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368(a)(1)(B) and also receives tax deferred treatment in Canada under LT.A.
section 85.1. The transaction is subject to tax under Article XII(1) of the
Treaty.

Result: Relief from double taxation is potentially available under
Article XIII(8). Assistance may be sought from the Canadian Competent
Authority.

2. Mexico-Canada Treaty

Canadian Corporation X holds only real property situated in Mexico. The
shareholders of Corporation X exchange all of their Corporation X stock solely
for voting stock of Corporation Y. Corporation Y is a Mexican Corporation
which owns 100% of Corporation X immediately after the exchange. The
share exchange qualifies as a tax deferred reorganization under IT.A.
section 85.1. The transaction is subject to tax under Article XIII(1) of the
Treaty.

Result:  Relief from double taxation is potentially available under
Article XII(5) of the Treaty. Assistance must be sought from the
Mexican Competent Authority. Although there is no automatic tax deferral
on an exchange of shares by a Mexican corporation, a ruling may be
sought from the Mexican Ministry of Finance that the transfer occur attax
cost.

3. United States-Mexico Treaty

United States Corporation X holds only real property situated in
Mexico. The shareholders of United States Corporation X transfer all of
their Corporation X stock solely for voting stock of United States
Corporation Y. Corporation Y is a United States Corporation which owns
100% of Corporation X immediately after the exchange. The stock
exchange qualifies as a tax deferred reorganization under LR.C. section
368(a)(1)(B). The transaction is subject to tax under Article XIII(1) of the
Treaty.

Result: No treaty relief is available, thus, potential double taxation. The
United States taxpayer may wish to seek assistance from the U.S. Competent
Authority.

B. Article XIII(2) or (3) Liability: Transfers of Personal Property Which is
or Forms a Part of a Permanent Establishment or a Fixed Base

Example 5: Corporation X resident in Country A conducts business through a
branch situated in Country B. Corporation X transfers the branch assets to newly
organized Corporation Y resident in Country A in exchange for all of the
Corporation Y stock.
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3. United States

1. Canada-United States Treaty

A United States Corporation conducts business through a Canadian branch.
The United States Corporation transfers the branch assets to a newly organized
United States Corporation Y in exchange for all of the corporation Y stock.
LR.C. section 351 provides for nonrecognition on the transfer of the branch
assets. The transaction will receive rollover treatment if the newly formed
corporation was a taxable Canadian corporation. Nevertheless, the transfer of the
branch assets will be taxable in Canada under Article XIII(2) of the Treaty.

Result: Relief from double taxation is potentially available under Article
XIII(8). Assistance may be sought from the Canadian Competent Authority.

2. Mexico-Canada Treaty

A Canadian corporation conducts business through a Mexican branch. The
Canadian corporation transfers the branch assets to a newly organized Canadian
Corporation Y in exchange for all of the Corporation Y shares. The transaction
will receive rollover treatment in Canada if the newly formed corporation were
a taxable Canadian corporation. Nevertheless, the transfer of the branch assets
will be taxable in Mexico under Article XITI(2) of the Treaty.
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Result: No Competent Authority relief will likely be granted under Article
XTI(5) since this transaction is taxable to a Mexican transferor transferring assets
to a Mexican corporation.

3. United States-Mexico Tax Treaty

A United States corporation conducts business through a Mexican branch.
The United States corporation transfers the branch assets to a newly organized
United States corporation Y in exchange for all of the corporation stock. LR.C.
section 351 provides for nonrecognition on the transfer of the branch assets.
Nevertheless, the transfer of the branch assets will be taxable in Mexico under
Article XIII3) of the Treaty.

Result: No treaty relief will be granted. The United States taxpayer may
seek assistance from the U.S. Competent Authority.

Example 6: Corporation X and Corporation Y are unrelated corporations
resident in Country A and both carry on a oil and gas operations situated in
country B through a branch. Corporation X and Corporation Y consolidate to
form new Corporation Z resident in Country A.

| X corp | Country A

branch branch 1. United States
X y 2. Canada

3. Mexico

ZCorp
(new)

Border

Country B

1. Canada
2. Mexico
3. United States

Branch

1. Canada-United States Tax Treaty

Both United States Corporation X and United States Corporation Y carry on
oil and gas operations in Canada through a branch. United States Corporation
X and United States Corporation Y consolidate to form new United States
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Corporation Z. The consolidation is tax deferred under LR.C. section
368(a)(1)(A). If taxable Canadian corporations were involved, the transaction
qualifies as an amalgamation under L.T.A. subsection 87(1). Nevertheless, the
transfers of the branch assets will be subject to tax in Canada under Article
XIII(2) of the Treaty. In this situation, both predecessor corporations would
have to seek LT.A. section 115.1 relief.

Result: Relief from double taxation is potentially available under Article
XII(8). Assistance may be sought from the Canadian Competent Authority.

2. Mexico-Canada Tax Treaty

Both Canadian Corporation X and Canadian Corporation Y carry on oil and
gas operations in Mexico through a branch. Canadian Corporation X and
Canadian Corporation Y consolidate to form new Canadian Corporation Z. If
taxable Canadian corporations were involved, the transaction will qualify as an
amalgamation under L.T.A. subsection 87(1). The transfers of the branch assets
will be subject to tax in Mexico under Article XIII(2) of the Treaty. In this
situation, both predecessor corporations will have to seek treaty relief.

Result: Competent Authority relief is available under Article XIII(5) of the
Treaty. Assistance may be sought from the Mexican Competent Authority.

3. United States-Mexico Tax Treaty

Both United States Corporation X and United States Corporation Y carry on
oil and gas operations in Mexico through a branch. United States Corporation
X and United States Corporation Y consolidate to form new United States
Corporation Z. The consolidation will be tax deferred under LR.C. section
368(a)(1)(A). The transfers of the branch assets will be subject to tax in Mexico
under Article XIII(3) of the Treaty.

Result: Relief from double taxation will not be granted.

D. Other Transactions

The above transactions illustrate some of the more common circumstances
in which double taxation may occur in the course of a corporate reorganization.
Additional situations exist in which tax liability may arise for one but not another
NAFTA treaty partner. For example, the Canadian treaties with both the United
States and Mexico allow for Competent Authority relief in the case of a
corporate division; however, no such relief is provided in the U.S. Treaty with
Mexico. United States taxpayers may also be taxable upon the disposition of
shares in an unlisted Mexican corporation in which they hold a 25% or greater
interest unless the transfer is to a United States corporation with which it files
a consolidated return. There is no tax liability under these circumstancesin the
treaties between Canada and Mexico and Canada and the United States regardless
of whether the transferor and transferee corporations file consolidated returns.
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Finally, the Canada-U.S. Treaty envisions treaty relief if business reorganization
involves entities other than corporations. Thus, there is the potential for treaty
relief for partnerships, joint ventures and trusts involved in such reorganization.
This extended relief is not available under either the Canadian or United Staes
treaties with Mexico.

VII. COMPETENT AUTHORITY

Relief from double taxation under a tax treaty must be sought through the
Competent Authority. All of the tax treaties signed among the NAFTA countries
contain a provision establishing a Mutual Agreement Procedure. This procedure
is the umbrella for a number of important aspects of taxpayer relief. For
example, under the Mutual Agreement Procedure, if a taxpayer believes the
actions of one or both of the contracting states will result in taxation not in
accordance with the provisions of the treaty, the taxpayer may present the case
in writing to the Competent Authority of the state in which the taxpayer is a
resident or national.’®! If relief appears to be justified and the contracting state
of residency cannot arrive at a satisfactory solution, the Competent Authorities
of both contracting states will attempt to resolve the case by mutual agree-
ment.!”? In addition to attempting to resolve disputes arising as to the interpre-
tation or application of a provision in a tax treaty, the Competent Authorities of
the contracting states may consult together regarding disputes not provided in the
various Conventions.!® The Mutual Agreement Procedures of the Canada-U.S.

101. Canada-U.S. Treaty, supra note 4, art. XXVI(1); Mexico-Canada Treaty, supra note 2, art.
XXIV(1); U.S.-Mexico Treaty, supra note 3, art. XXVI(1).

102. Canada-U.S. Treaty, supra note 4, art. XXVI(2); Mexico-Canada Treaty, supranote 2, art.
XXIV(2); U.S.-Mexico Treaty, supranote 3, art. XXVI(2). The Canada-U.S. Treaty provides further
that the agreement reached will be implemented notwithstanding any time limitations in the domestic
laws of the contracting states, provided that the Competent Authority of the contracting state of
nonresidency receives notification of the existence of the case within six years from the end of the
taxable year to which the case relates. Canada-U.S. Treaty, supra note 4, art. XXVI(2). The
Mexico-Canada Treaty prohibits income adjustments by the other contracting state after five years
from the end of the taxable period to which the income relates. See Mexico-Canada Treaty, supra
note 2, art. XXIV(3). Under the Treaty between the United States and Mexico, the Competent
Authority of the contracting state of nonresidency must be notified of the case within four and a half
years from the due date or the date of filing of the retum in the nonresidency state, whichever is
later. Any agreement reached will be implemented within ten years from the due date or filing of
the return, whichever is later, or longer if permitted by the domestic law of the nonresidency State.
U.S.-Mexico Treaty, supra note 3, art. XXVI(2).

103. Article XXVI(3) of the Canada-U.S. Treaty expressly authorizes the Competent
Authorities to agree on certain designated topics. The Treaty also states that the Canadian
and U.S. Competent Authorities may consult one another regarding the elimination of double
taxation in cases not provided for within the Convention. Canada-U.S. Treaty, supra note
4, art. XXVI(3). Article XXVI(3) of the US.-Mexico Treaty merely authorizes the
Competent Authorities to consult together conceming cases not provided for in the Treaty.
See U.S.-Mexico Treaty, supra note 3. Similarly, Article XXIV(4) of the Mexico-Canada
Treaty provides for resolution by mutual agreement of any difficulties or doubts arising as
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Treaty and the U.S.-Mexico Treaty also contain binding arbitration provisions if
a dispute cannot be resolved.'®

The availability of Competent Authority assistance is not limited to the
situations stated in the treaty articles establishing the Mutual Agreement
Procedures. Authority to grant relief may be specially provided in other
provisions of a treaty. For example, Article XIII(8) of the Canada-U.S. Treaty
permits taxpayers to request deferment of profit, gain or income with respect to
property alienated in the course of a corporation or other organization,
reorganization, amalgamation, division or similar transaction in order to avoid
double taxation.'”® Article XII(5) of the Mexico-Canada Treaty permits a
deferral with respect to gains on the alienation of shares on an amalgamation,
reorganization or division.'® These provisions are disparate from the typical
Mutual Agreement Procedure in that tax relief is sought from the Competent
Authority of the nonresident, and not the resident, contracting state.

A. Canadian Competent Authority

The Canadian Competent Authority procedure and the potential for relief
from double taxation is a concern to both United States and Mexican taxpayers
holding Canadian assets. In the case of Canada, the term “Competent Authority”
means the Minister of National Revenue or his representative.'” The general
Mutual Agreement Procedure provisions of the Canada-U.S. Treaty and the
Mexico-Canada Treaty provide a resident taxpayer the means of avoiding
taxation that is contrary to the provisions of those treaties.'® In contrast,
Article XIII(8) of the Canada-U.S. Treaty provides a nonresident the means of
avoiding double taxation by allowing the nonresident taxpayer to request
deferment of profit, gain or income properly taxed by the nonresident state under
the Treaty, if a nonrecognition provision would have deferred taxation under the
tax laws of the country of residence.'® In fact, the Canadian Competent
Authority will not grant relief to a United States resident under Axrticle XIII(8)
without receiving written confirmation from the U.S. Competent Authority of
nonrecognition under United States tax laws.'"® Article XII(5) of the Mexico-

to the interpretation or application of the Treaty. See Mexico-Canada Treaty, supra note 2.

104. Canada-U.S. Treaty, supra note 4, art. XXVI(6); U.S.-Mexico Treaty, supra note 3, art.
XXVI(S). Both Competent Authorities and the taxpayer must agree to submit the dispute to
arbitration and the taxpayer must agree in writing to be bound by the decision of the arbitration
board. Id.

105. Canada-U.S. Treaty, supra note 4.

106. Mexico-Canada Treaty, supra note 2.

107. Canada-U.S. Treaty, supra note 4, art. I1[(1)(g); Mexico-Canada Treaty, supra note 2, art.
HI(EXD).

108. Canada-U.S. Treaty, supra note 4, art. XXVI(1); Mexico-Canada Treaty, supranote 2, art.
XX1V(2).

109. Canada-U.S. Treaty, supra note 4, art. XIII(8).

110. Revenue Canada Round Table (1995) Q. 16(2).
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Canada Treaty provides an opportunity for relief on a corporate amalgamation,

division or reorganization involving an exchange of shares where profit, income

or gain is mot recognized in the State of residence but is taxable in the

nonresident State. This is the case in an amalgamation, division or spinoff
involving Mexican corporations which own Canadian assets that are taxable .
under the Mexico-Canada Treaty."" As is the case with United States taxpay-

ers, confirmation of non-taxability in Mexico must be provided to the Canadian

Competent Authority before treaty relief will be provided.

Although the Canada-U.S. Treaty refers specifically to relief from double
taxation, this language is not present in the wording of the Canadian Treaty with
Mexico, leaving one to speculate whether relief is available in additional
circumstances, for example, to preserve losses for later use. From discussions
with the Canadian Competent Authority, however, it is unlikely that treaty relief
under this provision, which is totally discretionary, would be made available
other than to avoid double taxation and then only where it is clear that Canada’s
right to tax the gain in future will not be compromised.

LT.A. section 115.1'? implements the tax treaty’s relief provisions.'”®

111.  Mexico-Canada Treaty, supra note 2.

112.  Effective for years commencing after 1984, Section 115.1 of the L.T.A. gave effect to relief
provisions contained in tax treaties prescribed in regulation 7400. Prior to the replacement of L.T.A.
section 115.1 and the repeal of regulation section 7400 in 1994, only Article XI1I(8) of the Canada-
U.S. Treaty and an identical provision contained in Article 13(6) of the Canada-Netherlands Treaty
were prescribed in the regulations. LT.A. section 115.1 provided that, with respect to the alienation
of capital property, the amount agreed upon by the vendor, the purchaser and the Minister is deemed
to be the vendor’s proceeds of disposition and the purchaser’s cost of the property. This section also
contained detailed rules with regard to the tax treatment provided depreciable capital property of a
prescribed class, Canadian resource property, foreign source property, eligible capital property and
inventory. LT.A. section 115.1 contained two prerequisites to the deferral of taxation. First, the
Minister of National Revenue must have agreed to the deferral pursuant to a prescribed tax treaty.
Second, the nonresident vendor and the purchaser must have jointly elected in prescribed form T2024
and within the prescribed time in accordance with terms and conditions required by the Minister.
In 1994, a new LT.A. section 115.1 was substituted and a new procedure for review was initiated.
LT.A. section 115.1 now provides that where the Minister of National Revenue and a taxpayer enter
into an agreement under a provision of a tax treaty with another country that has the force of law in
Canada, the terms and conditions of such agreement will govern the taxation of the taxpayer
notwithstanding the provisions of the LT.A. that would otherwise apply. This broad and generally
worded section was intended to continue the provisions prior applications and to extend the relief to
a broader range of transactions, including proposed transactions. Revenue Canada Technical Notes,
June 1992.

113.  There are no specific procedures for seeking relief under I.T.A. section 115.1. However,
Revenue Canada has issued Information Circular 71-17R4. 1995-06-02 C.T.S. 1054, “Requests for
Competent Authority Consideration Under Mutual Agreement Procedures in Income Tax
Conventions,” IC-71-17R4 (May 12, 1995). The Circular provides the procedures to assist
individuals, corporations, or any other persons subject to Canadian income taxes who seek assistance
from the Canadian Competent Authority under the general Mutual Agreement Procedures contained
in Canadian international tax treaties. Thus, the Circular is written from the perspective of a
Canadian resident taxpayer making a request for assistance from the Canadian Competent Authority.
Nevertheless, the United States taxpayers seeking relief under Article XIII(8) of the Canada-U.S.



1998] CATHERINE BROWN & CHRISTINE MANOLAKAS 293

The Competent Authority of Canada has granted L.T.A. section 115.1 relief
under Article XIII(8) of the Canada-U.S. Treaty in only limited circum-
stances'™ and to date has not provided relief under Article XII(5) of
the Mexico-Canada Treaty. Relief is most often granted for transactions
which do not result in the economic realization of proceeds from the
disposition. In addition, the transaction must potentially result in
nonrecognition in Canada as well as the resident country of the taxpayer
seeking Competent Authority relief. The transaction must otherwise satisfy
the requirements of the Canadian provision allowing for the deferment of
inclusion into income except for the problem of nonresidency. The
transaction must not be prohibited for nonresidents under a provision of
the Canadian tax law. Finally, the transaction cannot be contrary to the
spirit of the CanadianLT.A., nor can it be designed to evade Canadian
tax liability.'"

Perhaps the factor that generates the most denials of relief by the Canadian
Competent Authority is the concern that Canada may not be able to later
identify, or enforce, a claim against the deferred gain.'’® Other potential
reasons for the denial of relief are as follows:'"”

Treaty must follow the procedures outlined in the Circular. Rev. Proc. 98-21, L.R.B. 1998-8, 27, §
7 (amplifying Rev. Proc. 96-13, 1996-1 C.B. 616). The Circular will also provide a general
guideline to Mexican residents seeking Canadian Competent Authority assistance under Article
XII(5) of the Mexico-Canada Treaty.
114. Interpretation Bulletin IT-173R2 deals specifically with the Canadian tax treatment of gains
derived in Canada from the alienation of ptoperty by residents of the United States. With regards
to Article X111(8), IT-173R2 states:
To achieve such a deferral, the person or partnership who acquires that property and the
vendor must petition the Competent Authority in Canada to defer the taxation . ... If
the Canadian Competent Authority accedes to the request, and agreement must be entered
into between the Authority and the petitioners under which the deferral of taxation will
be in effect for such time and under such other conditions as are stipulated in the
agreement. Since the purpose of paragraph 8 of Article XIII of the 1980 Convention is
to avoid double taxation, relief will only be granted to the extent necessary to
avoid such double taxation. This provision is only applicable where alienation, in
“ the circumstances stated, result in a net gain (j.e. gains exceed losses). Such an agreement

may deal with (but is not restricted to) such matters as the vendor’s proceeds of
disposition and purchaser’s cost of property in Canada (e.g., as capital property).
Subsection 115.1(1) can apply to an agreement that concemns a completed or a proposed
transaction.

Interpretation Bulletin IT-173R2, “Capital Gains Derived in Canada by Residents of the United

States” (Jan. 30, 1989) (as revised by Special Release Feb. 12, 1996).

115. Revenue Canada Round Table 1995 Q. 16(2). See John A. Calderwood, The Competent
Authority Function: A Perspective From Revenue Canada, reprinted in Report of Proceedings of
the 44th Tax Conference, 1992 Conference Report (Canada Tax Foundation) 39:17 (1992).

116. Id. . See Derek T. Dalsin, Dispositions of Property by Non-Residents: Tax Deferral by
Ministerial Discretion, 39 Can. Tax J. 77, 85-86, 88 (1991).

117.  See generally C. Brown and C. Manolakas, Organizations, Reorganizations, Amalgama-
tions, Divisions and Dissolutions: Cross Border Assets, Double Taxation and Potential Relief Under
the U.S.-Canada Tax Treaty, 26 Ga. J. Int'l & Comp. L. 311 (1997).
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1. The tax deferral is specifically prohibited for nonresidents. For
example, the .T.A. does not permit the rollover of real property to a
corporation by a nonresident except in very limited circumstances.
Specifically, tax deferment will result only if the nonresident uses the
real property during the year in a business carried on in Canada.''®
Thus, if a United States or Mexican taxpayer who was not carrying on
business in Canada sought to transfer real property to a United States
or Mexican corporation, I.T.A. paragraph 85(1.1)(a) would specifically
prohibit the transfer on a tax deferred basis. In that case, relief will be
denied. :

2. The L.T.A. provides the nonresident the ability to defer recognition
of gain or income on the transaction. For example, although the I.T.A.
specifically prohibits the rollover of real property by nonresidents in
most circumstances, an electiverollover is available to nonresidents who
hold the property as capital property and who carry on business in
Canada during the year. In this case, no relief will be granted.'?

3. LT.A. section 115.1 relief will be granted only if the dispositions
described in the case of Article XIII(8) of the Canada-U.S. Treaty or
Article XIII(5) of the Mexico-Canada Treaty results in a net gain to the
nonresident taxpayer and only to the extent required to avoid double
taxation.'”® In addition, L.T.A. section 115.1 relief must be applied
consistently to all such dispositions that take place as part of a particular
transaction within the taxable period.'” A taxpayer camnot, for
example, realize losses and attempt to defer gains in the same transac-
tion.'”? In the case of the Canadian Competent Authority, net gain is
computed for Canadian, not United States or Mexican, tax purposes.
Thus, a nonresident taxpayer must experience a net gain under Canadian
tax law from the property alienated within the taxable period and all
such property transferred must be considered in the .T.A. section 115.1
relief request. Revenue Canada has indicated that the nonresident
taxpayer does not have to use carryover losses otherwise available in
computing net gain.'?

4, Before L.T.A. section 115.1 relief is sought, a taxpayer must verify
that nonrecognition is the tax result in the contracting state of resi-

118. LT.A. paragraph 85(1.1)(h).

119. See LT.A. paragraph 85(1.1)(h); I.T.A. subsection 88(1.2).

120. IT-173R2, supra note 114, at 6. Although the words “to avoid double taxation” are not
used in the treaty with Mexico, it is unlikely that relief would be provided if a gain did not occur
on the disposition.

121. Technical Explanation of Canada-U.S. Treaty, supra note 25, at 131.

122, o

123. Revenue Canada Round Table, supra note 110. See also Revenue Canada Round Table
(1990) Q. 34 (discussing Revenue Canada’s vies on whether taxpayers must avail themselves of the
replace property election in computing gain).
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dence,'® and that recognition is the tax result in Canada, the nonresi-
dent state where the alienation of property occurred. If it is determined
that deferment will result in both contracting states treaty relief is
clearly unnecessary.

5. Reliefunder I.T.A. section 115.1 on the alienation of property in a
transaction described in Article XIII(8) of the Canada-U.S. Treaty or
Article XIII(5) of the Mexico-Canada Treaty is available to a nonresi-
dent only if the transaction would result in deferral to a resident of
Canada in similar circumstances. LT.A. section 115.1 relief is not
intended to grant deferrals to nonresidents that would not otherwise be
available to Canadian residents. This restriction on the availability of
relief requires an understanding of when a deferral will or will not be
available under Canadian tax law.

The Canadian Competent Authority may impose conditions in the agreement
granting the deferment to assure the tracing of property. For example, the
acquirer of the property may have to report for a period of years to the Canadian
Competent Authority to guarantee continued ownership. If the ability of Canada
to enforce its tax claim under the 1.T.A. section 115.1 agreement is sufficiently
uncertain, LT.A. section 115.1 relief will not be granted. I.T.A. subsection
115.1(2) also places the acquirer in the same tax position as the original
transferor with regards to the property as a condition to subsequent relief under
LT.A. section 115.1 on the later disposition of the assets.'?

B. U.S. Competent Authority

The “U.S. Competent Authority” is defined in the Canada-U.S. Treaty and
the U.S.-Mexico Treaty as the Secretary of the Treasury or his delegate.'?
The Assistant Commissioner (International) acts as the U.S. Competent Authority
in administering the operative provisions of tax treaties. In interpreting and
applying the tax treaties, the Assistant Commissioner (Intemational) acts only
with the concurrence of the Associate Chief Counsel (International).'”” The

124, The U.S. Competent Authority will provide verification of nonrecognition treatment by the
United States upon request of the Canadian Competent Authority. The United States taxpayer may
request a private letter ruling to substantiate the claim of nonrecognition treatment. Even if not
requested, the U.S. Competent Authority may require the United States taxpayer obtain a private
letter ruling. Rev Proc. 98-21, supra note 113, § 4.04.

125. LT.A. subsection 115.1(2) states as follows:

Where rights and obligations under an agreement described in subsection (1) have been
transferred to another person with the concurrence of the Minister, that other person shall
be deemed, for the purpose of subsection (1), to have entered into the agreement with the
Minister.

126. Canada-U.S. Treaty, supra note 4, art. ll(1)(g); U.S.-Mexico Treaty, supra note 3, art.
1I(1)(e).

127.  Rev. Proc. 98-21, supra note 113, § 2.03.
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U.S. Competent Authority assists taxpayers with respect to matters covered in the
Mutual Agreement Procedure provisions of tax treaties in the manner specified
by those provisions. These provisions generally permit taxpayers to request U.S.
Competent Authority assistance when they consider the actions of the United
States, a treaty partner, or both, will result in taxation that is contrary to the
provisions of the treaties. U.S. Competent Authority assistance is also available
with respect to issues specifically dealt with in other provisions of a tax treaty
such as Article XIII(8) of the Canada-U.S. Treaty.'?®

The U.S. Competent Authority procedure is of interest to Canadian taxpayers
seeking treaty relief from the proper taxation by the United States of capital
gains arising in the course of a corporate restructuring. Article XITI(8) of the
Canada-U.S. Treaty permits a Canadian resident to request the assistance of the
U.S. Competent Authority to resolve cases involving the deferral of recognition
of gain or income from the alienation of property in the course of a corporate
reorganization or similar transaction in order to prevent double taxation.'”® If
a Canadian resident believes that tax was improperly imposed on the transaction
by the United States, however, assistance must be requested from the Canadian
Competent Authority under the general Mutual Agreement Procedure.'*® Under
the Mutual Agreement provisions, the U.S. Competent Authority is of interest to
United States residents alleging an improper imposition of Canadian tax to a
transaction involving taxable property situated in Canada."!

Article XXVI(1) of the U.S.-Mexico Treaty requires nonresident taxpayers
to seek relief from the Competent Authority of the resident contracting state
under the general Mutual Agreement Procedure.' As there is no special
Competent Authority provision allowing specifically for relief from the potential
double taxation of gains in corporate restructurings, similar to that available
under the Canadian treaties, a United States taxpayer can only seek tax relief
from the U.S. Competent Authority. It is doubtful that relief will be granted if
double taxation results in a corporate transaction in which tax is being properly
imposed by Mexico under terms of the U.S.-Mexico Treaty. Unfortunately, this
is the case in many corporate reorganizations.

Revenue Procedure 96-13' provides the procedures for requesting
assistance from the U.S. Competent Authority under the provisions of any
tax treaty to which the United States is a party. If a request is accepted,
the U.S. Competent Authority will consult with the appropriate foreign
Competent Authority and attempt to reach a mutual agreement that is
acceptable to all parties. Unless otherwise permitted under anapplicabletax

128. Canada-U.S. Treaty, supra note 4.

129. 1.
130. Jd. art. XXVI(1).
131. M

132. U.S.-Mexico Treaty, supra note 3, art. XXVI(1).
133. Rev. Proc. 95-9, .LR.B. 1995-7, 1 (superseding Rev. Proc. 91-23, 1991-1 C.B. 534, and
Rev. Proc. 91-26, 1991-1 C.B. 453).
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treaty, the U.S. Competent Authority only considers requests for assistance from
United States taxpayers.'”” Revenue Procedure 98-21'*° outlines the proce-
dures that must be followed by Canadian residents requesting assistance from the
U.S. Competent Authority under Article XITI(8) of the Canada-U.S. Treaty and,
in general, requires that all requests be in accordance with Revenue Procedure
96-13. Revenue Procedure 96-13 sets forth the procedures that must be followed
by both United States and Canadian residents'® in requesting assistance from
the U.S. Competent Authority.'” A small case procedure for requesting
Competent Authority assistance is also established. The small claims procedure
simplifies the form of the request and reduces the amount of information that
initially must be submitted. The small case procedure is available if the total
proposed adjustment involved in the matter is not greater than $100,000 for an
individual and $200,000 for other taxpayers.'*®

Upon receiving a request for assistance, the Competent Authority will notify
the taxpayer whether the facts of a taxpayer’s case provide a basis for assistance.
The Competent Authority’s denial of a taxpayer’s request for assistance or
dismissal of a matter previously accepted for consideration is not subject to
administrative review.' Revenue Procedure 96-13 states that the U.S.
Competent Authority generally will deny requests for assistance or will cease
providing assistance in the following cases:

1. The taxpayer is not entitled to the treaty benefit or safeguard in
question or to the assistance requested.

2. The taxpayer is only willing to accept a Competent Authority
agreement under conditions that are unreasonable or prejudicial to the
interests of the United States Government.

3. The taxpayer rejected the Competent Authority resolution of the
same or similar issue in a prior case.

4. The taxpayer does not agree that Competent Authority negotiations
are a government-to-government activity that does not include the
taxpayer’s participation in the negotiation proceedings.

5. The taxpayer does not furnish upon request sufficient information to
determine whether the treaty applies to the taxpayer’s facts and
circumstances.

6. The taxpayer was found to have acquiesced in a foreign initiated
adjustment that involved significant legal or factual issues that otherwise
would be properly handled through the Competent Authority process

134, Rev. Proc. 96-13, 1996-1 C.B. 616, § 3.04 (superseding Rev. Proc. 91-23, 1991-1 C.B. 534
and Rev. Proc. 91-26, 1991-1 C.B. 453).

135. Rev. Proc. 98-21, supra note 113.

136. Id. §5.01. A Canadian resident’s request for assistance from the U.S. Competent Authority
must contain a statement containing information detailed in Rev. Proc. 98-21. Id. § 5.02

137. Rev. Proc. 96-13, supra note 134, § 4.

138. I1d §5.

139. Id. § 12.04.
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and then unilaterally made a corresponding correlative adjustment or
claimed an increased foreign tax credit, without initially secking U.S.
Competent Authority assistance.

7. The taxpayer: a) fails to comply with this revenue procedure; b)
fails to cooperate with the U.S. Competent Authority (including failing
to provide sufficient facts and documentation to support its claim of
double taxation or taxation contrary to the treaty); or c) fails to
cooperate with the Internal Revenue Service during the examination of
the periods in issue and such failure significantly impedes the ability of
the U.S. Competent Authority to negotiate and conclude an agreement
(e.g., the period of limitations for assessment in the foreign country has
expired or significant factual development is required that cannot
effectively be completed outside the examination process).'°

C. Mexican Competent Authority

Canadian taxpayers with assets subject to tax in Mexico in the course of a
corporate amalgamation, division or reorganization involving Canadian
corporations may seek assistance from double taxation of the Mexican Competent
Authority."' The “Mexican Competent Authority” is defined as the Ministry
of Finance and Public Credit.'®* The Mexico-Canada Treaty, signed in 1992,
was the first comprehensive double taxation agreement entered into by Mexico.
The Treaty also marked Mexico’s first obligation to consider Competent
Authority assistance in the course of a corporate restructuring. In response to
NAFTA, Mexico introduced corporate reorganizationprovisions into its domestic
tax law.'*® It is not surprising, therefore, that there are no guidelines from
Mexico on when Competent Authority relief will be granted. From discussions
with the Canadian Competent Authority, it appears that the Mutual Agreement
Procedure provision allowing for Competent Authority relief was added largely
at the insistence of Canada. Given that the provision was initiated by Canada,
perhaps Mexico will follow Canada’s example and provide deferment in similar
circumstances and under similar conditions. Thus, Mexico would provide treaty
relief where tax deferment is otherwise available to a resident taxpayer under
Mexican tax law. This would include amalgamations, spinoffs and certain
liquidations, such as, vertical amalgamations between a parent and subsidiary or
two subsidiary corporations. It is uncertain whether tax deferment will be

140. . § 12.02.

141. Mexico-Canada Treaty, supra note 2, art. XIII(5).

142. Mexico-Canada Treaty, supra note 2, art. III(1)(f)(ii); U.S.-Mexico Treaty, supra note 3,
art. I1I(1)(e)(ii). There are, however, special divisions in the Ministry of Finance dealing with
international taxation. One such Department is the General Direction for Revenue Policy and
International Fiscal Affairs.

143. See Gammie, supra note 69, at 624.
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available in Mexico on a transfer of assets to a corporation in exchange for
shares. Although such a transaction results in a nonrecognition treatment for
Canadian tax purposes,'* no equivalent nonrecognition provisions exists under
Mexican law. If Mexico follows Canada’s lead in not offering treaty relief if
similar relief is not available to resident taxpayers, no treaty relief would be
available under these circumstances.

The Treaty between the United States and Mexico does not grant the
Competent Authority of nonresidence the authority to grant relief from double
taxation resulting in corporate restructurings. Thus, United States taxpayers are
limited to seeking assistance from the U.S. Competent Authority under the
general Mutual Agreement Procedure.'#

VII. PROBLEMS AND SOLUTIONS

Operating within the NAFTA block may result in double taxation in many
corporate restructurings. The treaty solutions to this problem are piecemeal,
haphazard and inconsistent. Perhaps, it is naive to expect that the elimination of
tariff and nontariff barriers to the movement of goods, services and capital within
the trading block would necessarily lead to a harmonized tax system.'®
Nonetheless, it seems that the broad objective’s of NAFTA and the interests of
the NAFTA partners is best served if a nonresident taxpayer within the NAFTA
block is not at a disadvantage relative to domestic taxpayers as the result of a
corporate transaction. At a minimum, all foreign based corporations from a
NAFTA country operating within another NAFTA country should be subject to
the same tax treatment regardless of the country of residence. Thus, it should
be possible to move assets among corporations resident in the NAFTA block
without tax penalty. This could be accomplished either through the domestic tax
systems or through the current bilateral tax treaties. It might also be accom-
plished through a separate multi-lateral treaty among the NAFTA partners,
which, it has been suggested, “could address specific issues or include general
provisions that would apply to all countries under the agreement.”'*’

144, LT.A. section 85.

145. U.S.-Mexico Treaty, supra note 3, art. XXVI.

146. Many free trade advocates argue that free trade policy requires that there be greater tax
deferred treatment of cross-border reorganizations. The general argument is that business structures
must change in response to international business needs and that tax impediments should not prevent
free trade and capital mobility. See, e.g., Brian Amold & Neil Harris, NAFTA and the Taxation of
Corporate Investment: A View From Within NAFTA, 49 Tax L. Rev. 529 (1994). See also Paul
McDaniel, Formulary Taxation in the North American Free Trade Zone, 49 Tax L. Rev. 691
(positing that there is a need to reexamine existing tax treaties and legislation after a regional free
trade zone has been created). It is not the position of the authors that trade policy should necessarily
dictate tax policy. Rather, the authors believe that changes in trade policy may have created a need
to review the current treaty system with a view to determining whether it adequately addresses tax
problems that arise as a result of the new free trade regime.

147. Emilio Romano, Comment, reprinted in 1994 Daily Tax Rep. 168, d10. See The Nordic
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IX. CONCLUSION

Double taxation of gains on a corporate reorganization is a reality within the
NAFTA block. Unfortunately, substantial differences exist in the relief from
double taxation available to the three NAFTA partners under the current bilateral
tax treaties. This discrepancy in treaty relief will result in an uneven playing
field for the NAFTA signatories. Any advantage or disadvantage in tax
treatment will, in turn, influence which treaty partners can effectively invest and
operate in a particular NAFTA country on an after tax basis.

The significance of taxation as a factor in investment has been well
documented'*® and will clearly affect investments within the NAFTA block.
The differences in tax treatment are surprising given that Chapter 11 of NAFTA
generally provides for nondiscrimination and most favoured nation treatment for
cross-border investments.'”® The United States and Canada were also very
concerned about securing most favoured nation provisions in the Protocols to
their respective tax treaties with Mexico in the area of withholding tax on
dividends in the case of the United States'* and in withholding on interest or
royalties in the case of Canada.'””! Both countries clearly had most favoured
nation status in mind when considering tax issues. It is, therefore, surprising that
such great inconsistencies in tax treatment among the three NAFTA countries in
an area as key to foreign investment as the taxation of corporate reorganizations
was apparently ignored by the NAFTA governments. It should clearly not be
ignored by investors or their advisors.

Convention on Income and Capital entered into by Denmark, Finland, Iceland, Norway and Sweden
conducted in 1983 and replaced, most recently, in 1996 (providing a working model). See also
Report of the OECD 1997. Intro. para. 41.

148. For example, in a survey conducted by the Commission of the European Committee of
Independent Experts on Company taxation on taxation in the European Union, enterprises in
seventeen European countries were asked to identify to what extent they took account of differences
in taxation. Fourty-eight percent of respondents claimed that taxation is always or usually a major
factor in the decision on the location of a production plant. See also Gammie, supra note 69.

149. NAFTA, supra note 1.

150. Article 5 of the 1995 Protocol contains a provision that states if the United States agrees
to a withholding rate on direct investment dividends of less than 5% in a treaty with another nation,
then such lower rate would automatically be deemed to have been incorporated into the treaty with
Mexico instead of the 5% rate. 1995 Protocol, supra note 4.

151. Mexico-Canada Treaty, supra note 2, protocol. It provides that if Mexico agrees to give
another OECD country a rate of withholding tax on interest or royalties that is lower than 15%, then
the lower rate (but not lower than 10%) shall apply instead of the treaty rate. Jd.



