). However, a
branch structure can complicate tax compliance and poses PE risk if not clearly structured -
effectively the branch is a PE. As profits grow, many companies eventually incorporate the
branch (to avoid perpetual PE exposures and to ring-fence liabilities).
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e Financing Structure — Debt vs Equity: The treaty's elimination of interest withholding makes
intercompany debt a very tax-efficient way to allocate profits within the group. A Canadian
subsidiary can borrow from its U.S. parent (or a finance affiliate) and pay interest that is deductible in
Canada and not taxed in the U.S. (0% WHT) — effectively shifting profits to the U.S. parent. Similarly,
a U.S. subsidiary could borrow from a Canadian parent (though the U.S. imposes limits as well).
However, several constraints:

o Canada'’s thin capitalization rule limits a Canadian company's deduction of interest on related-
party debt if the debt-to-equity ratio exceeds 1.5:1(Source: practiceguides.chambers.com)

(Source: practiceguides.chambers.com). Debt beyond this ratio to a significant non-resident

shareholder (one owning =25% of shares) is "excess” and interest on the excess is non-
deductible (and can be treated as a dividend for WHT purposes). Companies thus structure
capital with a balance of equity and debt to stay within safe harbor. Note that Canada's thin cap
applies only to debt from or guaranteed by related non-residents; unrelated bank debt is not
limited by this rule (but could be by the EIFEL interest-to-EBITDA limit).

o The new EIFEL rules (BEPS Action 4) in Canada further cap interest deductions to 30% of
EBITDA (with some exclusions for small companies or groups with high worldwide leverage).
This can catch even third-party debt if a Canadian entity is highly leveraged overall.

o The U.S. §163(j) similarly limits interest to 30% of EBITDA (dropping to EBIT in 2022 and
beyond) for most corporations, including intercompany debt. So loading a U.S. subsidiary with
too much debt may just defer the interest deductions.

o The U.S. also has earnings-stripping rules in treaties: historically, Article XI(6) of the treaty
denied the 0% interest WHT rate for certain back-to-back financing arrangements to prevent
abuse. Also, the BEAT minimum tax could claw back the benefit of related-party interest if
payments are large. So an optimal strategy might be moderate intercompany debt to utilize
some interest deduction but not to an extent that triggers BEAT or disallowance.

o Currency is also a consideration: debt in the currency of revenue can naturally hedge forex risk
(e.g. a Canadian subsidiary borrowing in CAD for Canadian operations).

Intra-group financing hubs: Some multinationals set up a financing subsidiary (in whichever
country has favorable conditions) to fund group operations. Given the treaty, a Canadian finance sub
lending into the U.S. can receive interest free of U.S. WHT,; likewise, a U.S. finance company can be
paid interest by Canadian affiliates with no Canadian WHT. Tax on the interest income is then paid in
the lender’s country (Canada's rate ~26% or U.S. 21%). If structured properly, interest deductions in
a higher-tax country (Canada) can shift income to a lower-tax country (U.S.) — historically U.S. was
higher, but now U.S. federal 21% + state ~25% vs Canada ~26.5% are comparable. With Pillar Two
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coming (15% minimum global ETR), extreme leverage to get one entity’'s ETR below 15% might
anyway be counteracted by a top-up tax. So interest-based planning is now more about cash flow
and mild rate arbitrage than creating a zero-tax outcome.

¢ Royalties and IP Planning: Locating intellectual property (IP) in either U.S. or Canada has tax
implications:

o The U.S. offers FDII (Foreign-Derived Intangible Income) regime: effectively a 13.125% tax rate
on export revenue from exploiting intangibles. A U.S. company licensing IP to Canadian affiliates
could benefit if it qualifies as FDII, making U.S. tax on that income lower.

o Canada does not have a patent box or special low IP rate federally, although some provinces
offer R&D incentives. If a Canadian company pays royalties to a U.S. affiliate for IP, it can deduct
them, and the U.S. affiliate’s income might be FDIl-taxed at a beneficial rate. Treaty limits the
Canadian withholding to 0-10%, which is manageable (Source: brighttax.com). One must ensure
the royalties reflect arm'’s length value and that the U.S. affiliate has substance (to avoid LOB
issues or CRA challenging that the IP holding affiliate is just a conduit).

o Alternatively, a Canadian IP holder licensing to a U.S. sub: The U.S. sub deducts royalties
(lowering U.S. 21% tax), Canada taxes the royalties as income (possibly at 26%, but if the
Canadian IP company has R&D credits or losses, etc., it might be efficient). The U.S. will impose
0% WHT on royalties for certain types of IP (software, know-how) or 10% otherwise (Source:
brighttax.com), which is creditable in Canada. Given U.S. rate is now lower, many U.S.
multinationals actually prefer to keep IP in the U.S. (unlike the old inversion days). Canadian
multinationals often keep IP in Canada if R&D is done there, but sometimes they set up a U.S.
subsidiary to hold IP for U.S. operations to utilize FDII or simply to be closer to market.

o Cost Sharing: U.S. and Canadian related companies might share R&D costs and own a
proportional share of IP to align profits with development activities. Cross-border cost-sharing
agreements are complex but can mitigate future royalty flows and allocate profits upfront.

¢ Avoiding Permanent Establishments: From a planning perspective, if a company wants to operate
in the neighboring country without formal establishment (to perhaps test markets or keep tax filing
simple), it should design activities carefully to stay below PE thresholds. For example, a U.S.
company might use independent distributors in Canada rather than having employees soliciting
orders regularly. Or ensure employees' time in country is limited (below 183 days over 12 months). If
providing services, consider performing some remotely from home country (services performed
entirely from the U.S. for a Canadian client do not count towards the Canadian services PE test).
Many companies use contract manufacturing or toll processing across the border to avoid having a
manufacturing PE. E.g. a Canadian firm might contract a U.S. company to assemble goods rather
than set up its own U.S. plant.
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¢ Utilizing Tax Credits and Incentives: Both countries have incentives that can benefit cross-border
operations. Canada's Scientific Research & Experimental Development (SR&ED) credits are quite
valuable; a U.S. parent might consider doing R&D in Canada via a Canadian subsidiary to qualify,
effectively reducing Canadian taxes (these credits can even be refundable for smaller companies).
The U.S. has foreign tax credits — a Canadian company investing in the U.S. should ensure it claims
any U.S. taxes paid as credits to not lose out. Also, the U.S.-Canada treaty uniquely allows cross-
border pension contribution deductions for certain employees temporarily working in the other
country (this is more HR than corporate tax, but still planning for personnel assignments). If an
executive is moving, planning can ensure they don't become dual-resident in a problematic way for
corporate tie-breakers or create a management PE.

e Hybrid Entity Choices: Occasionally, planning may involve electing an entity’s classification. For
example, a Canadian company might set up a U.S. LLC but check the box to treat it as a corporation
for U.S. tax if that prevents some undesired outcome (like it being disregarded and causing the
parent to have a U.S. PE or something). Or vice versa, a Canadian ULC could be disregarded for U.S.
tax so that the U.S. parent can claim Canadian foreign tax credits directly. These elections can
streamline how income flows and avoid layers of tax. However, as discussed, new anti-hybrid rules
mean one must ensure that any tax advantage isn't nullified.

e Treaty Shopping and Holding Structures: For the U.S.-Canada corridor, treaty shopping is not
typically an issue since both are high-tax countries and the treaty is favorable. But some MNCs might
consider using a third-country holding company to own either U.S. or Canadian operations for some
benefit (perhaps access to EU markets, etc.). The LOB article in the U.S.-Canada treaty means if a
Canadian company is owned by residents of a third country without other qualifications, it might not
get treaty benefits from the U.S. (and vice versa). Thus, placing a Canadian business under, say, a
European holding company could cause it to fail LOB for U.S. treaty purposes (unless that European
parent itself qualifies via ownership/base erosion tests). Strategic planning often involves ensuring
qualification under LOB: e.g. structure ownership so that a Canadian company is majority-owned by
publicly traded entities or qualifies for derivative benefits (if ultimate owners are from a country with
similar treaty with U.S.) (Source: kpmg.com)(Source: kpmg.com). If not, the company may apply for
competent authority discretionary relief, but that's uncertain. The safest approach is often to use
direct ownership by a parent resident in one of the two countries to avoid LOB issues entirely.

e Cross-Border M&A and Integration: When merging or acquiring across the border, tax due
diligence considers:

o Possible inversion restrictions: U.S. rules (IRC §7874) can treat a new Canadian parent of a
U.S. firm as still U.S. tax resident if U.S. shareholders own too much of it (inversions). This limits
the benefit of moving a headquarters to Canada for tax (which, given rates now, is less of a draw
anyway).
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o Using earnings stripping post-merger: after a U.S. company is acquired by a Canadian parent,
the new parent might lever up the U.S. subsidiary to push interest deductions into the U.S., but
again limited by thin cap/8163(j). Alternatively, a “debt pushdown” in Canada could extract cash
from a profitable Canadian target by borrowing to pay a dividend up (with treaty 5% WHT) and
use interest to offset Canadian profits (thin cap considered).

o Bump and step-up mechanisms: Canada allows a tax basis step-up (“bump”) in certain assets
of a Canadian company acquired by a foreign parent on a reorganization, which can be beneficial
if planned correctly (this is technical but important in repatriation planning for acquired firms).

¢ Repatriation and Cash Management: With the treaty minimizing taxes on profit repatriation,
companies are freer to move cash as needed. Still, they might time dividends or distributions to
utilize tax attributes. For instance, a Canadian subsidiary might pay dividends out of “pre-acquisition
surplus” or paid-up capital to minimize Canadian withholding (complex rules, but essentially some
distributions can be treated as return of capital). A U.S. subsidiary might repay capital or loan
principal rather than dividend if that's more tax-efficient at a given time. The foreign exchange rate
movements also can affect decisions — paying dividends when currency is favorable, etc., though
that's economic rather than tax.

e Utilizing Tax Treaties with Third Countries: Sometimes a U.S. or Canadian company might route an
investment through the other country to use that treaty network. For example, a U.S. company might
set up a Canadian subsidiary to invest in a third country with which Canada has a treaty (if the U.S.
doesn't). Canada's extensive treaty network (90+ treaties (Source: practiceguides.chambers.com))

and the U.S! network can occasionally serve as conduits, but anti-conduit rules (LOB, principal
purpose tests in other treaties) and domestic anti-avoidance can foil purely tax-driven structures.
Any "treaty shopping” plan must have commercial substance and tread carefully to not violate
LOB/PPT clauses. That said, bilateral investment often naturally benefits from treaty networks -
e.g. a Canadian company using its U.S. subsidiary to expand in Latin America (the U.S. has treaties
with some countries Canada doesn’t, and vice versa).

¢ Future-Proofing for Global Minimum Tax: Starting 2024/2025, large MNEs (consolidated revenue >
€750M) need to consider the 15% global minimum tax (Pillar Two). Canada’s adoption means if an
in-scope U.S.-headed group has Canadian operations paying below 15% ETR in Canada, Canada will
impose a top-up tax (through a Qualified Domestic Minimum Top-up Tax) to 15% in Canada. But
given Canadian rate ~26%, this is unlikely unless using special incentives. Conversely, if a Canadian
MNE has low-taxed income in the U.S. (again not likely as U.S. ~25% combined tax), Canada's IIR
would top it up. The U.S. has not fully aligned GILTI to 15% country-by-country, but in the interim the
G7 side-by-side plan spares U.S. groups from UTPR abroad (Source: canada.ca)(Source: canada.ca).
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Still, companies should monitor legislative changes: if the U.S. eventually raises GILTI or if Canada’s
rules evolve, prior planning like profit shifting could simply lead to paying a top-up tax rather than

yielding savings.

In essence, tax planning for U.S.-Canada operations is about balancing the utilization of treaty
benefits and incentives with compliance to anti-abuse provisions. Strategies that were once
straightforward - like leveraging a hybrid to get a deduction with no pick-up — are now off the table.
Modern planning is more nuanced and substance-driven. Emphasis is on aligning structures with real
business functions (so that transfer pricing and PE positions are defensible), optimizing the use of lower
tax rate jurisdiction for certain functions (the U.S. slightly edges Canada on rate at the moment), and
ensuring tax efficient financing of cross-border ventures.

Multinationals should also be ready to adjust strategies in response to political changes. For example,
if the U.S. were to enact something like Section 899 or other trade-tax weapons, Canadian investments
might choose to reorganize to mitigate exposure (fortunately Section 899 is shelved for now). Likewise, if
Canada's DST proceeds and a U.S. company is subject to it, that U.S. company might explore
restructuring its Canadian user-facing operations (though DST is hard to avoid except by reducing in-
scope activities or passing costs to users).

Finally, robust inter-company agreements and documentation are a staple of good planning. Clearly
delineating roles of Canadian vs U.S. entities (via service agreements, distribution agreements, IP
licenses) not only helps on transfer pricing but also in demonstrating that, say, a Canadian entity is doing
XYZ but not doing ABC that would create a PE for the U.S. entity.

In conclusion, an optimal cross-border tax structure between the U.S. and Canada in 2025 uses the
treaty’s benefits to minimize unnecessary tax, remains compliant with anti-avoidance rules, and
aligns tax outcomes with business reality. By doing so, companies can achieve near neutrality — i.e.
profits earned in either country can be repatriated or redeployed with minimal friction, allowing business
decisions to drive where investment happens rather than tax barriers.

8. Case Studies and Examples

To illustrate these concepts, here are a few simplified real-world examples and hypothetical scenarios
reflecting common U.S.-Canada cross-border tax issues:

e Case Study 1: Guarantee Fee Transfer Pricing Dispute (GE Capital Canada) - Background:
General Electric's Canadian financing subsidiary received explicit loan guarantees from its U.S.
parent (GE Capital U.S.), for which it paid a 1% annual guarantee fee. The CRA challenged these fees,
arguing that because GE Canada was a highly rated captive finance company, it implicitly had
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parental support and wouldn't need to pay for a guarantee at arm'’s length (and thus the fees were
excessive and should be disallowed or recharacterized as dividends). Outcome: The Tax Court of
Canada and Federal Court of Appeal sided with the taxpayer in GE Capital Canada Inc. v. The Queen
(2010)(Source: taxriskmanagement.com)(Source: taxriskmanagement.com). They found that an

independent company would indeed pay for such a guarantee to achieve the credit rating uplift GE
Canada obtained, and that the 1% fee was in line with arm's length pricing (using a yield approach
analysis) (Source: taxriskmanagement.com)(Source: taxriskmanagement.com). Significance: This

case gave a real-world benchmark for financial transactions between related U.S.-Canada entities. It
showed that “implicit support” (the notion a subsidiary might be rescued by its parent even without a
contract) should not be used to negate the need for an explicit guarantee fee — a win for taxpayers
that is now cited in cross-border transfer pricing of loans. For planning, it underscores the
importance of documentation (GE had studies backing the fee) and that courts will look at economic
evidence. It also had a withholding tax angle: the CRA had assessed the disallowed guarantee fees as
if they were deemed dividends, subject to 5% WHT to the U.S. (Source: taxriskmanagement.com).

Since the fees were upheld as valid interest-like payments, that recharacterization was moot.
Companies in similar situations (many Canadian subs pay management or guarantee fees to U.S.
parents) can take comfort that bona fide fees for service are deductible if set at arm’'s length — but
they must be prepared to defend the rate.

e Case Study 2: Hybrid Entity Treaty Override (Pre-Protocol LLC Issue) — Background: Before
2008, a Canadian corporation invested in the U.S. via a Delaware LLC. The LLC earned profits from
U.S. operations and wanted to pay them up to Canada. Under U.S. tax law, the LLC was a
disregarded entity (treated as part of the Canadian company), so the U.S. did not impose dividend
withholding - instead, it treated the Canadian company as earning the income directly, taxable via
branch rules. However, under Canadian law, the LLC was a corporation and any dividend from it to
the Canadian parent would normally be seen as foreign dividend. The treaty problem: The LLC was
not a U.S. "resident” entitled to treaty benefits (not liable to tax in U.S.), so if it paid interest or
dividends to Canada, Canada’s default position was 25% withholding, not the treaty 0%/5%. There
was a notorious instance of the CRA taking the position that interest paid by a Canadian partnership
to a U.S. LLC (owned by a U.S. parent) did not get treaty reduction because the LLC wasn’t a U.S.
resident — causing surprise to taxpayers. Outcome: The Fifth Protocol solved this by adding look-
through provisions (Article IV(6) and (7)). In practice after 2010, if the U.S. LLC's members are
Canadian residents, Canada will grant treaty rates on payments to the LLC as if made to the
members, and vice versa (Source: canada.ca). Significance: This example highlights a historical
pitfall: using a hybrid without considering treaty eligibility. Post-protocol, many issues are resolved,
but the example is instructive — if a company had, say, a Luxembourg holding company in between
(Luxembourg not taxed on certain income, not a treaty party), then treaty benefits could still be
denied (LOB would cut off a Luxembourg-owned Canadian claiming U.S. benefits, for instance). It
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also shows why the treaty needed updating to reflect modern entity types. Now, planners ensure that
if they interpose an entity, they check its treaty status and possibly elect its classification to avoid
being in no-man's land.

e Example 3: Avoiding PE through Limited Activities — Scenario: A U.S. software company with a
growing Canadian customer base decides not to set up a subsidiary yet. It sends sales personnel to
Toronto for a few days at a time to meet clients and uses a local independent partner for installation
services. All contracts are approved and signed by the U.S. head office, and physical software
delivery is electronic (or via mail from U.S.). Tax outcome: The U.S. company likely avoids having a
Canadian PE. Its employees’ visits are intermittent and likely total far less than 183 days in any 12-
month span, and they are careful not to conclude contracts on the spot in Canada. The independent
partner is truly independent (serves other clients, not closely controlled). Therefore, under Article V,
the U.S. company has no fixed place of business and no dependent agent PE in Canada. Canada
cannot tax its business profits. The Canadian clients may have withholding obligations on certain
payments (if any services performed in Canada could trigger Regulation 105 withholding on fees to
non-residents, but those can be waived if treaty-exempt). This strategy defers income tax
compliance in Canada until the business warrants a subsidiary or branch. Caution: If any one
salesperson starts spending extensive time in Canada (e.g. 4+ months a year) or if the U.S. company
starts doing installation itself through employees on-site for long projects, that could trigger a
services PE (Source: abitos.com). Planning would be adjusted accordingly — perhaps set up a
Canadian subsidiary at that point and properly capitalize it (the subsidiary would then pay tax on its
profit, but treaty allows some profit allocation choices via transfer pricing). This example is common
for early-stage expansion: use the treaty PE protection to your advantage, but know the tipping
points.

o Example 4: Use of Debt to Repatriate Cash - Scenario: A Canadian manufacturing subsidiary has
built up significant profits (after paying Canada's 26% tax) and wants to return cash to its U.S. parent
for U.S. operations. If it simply pays a large dividend, it incurs 5% Canadian withholding (treaty rate).
Instead, the group implements a one-time internal leverage: the U.S. parent makes a shareholder
loan to the Canadian subsidiary, which the subsidiary uses to pay a big interest payment (or series
of payments) up to the U.S., then the loan is repaid. The interest is deductible in Canada, yielding a
one-time tax saving (assuming the subsidiary had capacity under thin cap limits — it might capitalize
more equity earlier to allow this debt headroom). The interest is paid with 0% WHT (Source:
brighttax.com). In the U.S., that interest is taxable, but the U.S. parent might have offsetting
attributes (like interest expense on its own debt or NOLs) to reduce actual tax. Effectively, the cash is
moved as interest rather than dividend, saving the 5% WHT. Outcome: The CRA would scrutinize
whether the debt is bona fide and whether the interest rate and terms are arm's length. If the loan is
short-term and solely to extract profits, CRA might apply withholding anyway on the basis it's akin to
a constructive dividend. However, if structured correctly (perhaps as a medium-term note with
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market rate interest), it falls within treaty allowance. Significance: This showcases a common
planning idea: use of treaty to arbitrage withholding taxes. It also flags anti-avoidance: Canada's
general anti-avoidance rule could, in an extreme case, argue that an interest payment that effectively
carries away retained earnings is abusive if done solely to circumvent dividend WHT. But given the
treaty explicitly allows 0% on interest, many advisors would be comfortable with moderate leverage
as a planning tool. The example also touches on earnings stripping: If that Canadian sub's interest
payment created a tax loss (because it deducted a huge interest amount), Canada’s thin cap would
likely prevent that because the debt-to-equity would spike. So the strategy must be calibrated:
maybe distribute some earnings as actual dividend (paying 5% WHT) and some via interest (0%
WHT) under reasonable debt amount.

o Example 5: Bilateral APA resolving Profit Allocation: A large Canadian automotive parts company
sells to its U.S. parent company components at transfer prices that the two tax authorities historically
disputed (CRA thought prices too low, IRS thought they were fine). Instead of continuing annual
audits, the company sought a bilateral Advance Pricing Agreement (APA). After analysis, the CRA
and IRS agreed on a transfer pricing method (say Cost Plus X% on the Canadian manufacturing
operations). This APA then governed the pricing for a five-year period, giving certainty that Canada
would not propose an adjustment as long as the policy is followed, and the IRS agreed not to adjust
on its side either. Outcome: Double taxation is avoided proactively; the Canadian subsidiary knows
exactly how much profit (markup) to earn each year, and that profit is accepted by both countries.
Significance: While APAs are confidential, many U.S.-Canada APAs have been successfully
concluded in industries like automotive, forestry, and commodities. They exemplify cooperation — it's
a win-win for taxpayer and governments because it avoids later MAP fights. The only downside is
cost and time (APAs can take 2-3 years to negotiate). But given the alternative often is protracted
audits and MAP relief taking 4-5 years, APAs are a beneficial tool.

e Example 6: Tax Information Exchange in Action: A Canadian resident individual had been earning
U.S.-source income through a Delaware LLC and not reporting it in Canada, thinking the CRA
wouldn’t know. With the FATCA IGA in place, Canadian authorities receive data on Canadian

residents’ U.S. accounts and LLC ownership (Source: canada.ca)(Source: en.wikipedia.org). The CRA

was alerted that this person was involved in a U.S. LLC generating income. They audited and applied
Canadian tax (with treaty foreign credit for any U.S. tax paid). This simple example highlights how
transparency and information exchange are deterring tax evasion. From a corporate perspective, if
a Canadian company had U.S. bank accounts or vice versa, those are also being reported across
borders, ensuring interest income is declared. The tax world for U.S.-Canada is thus one of high
transparency - hiding income in one country is increasingly difficult given joint efforts. For
corporations, one benefit is that compliance like CbC reporting and FATCA means if both countries
see consistent info, they're less likely to assume foul play, possibly reducing unwarranted audits (the
flip side is, discrepancies in reports between IRS and CRA will be noticed, so consistency is vital).
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Each of these cases underscores different facets of the U.S.-Canada tax dynamics - from litigation
setting precedents, to treaty provisions solving problems, to planning strategies, to the value of
cooperative mechanisms (APA, exchange of information). Real-world experiences have shaped the
current framework; for instance, the GE case likely influenced CRA's approach to financial transactions
(they issued updated guidance on guarantee fees after losing that case). Similarly, past treaty abuses led
to the robust LOB article now in place.

Professionals can draw lessons: always prepare solid evidence for intercompany arrangements (as in
GE), be mindful of entity classifications (LLC example), use available treaty benefits (interest planning)
but within the spirit of the law, and don’t underestimate the authorities’ information network.

O. Bilateral Cooperation and Future Policy Directions

The United States and Canada maintain a high level of bilateral cooperation in tax matters, which is
essential for managing such an interconnected economic relationship. This cooperation spans routine
information sharing, joint efforts against tax evasion, and coordination in evolving global tax policy.
Looking ahead, several trends and policy directions are likely:

e Tax Information Exchange and Enforcement Cooperation: Since 1942, when the first U.S.-Canada
tax treaty was signed, information exchange has been a cornerstone (Source: canada.ca). Article
XXVII of the current treaty allows the IRS and CRA to exchange taxpayer information for
administering taxes. In practice, this has been greatly enhanced by specific agreements:

o The 2014 FATCA Intergovernmental Agreement (IGA) is a prime example of deepened
cooperation. Under FATCA, Canadian financial institutions report U.S.-owned accounts to CRA,
which in turn shares that with IRS (and vice versa for U.S. sharing, though the U.S. collects data
on Canadian accounts in U.S. financial institutions as well) (Source: canada.ca)(Source:
canada.ca). This automatic exchange covers financial account balances, interest, dividends, and
other income, effectively shining light on potential offshore evasion by residents of both
countries (Source: en.wikipedia.org)(Source: en.wikipedia.org). The IGA took into account

privacy laws and ensured data is protected by the treaty's confidentiality rules (Source:
canada.ca). As a result, both nations now receive annual data troves to cross-check tax returns.
There have been notable upticks in compliance (e.g., U.S. citizens in Canada coming forward in
IRS voluntary disclosure to report accounts).

o The OECD's Common Reporting Standard (CRS) is similar to FATCA for other countries.
Canada exchanges CRS information with many jurisdictions (since 2018), though the U.S. does
not partake in CRS (relying on FATCA). Still, between themselves, the U.S. and Canada
effectively have a comparable bilateral mechanism.
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o Mutual Collection Assistance: Under Article XXVI A (added in 1995), the U.S. and Canada can
assist each other in collecting taxes in certain cases. For example, if a Canadian company owes
U.S. tax and has assets in Canada, CRA can collect on IRS's behalf as if it were Canadian tax, and
remit it (Source: canada.ca). There are limits — Canada won't assist in collecting U.S. taxes from
a Canadian citizen who was a Canadian citizen when the tax arose (a nod to not enforcing the
U.S! citizenship-based taxation on dual citizens in Canada). Nonetheless, this provision means
tax debts don't simply vanish by crossing the border. It's an uncommon feature (few U.S. treaties
have collection assistance) and shows the trust between the two administrations.

o Joint Audits and Investigations: The IRS and CRA have been involved in joint audits of
multinational firms to avoid duplication and conflicting outcomes. They also share tax schemes
and abusive arrangement information through forums like the Joint International Tax Shelter
Information Centre (JITSIC) in which both countries participate. If a aggressive cross-border tax
shelter is discovered in one country, the other is alerted.

o Cross-border Tax Fraud Enforcement: The countries cooperate in criminal tax matters too.
There have been cases of information from one side leading to prosecution on the other.
Extradition treaties can apply for serious tax crimes. For instance, a promoter of a U.S.-Canada
cross-border tax evasion scheme could find both the IRS Criminal Investigation and CRA
pursuing them.

All this amounts to a message: tax transparency and enforcement alignment are at an all-time
high. For taxpayers, this means less room for arbitrage through non-disclosure. For honest
companies, it creates a more level playing field (less competition from tax-evading rivals).

o Bilateral Consultation Mechanisms: The treaty established a Joint Canada-United States Income
Tax Convention Committee (of tax administrators) to discuss treaty interpretation and new issues.
Additionally, periodic negotiations occur for treaty updates — the last in 2007. Any emerging issues
(like how to address new digital economy rules, or a change either side wants in the treaty) would be
handled through such talks. Given Pillar One and other changes, one could foresee future treaty
amendments or protocols. One possibility is adding provisions to accommodate whatever
consensus arises on digital taxation (if Pillar One's formula is implemented via a multilateral
convention, Canada and U.S. might incorporate those changes in their bilateral relationship via that
convention or a protocol).

e OECD and G20 Leadership: Both nations are influential in international tax policy bodies. Canada
often aligns with G7/G20 initiatives and OECD standards. The U.S., while sometimes charting its own
path, engages via the Inclusive Framework. We saw this in Pillar Two negotiations — the G7 statement
resolving U.S. concerns was a product of diplomacy (Source: canada.ca)(Source: canada.ca). Going
forward, the U.S. re-engaging or not in Pillar One will heavily influence Canada’s actions (e.g.,
whether Canada actually enforces DST or suspends it). The two countries will likely continue to
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collaborate in finding a compromise that avoids trade disputes. The G7 explicitly noted that working
together on Pillar Two would facilitate “a constructive dialogue on the taxation of the digital
economy” and respect tax sovereignty (Source: canada.ca). So, one near-future direction is
hammering out a stable framework for digital economy taxes to replace unilateral DSTs.

e Environmental and Other Emerging Tax Areas: Tax cooperation might extend to areas like carbon
taxation. While not directly corporate income tax, both governments coordinate on climate policy. If,
for example, one implemented a carbon border adjustment mechanism (CBAM), they would discuss
how to ensure it's not seen as a tariff. On a different note, Bitcoin/cryptocurrency taxation data
sharing might become a topic - the IRS and CRA could share info on crypto asset holdings, given
the global push for transparency in that area (the OECD is developing Crypto-Asset Reporting
Framework, which Canada will likely adopt, and possibly the U.S. too).

¢ Resolving Outstanding Issues: One issue in the treaty that has caused friction is the U.S. “saving
clause” — which means the U.S. can tax Canadian residents if they're U.S. citizens. Canada has many
dual citizens; while the treaty can't fully override U.S. citizenship taxation, Canada has resisted
helping enforce it (e.g., Canada will not assist in collection of purely U.S. tax debts of Canadian
citizens (Source: canada.ca)). Some advocates argue for relief for dual citizens (like an automatic
treaty exemption for certain Canadian-source income of U.S. citizens in Canada to avoid double
filing). Although not on the immediate agenda, such issues are raised in public forums and may one
day see policy tweaks or at least administrative easing (the U.S. did raise estate tax exemption for
Canadian residents via treaty in the past, etc., to remedy issues).

e Continuous Treaty Improvement: Over time, expect the U.S.-Canada treaty to be refreshed to
reflect modern norms:

o Possibly incorporating an OECD-style principal purpose test (PPT) in addition or instead of the
detailed LOB, if the U.S. ever signs the MLI or bilateral protocol. (However, the U.S. generally
prefers LOB over PPT).

o Capital gains provisions might be updated (for instance, to cover indirect sales of Canadian
real property-rich entities by U.S. residents, something Canada now addresses domestically with
withholding).

o Arbitration scope might even be expanded (currently it's mainly for specific issues; they could
allow broader tax issue arbitration if that proves effective).

o Considering removal of withholding on cross-border royalties entirely — some newer treaties
have eliminated most royalty WHT. The U.S.-Canada treaty still has up to 10%. If both economies
decide that free flow of IP payments is beneficial, they might cut that (especially as both worry
about competitiveness in tech sectors).
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o Non-discrimination article enforcement — ensuring that, say, a Canadian company’s U.S. branch
isn't overtaxed relative to U.S. companies (the treaty has a non-discrimination article, but
sometimes subtle things slip through; periodic review ensures compliance).

e Domestic Law Changes Coordination: When one country makes a big tax law change, it can affect
the other. For example, if the U.S. were to switch to a territorial system or significantly raise/lower
corporate rates, Canada would feel competitive pressure. In 2018, the U.S. rate cut to 21% was met
in Canada with some concern, though Canada did not cut its rates but introduced accelerated
depreciation to spur investment. If future U.S. legislation (perhaps in 2026, given current law where
some TCJA provisions phase out) alters the international tax landscape (like implementing SHIELD -
Stopping Harmful Inversions and Ending Low-tax Developments, which was a proposed alternative to
BEAT aligned with Pillar Two), Canada will assess and respond. Both Finance Canada and the U.S.

Treasury keep open lines to discuss such shifts to avoid unintended double taxation or loopholes.

¢ Conclusion and Outlook: The trajectory is towards more integration and cooperation. The two tax
authorities are not adversaries; they act more like partners in administering two systems that often
tax the same taxpayers. This partnership is seen in frequent competent authority meetings resolving
cases, joint statements like the G7 tax agreement, and shared commitments to OECD standards
(Source: canada.ca)(Source: canada.ca). There can be, however, flashpoints (like the DST saga)
where national interests clash. Yet even that was addressed through dialogue. For businesses, the
expectation should be greater certainty but also less arbitrage: certainty from mechanisms like
arbitration and APA, but less arbitrage as both nations implement aligned anti-avoidance rules and
minimum taxes.

As we move forward, multinational companies in Canada and the U.S. should prepare for a world where
global tax reforms (like Pillar One and Two) become reality. They should engage with policymakers
(through industry groups) to ensure these rules are implemented smoothly and fairly. On the bilateral
level, continuing to update the U.S.-Canada treaty will be important - it's one of the oldest U.S.
treaties still in force (1980 base text) and while it's been updated five times, the last major update was
over a decade ago. Issues like the digital economy, modern financial instruments, and changes in
business models warrant a fresh look. A potential Sixth Protocol in coming years could emerge once the
global dust settles, possibly codifying the outcome of Pillar One (if the U.S. agrees) or further reducing
withholding taxes to facilitate investment.

In sum, the U.S. and Canada are likely to deepen their tax cooperation, maintaining the balance of
protecting each country’'s revenue while fostering the enormous cross-border economic activity.
Stakeholders — from tax advisors to corporate finance teams — should stay informed through authoritative
guidance from the IRS, CRA, Finance Canada, etc., as new rules roll out. The high degree of mutual
respect and collaboration between the two tax administrations bodes well for resolving future challenges
in a way that provides stability and fairness for taxpayers in both countries.
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e Wikipedia entry on Canada-U.S. FATCA agreement — notes on reciprocal exchange and scale of data
sharing (number of U.S. persons in Canada) (Source: en.wikipedia.org)(Source: en.wikipedia.org).

These sources and examples illustrate the detailed mechanisms of U.S.-Canada corporate taxation and
underscore the importance of staying current with both treaty provisions and legislative developments
in this continuously evolving field. The year 2025 finds the bilateral tax system at a high watermark of
cooperation, poised to tackle new challenges through both bilateral and multilateral initiatives.
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