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Due to the Canadian-U.S. dollar

exchange rate, many Canadian
companies are viewing the U.S. as
an attractive market for their prod-
ucts. As these Canadian companies

_cross the U.S. border, they will face

some new tax issues. This article
surveys the U.S. rules of interna-
tional taxation encompassing these
tax 1ssues, which will often involve

_looking at the Canada-United

States Income Tax Convention of
1980 as amended (“the treaty”).!

Let us assume that a Canadian
manufacturer, CanCo, has nomi-
nal exports to the U.S., but wants
to expand U.S. sales. The U.S. ex-
pansion will replicate CanCo’s
Canadian distribution centre,
which includes a sales office.
CanCo will periodically detail a
few Canadian sales persons and
quality control specialists for ap-
proximately six months to ensure
the proper functioning of
CanCo’s unique distribution soft-
ware used at the U.S. distribution
centre. When the U.S. operations
become profitable, CanCo expects
to repatriate cash.

CanCo will have to deal with the".

following major issues: -

m Should CanCo structure its ex-
pansion into the U.S. through
a branch or a subsidiary?

m What kind of exposure does
CanCo have to state taxes?

B What are the U.S. tax conse-
quences to the Canadian em-
ployees working in the U.S.?

Structure 1n the U.S.

CanCo has the choice of operat-
ing the distribution centre as a
U.S. subsidiary (“USSub”) or as a
branch of CanCo in the U.S.
There are several differences be-
tween the two types of organiza-
tions. Even if CanCo forms a lim-
ited liability company (“LLC”) in
the U.S., CanCo will have to
choose whether it will treat LLC
as a USSub or branch for tax pur- -
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poses under the entity classifica-
tion regulations.?

U.S. SUBSIDIARY
A USSub of CanCo would incur

corporate income tax at rates rang-
ing from 15 to 35 percent.’ CanCo
and USSub must allocate a pro-
portional basis of CanCo’s general
and administrative expenses to re-
duce USSub’s income. USSub can
deduct payments to CanCo for roy-
alties and interest, which are sub-
ject to a 10 percent withholding tax,*
and management fees, which do
not incur a withholding tax?
USSub should incur a five percent
withholding tax when repatriating
a cash dividend to CanCo.* CanCo

should treat any dividend received

as a return of excess surplus in
Canada that should not generate any
additional Canadian tax liability or

. foreign tax credits.’
Because USSub is subject to U.S.

taxation, CanCo will want to place .

all U.S. activities in USSub to avoid
inadvertent treatment of CanCo as
a U.S. permanent establishment. A
permanent establishment that earns
effectively connected income in the
US. would incur U.S. tax in addi-
tion to the U.S. tax.that USSub
would already be paying.

Under the treaty, a permanent
establishment is a fixed place of
business through which a foreign
business conducts its local opera-
tions.® If CanCo were to operate
the distribution centre and sales
office as a branch, CanCo would
obviously have a permanent estab-
lishment due to its fixed place of
business, which this article will
discuss later.

But if CanCo operates in the
U.S. through a USSub, a perma-
nent establishment may inadvert-
ently result from the activities of
CanCo employees in the U.S. For
example, because the treaty states
that an office constitutes a per-

manent establishment, CanCo
will want to avoid having any of
its employees use the sales office
at the U.S. distribution centre.’
The treaty does exempt a mere
warehouse, without any other type
of activities, from treatment as a
permanent establishment.'®

An inadvertent permanent es-
tablishment may also result from
CanCo giving its CanCo employ-
ees operating in the U.S. the con-
tracting authority of an agent."
Under the agency test, a depen-
dent agent of CanCo may con-
stitute a permanent establish-
ment - if

TAXES

other for tangible property, intan-
gible property, services and loans.
Transfer pricing receives substan-
tial scrutiny from the IRS’s inter-
national examiners, who may im-
pose additional tax and a 20 to
40 percent penalty if the prices
are not at arm’s length." The best
way to avoid a transfer pricing ad-
justment when audited and to
avoid a penalty is to document
the pricing practices as required
by the regulations®® or to enter-
into an advance pricing agree-
ment.' In our hypothetical situa-
tion, intercompany transactions

the agent

has the _

authority THE BEST WAY TO AVOID A TRANSFER
to con-  PRICING ADJUSTMENT WHEN AUDITED
T AND TO AVOID A PENALTY IS TO
CanCoin DOCUMENT THE PRICING PRACTICES AS
the U.S. REQUIRED BY THE REGULATIONS OR TO
;‘ne‘i‘lt t}}ll: ENTER INTO AN ADVANCE PRICING
bgitually AGREEMENT.

exercises

that au-

thority. Although the treaty does
not define habitual exercise, the
exercise of authority to negoti-
ate and enter into contracts once
or twice is probably habitual. The

more the employee exercises this -

authority, the more likely the IRS
would deem it habitual.

CanCo should not have an in-
advertent permanent establish-
ment from its employees’ involve-
ment in the construction of the
U.S. distribution centre provided
that the construction activity lasts
less than one year."

In addition to avoiding an in-

“advertent permanent establish-

ment, CanCo should ensure that
USSub does not have any trans-
fer pricing exposure.”® Transfer
pricing refers to the price that re-
lated corporations charge each

could arise from the sale of goods,
the transfer of technology, the
provision of services or construc-
tive loans based on generous pay-
ment terms."”’

BRANCH

Assuming that the operations of
CanCo’s U.S. branch constitute a
permanent establishment, the ef-
fectively connected income® gen-
erated would similarly incur fed-
eral tax at rates ranging from 15
to 35 percent.” The branch can
take deductions appropriate to the
taxed activities, which include gen-
eral and administrative expenses
calculated on a proportional basis
between the branch and its CanCo
headquarters, assuming that the
branch can show it has benefited
from these expenditures.” A dis-
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advantage is that the branch, as a

non-corporate entity, cannot de-

duct payments for royalties, man-
agement fees or interest to its

CanCo headquarters.

In lieu of withholding on a divi-
dend, the IRS imposes a complex
system of branch taxation on three
separate tax bases:

1. Profits from CanCo’s branch
operations that are deemed re-
patriated from the U.S. under
the branch profits tax rules;*

2. Interest deemed paid by the
branch to foreign lenders;?
and .

3. Excess interest that is
apportionable to effectively
connected income of CanCo
but not deemed paid by the
branch.?

The IRS imposes the branch
profits tax, the most relevant of
the three, on a branch’s U.S. earn-
ings that are deemed repatriated
to Canada. The branch profits tax
is designed to approximate the

five percent treaty rate** and is in
addition to the regular U.S. corpo-
rate income tax on the effectively
connected income. The treaty fur-
ther provides for an exclusion from
branch profit tax on the first
$500,000 (Canadian) of a branch’s
effectively connected income.

Although CanCo’s branch will
incur both U.S. taxes on the
branch’s effectively connected in-
come and Canadian tax, Revenue
Canada permits a foreign tax
credit to reduce a portion of the
Canadian tax®

If CanCo expects the U.S. op-_
erations to lose money the first few

years, a branch would permit the
U.S. losses to reduce CanCo’s Ca-
nadian taxable income.

State Tax Issues

Because states, counties and mu-
nicipalities are not parties to the
treaty, some states do not respect
the treaty. As a result, CanCo may

be exempt

BECAUSE STATES, COUNTIES AND
MUNICIPALITIES ARE NOT PARTIES TO
THE TREATY, SOME STATES DO NOT
RESPECT THE TREATY.

from U.S. fed-
eral tax pursu-
ant to various
treaty provi-
sions, but sub-
ject to various
state taxes. Al-
though a re-

U.S. withholding tax imposed on
a U.S. subsidiary for dividends to
its foreign shareholders. Because
the repatriation of branch profits
does not involve actual remit-
tances, CanCo would have to seg-
regate its U.S. branch’s earnings
from other earnings.

More specifically, the branch
profits tax applies to after-tax earn-
ings that are effectively connected
to CanCo’s U.S. operations to the
extent CanCo does not reinvest
those earnings in the U.S. The IRS
imposes the branch profits tax ata

view of each
state’s respect of the treaty
is beyond the scope of this article,
CanCo should know it may have
some state tax exposure.

STATE INCOME TAX

The state of USSub’s incorpora-
tion can tax USSub even if USSub
does not conduct any business
there. If USSub has activities in
most states, the tax professional
should consider the states of Ne-
vada. or Delaware due to their
minimal reporting requirements
and tax. USSub can incorporate

in either state even if USSub or--
ganizes its distribution centre else-
where (i.e., distribution centre 1s
in Wisconsin).

When a corporation earns in-
come from business activities
sourced in states outside the state
of incorporation, the source states
will use their apportionment fac-
tors to tax a portion of the
corporation’s income. However,
there must be a sufficient contact
or nexus with a particular state be-
fore the state can impose a tax.
USSub would still have to file tax -
returns in the state where the dis-
tribution centre is located because
the distribution centre would likely
constitute nexus.

" In addition to a state income tax,
many states have a franchise (or capi-
tal-based) tax that applies if the cor-
poration has royalties in the state.

STATE SALES AND USE TAX

Generally imposed on the ultimate
consumer, state sales tax applies
to the transfer of property (goods)
and/or selected services at retail.
The burden of proving that the tax .
does not apply lies with the seller -
unless the seller receives a certifi-
cate of exemption from the pur-
chaser. The most common exemp-
tion is for non-retail sales because
the policy of the sales tax is to tax
the ultimate consumer on a retail
sale. When goods are sold and the
purchaser intends to resell the
property, the sale is an exempt re-
sale sale and not a retail sale.

A state may impose sales tax on -
intrastate sales and not interstate
sales. All states that levy a sales tax
also levy a use tax, which is an

* excise tax imposed on using, stor-

ing or consuming goods in a state.
The primary purpose of the use
tax is to protect in-state merchants
from the competition of out-of-
state sellers whose sales do not bear
sales tax. Although sellers pass-on -



the sales and use tax to the ulti-
mate consumer, the sellers usually
collect and remit the tax.

As with state income taxation,
an out-of-state company must
have nexus to incur liability for a
state’s sales or use tax. If a busi-
ness does not have nexus with a
state, then the responsibility for
collecting and remitting the sales
or use tax reverts to the purchaser.
However, if the business has
nexus, which varies by state, the
business must collect and remit
sales tax.

U.S. Téxation of
Canadian Individuals

in the U.S.

The Canadian individuals who
work for CanCo will be concerned
about any exposure to a U.S. fed-
eral tax liability from their assign-
ment to the U.S. distribution cen-
tre. A Canadian individual’s U.S.
federal tax liability depends on
two levels of inquiry. First, is the
individual ‘a U.S. ctizen or resi-
dent? Second, if the individual is
a nonresident alien in the U.S.,
does the treaty exempt the indi-
vidual from taxation?

The U.S. taxes its U.S. citizens
or residents on their worldwide in-
come.® Assuming that the Cana-
dian individuals are not U.S. citi-
zens, U.S. taxation on worldwide
income will still occur if they are
residents under both the Internal
Revenue Code” and the treaty.?®

Nonresident aliens are individu-
als that are not U.S. citizens and
have failed to meet the residency
requirements.” If the individuals
are nonresident aliens, the treaty
determines their tax exposure.

Under Article XV of the treaty,
salaries, wages and other similar
remuneration earned by the Cana-
dians for services performed in the

U.S. do not incur U.S. tax if one

of the following occurs:

1. the compensation paid in the
calendar year is less than U.S.
$10,000, or

2. the employee is present in the -

U.S. for less than 183 days
during the year and the com-
pensation is not borne by a
U.S. employer (a U.S. subsid-
lary or branch).

If the individual meets one of
these alternatives, no U.S. tax is
due on the compensation. Al-
though the first alternative (the
$10,000 alternative) is simple,
the second alternative merits fur-
ther discussion. :

Under the second alternative,
if the Canadians are in the U.S.
for less than 183 days,® their U.S.
taxation depends on whether
they are employees of either a
U.S. embployer (USSub or
branch) or of CanCo. If the Ca-
nadians are employees of
CanCo, they do not have a U.S.

~tax liability and should file a

Form -

1040NR

TAXES

on all remuneration paid. In ad-
dition, the employer must pay-
their portion of the social secu-
rity tax. For 1999, a rate of 6.2 per-
cent applies to the first $72,600 of
compensation for the old-age, sur-
vivors and disability insurance
portion (“OASDI”) for both em--
ployee and employer. The Medi-
care rate of 2.9 percent applies to
all compensation.™ ‘

The U.S. has a totalization
agreement with Canada that can
eliminate the U.S. social security
tax for the first five years a Cana-
dian works in the U.S.* To ob-
tain the exemption, the employer
must transfer the employee to a
U.S. location and receive a cer-
tificate of coverage from Revenue
Canada. Because the Canadian
social insurance rates are not as
high as the U.S.’s, this-exemption
could save the-employer a sub-
stantial amount of tax.

Please note that the federal tax
treatment of CanCo’s U.S. op-
erations and these Canadian in-

that dis-
closes the
treaty po-
sition
and re-
ports the
excluded
amount.!

But if the

THE U.S. HAS A TOTALIZATION
AGREEMENT WITH CANADA THAT CAN
ELIMINATE THE U.S. SOCIAL SECURITY

TAX FOR THE FIRST FIVE YEARS A

CANADIAN WORKS IN THE U.S.

Canadi-
ans are employees of either
USSub or branch, they have a
U.S. tax liability, which requires
withholding of 30 percent of
their compensation,* the filing
of a Form 1040NR with limited
deductions and exemptions®
and possible liability for the
U.S.’s social security system.
U.S. Employers must withhold
and remit the employee portion
of the social security tax (“FICA”)

dividuals are at odds. If the Ca-
nadian individuals are employ-
ees of either USSub or branch,
CanCo avoids any inadvertent
permanent establishment status
as described above. But for the
individuals to avoid U.S. tax,
CanCo must employ them,
which may result in CanCo hav-
ing an inadvertent permanent
establishment that the U.S.
can tax.
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The Canadian employees also
may be liable for state income
taxes depending on the respect the
various states provide the treaty.

Conclusion

When expanding into the U.S,,
CanCo faces several key tax issues.
First, CanCo must decide whether
to operate as a subsidiary or a
branch. Second, CanCo will try to
minimize the burden of a variety of
state taxes. Finally, CanCo will want
to minimize the tax burden on its
Canadian personnel in the U.S.
The federal tax impact of operat-
ing as a USSub or as a branch is
fairly comparable. If the sales are

purely U.S. sales, both will pay tax

at marginal rates of 15 to 35 percent
of their income while paying a five
percent tax on repatriation through
either the branch profits tax or with-
holding on dividends from USSub.

A branch will result in several ad-
ministrative inconveniences, such as
accounting for all the branch taxes,
while a subsidiary will require a re-
view of transfer pricing.

With respect to state taxes, if
CanCo decides to operate in the U.S.
through a USSub, USSub will in-
cur income tax in the state of in-
corporation. If USSub or CanCo
has sufficient nexus in other states,
those other states may impose tax
based on their apportionment rules.
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Most states have a sales and use tax
for which the U.S. activities may
create nexus, resulting in registration
to collect and remit the tax, unless a
specific exemption applies.

Assuming that the Canadian em-
ployees are nonresident aliens in the
U.S., they will incur tax on their
U.S. source income unless the em-
ployees are in the U.S. for less than
183 days and CanCo bears the cost.
The U.S-Canada totalization agree-
ment on social security may exempt-
the Canadian employees from any
U.S. social security tax.

Despite the presence of these new
issues, prudent planning will enable
the tax professional to provide for
an efficient U.S. operation.
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