CHAPTER 26
INTERNATTONAL ASPECTS OF INCOME TAXATTON

A major objective that we have sought in our proposals for the domestic
‘tax system has been tax heutrality. A neutral tax system would corf:i;ribute
most to the efficient alloca.tior'l of resources, and hence to the greatest out~
put of the goods and services Canadians want, and is also a prerequisite of'

an equitable tax system.

It will be evident by now that the economic and administrative realities
of the practical world have forced us to accept compromises with true neutral-
ity and equity in owr domestic tax proposals. In our proposals for the
taxation of international income we have had to make even greater concessions
since here the administrative and economic Problems appear in & more scute
form. Not only are the problems of valuation and enforcement more difficunlt
in the internationel area, but market imperfections are likely to be more
important. Hence, purposeful deviation from tax neutrality under certain
éiz‘cumstanees may become a necessity. In addition to the extrems camplexity
of the subjJect, the controversy that surrounds many of its fundamental
principles and the lack of guiding evidence by which to settle those contros
versies militate against the adoption of simple, generally accepted sclutions.
In this area more is left to opinion and judgment, both because Little is
knowni with certainty of the consequences of adopting a.ltgrnative policies,
and because thgre are substantial differences of opinion as to the relative
importance to be attached to (the competing objectives. In the inﬁema.tional
sphere perfect tax neutrality is neither aMnisuatiﬁh feasible nor

necesgsarily econdnically desira.ble,

The subject is therefore a challenging one and one which Canada of all
countries can least afford to ignore.. Canada's heavy stake in foreign trade
end investment gives this country a particular in'ﬁerest in well-ordered
International tax arrangements. Fortunstely a good deal of progress has

been made toward some standards of conduct for international tax behaviour
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by negotiation and agreement. Over the last half-century the leading tradj
nations, under the auspices of world organizations, have developed a few
basic ground rules that eliminate the grosser inequities and economic disto
c#tions that would otherwise arise. While these rules fall far short of th
ideals of neutrality and equity, their embodiment in national taxing statut
and in international treaties gives some order and certainty where chaocs
could otherwise rule. The value of these arrangements has also increased
‘with the more extensive use of income taxes by both developed and developin
countries as the major source of their revenue. The direct use of income t
provisions by many countries for the achievement of domestic economic ob-
Jjectives, and the heighteped sophistication of taxpayers in arranging their
effairs to minimize their tax liabilities, will add further to the need for

international tax arrangements in the future.
" MAJOR ISSUES

While the subject bristles with complexities and controversies, the
larger issues in international taxation are surprisingly few. Substantiall

they are:

1. The treatment to be accorded income of non~residents at the time it is

earned in Canada.

2. The treatment to be accorded certain forms of income of non-residents

at the time it is withdrawn from Canads.

3. The treatment to be accorded foreign income of residents of Canada at

the time it is earned ocutside Canada.

i,  The treatment to be accorded foreign income of residents of Canmde at

the time it is received in Canada,

The practical questioné'to be settled are even fewer, since custom
and the International tax treaties have already disposed of many of the

isgues that might have arisen under these headings.
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For the foreign income of residents, two questions arise:

a) To what extent should such income be taxed as earned abroad?

b) What form of recognition should be given to the fact that the

country of source of such income will have levied & tax on ite

For the Canadian income of non-residents, the main question is the level
of withholding tax that should apply on the withdrawal of certain forms

of payments from Canada.

In seeking to apply our standards of equity and neutrality to these

problems we have proceeded on the basis of certain assumptions which should

be stated here:

1.

The treatment of foreign income of Canadian residents should inelude

some recognhnition of foreign taxes levied on that income,

Foreign income of Canadian residents should also be taxed under the
comprehensive tax base in accordance with procedures which minimize
tax deferment and the use of tax havens, which are countries through

which income can be channelled at little or no tax cost.

The benefits of integration of personal and corporation taxes should be
restricted to domestic shareholders. We have adopted this position
primarily because a similar aileviation of the tax on dividend distri-
butions to non-residents would result in a cost to the Canadian treasury
which would largely accrue to the benefit of foreign treasuries. This
is admittedly & form of discrimination, However, we have assumed that
this discrimination in favour of residents would not have adverse
effects on foreign confidence, nor should it bring sbout retaliation as
the tax positiﬁn of the vast majority of non-residents would not be
worsened relative to their present position except to the extent.thai non-
residents would bacome worse off because of the removal of specific in-

dustry and corporation incentives,: an impact that would apply equﬂlly'to_

some residents.
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We should strive for tax arrangements which maintain and, if possibie s
inerease the net economic benefit that Canada derives from capital
movements across its borders, consistent with our treaty cbligations
and the normsl standards of international taxation. This implies
that tax provisions that would permanently impede capital movements
in either direction should be avoided. We do not review in this
chapter the full discussion of the international economic issues
covered in Chapter 5. In particular, the net benefits that might

be secured by increasing Poreign portfolio investment in Canada and
reducing foreign direct investment correspondingly, are not dealt
with further; nor is the question of Canada's dependence on & net
capital inflow rgopened. However, we take for granted that those

who would eliminate the net capital inflow into Canada are not seeking
to eliminate gross capital movements between Canada and the rest of
the world. Capital movements may be impeded during the adjustment
period following the introduction of our integration proposals, but
it is not put forward as a measure intended to produce a permanent

effect of this kind.

The net econcmic benefit that would result from higher taxes on
dividend income going to non-residents would be too small and un-
certain to warrant the risk in raising such taxes. An increase would

probably pfovoke retaliation from foreign governments, particularly

‘Vsince the present level of Canadian corporation and withholding %ax

on dividends is close to, or in some cases even exceegs, the level

of tax credit granted by the"'country of residence of the foreign

investor. Where the tax on other forms of income going to non-

residents is not subject to this constraint we have proposed an

- increase.
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The domestic tax system which we propose ag a means of more completely
realizing Canada's economic and social objectives is radically different froﬁ
* the existing Canadian system and is unlike the systems in effect in other
countries., Our most important task in this chapter is to develop taé pro-
visions that would allow the adoption of a new domestic system without
adversely affecting our ecomomic ties with the rest of the world. This
involves working out the technical problems resulting from the taxation of
the income flows across the Canadian border. It also requires the develop-
ment of tax provisions that maintain, and preferably increase, the net
economic benefit that Canada derives from foreign investment in Canada and
from the investment by Canadians outside of Canada, consistent with our

treaty obligations and with the normal standards of international taxation.

The second task is to develop tax provisions that treat Canadians with
foreign source income equitably relative to other Canadians. Thus, not
' only must all foreign scurce income be brought into the comprehensive tax
base and be subjected to progressive rates of income tax, but it must be
brought in under procedures that minimize tax deferment, In addition, it
is necessary to eliminate the seriocus loopholes existing in the present
system that allow some Canadian residents to avoid paying full tax on their

income by the utilization of companies in tax~haven countries,

At the present time the rates of tax imposed on the ‘Canadian source
income of non-residents vary with the nature of the payment. Some payments
(e.g., dividends) are subject to substantial Canadien tax, others to low
rates of tax, and still others are not taxed at sll. These disparities
place an undue Significance on the form of the payment, thus encouraging
the adoption of pfocedures that lessen Canadian tax collections, Reducing
these disparities is the third general task with which this chapter is

concerned.
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PRINCIPAL PROPOSALS

Cur principal proposals deal with the form of tax credit to be granted

to Canadians in respect of their foreign income, the manner in which such

income should be taxed in Canada and the rate of withholding tax to be appli

to the income of non-residents originating in Canada. These proposals are

discussed in detail later in this chapter but are summarized here for con-

venience:

1.

The present exemption from tax of certain foreign dividends received by
a resident corporation which is provided by section 28(1)(d} should be
withdrawn. Dividends received from fbreign direct investment should
be grossed-up at an arbitrary rate of 30 per cent and a foreign tex
credit of the same amount allowed. If the dividend was received by a
resident individual? then the applicable Canadian tax on the grossed-up
amount would be payable at the time of receipt. However, if the divide
was received by & resident corporation, no tax would be payable until
the income was in turn distributed or allocated, at which time & with-
holding tax of 20 per cent of the grossed-up amount should be collected
80 that the resident shareholders would be entitled to a tax credit of
20 per-cent of the grossed-up distribution (the original 30 per cent

foreign tax credit plus-the additional 20 per cent withheld).

A foreign direct investment should be defined as an investment by =

Canadian resident or associated group of Canadian residents:

a) in & non-resident corporation in which he or the group holds a
10 per cent or greater interest in the voting power, in the profits
or in the assets distributed on liquidation of the non-resident

corporation, or

b) in a foreign property or business in which he or the group holds a

10 per cent or greater interest.
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Canadian taxpayers having foreign direct ‘Investments should report annu-
ally the foreign income earned and the foreign income taxes paid in each

foreign jurisdietion. If the foreign income taxes paid on this current

*income (including those paid by a non-resident corporation) were less

than 30 per cent of the foreign income earned, the difference should be
paid to Canada as a special tax. This procedure would ensure that all
foreign source direct investment income was immediately subject to income
taxes of at least 30 per cent on an accrual basis. If the foreign income
was subsequently subjected to a withhelding tax in the foreign country on
distribution to the Canadian investor, the special tax paid on such income
would be refunded to the extent of the withholding tax. If a Canedjan
taxpayer with les;s than a2 controlling interest in a foreign direct invest-
ment could establish that he was unable to obtain sufficient information
to compute the foreign income, he should be entitled to elect that it be
taxed as portfolio investment income (i.e., income from an investment other

than a direct investment) with credit omly for withholding taxes paid.

For the purpose of theee éomputations s foreign income should be defined
as income reported to the foreign jurisdiction (or in an audited financial
statement) with certain adjustments to make this figure generally com-~
parable to income as defined for Canadian tax purposes. These adjustments
would not be numerous or detailed, and we will suggest an additional modi-
fication that should mean that computations would rarely be necessary for

most income derived from the United States and the United Kingdom.

Canadian portfolio investors (investors who were not direct investors)

should be given an option:

a) to be taxed on the same basis as direct investors as described

above; or

b) to be taxed as at present with a credit only for withholding taxes

paid.
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6. The basic withholding tax on most payments to nom-residents other than
dividends should be increased from 15 per cent to 20 per cent. This
withholding tax should be applied to gifts and bequests, income from
employment in Canada and the income portion of payments from pension
plans, in addition to interest, royalties, etc. This 30 per cent rate
might be lowered for some specific types of payments {e.g., the present
exemption for certain interest payments to tax-exempt entities) and

reduced by treaty for certain psyments to specified countries.

7. A withholding tax of up to 10 per cent should be imposed on payments
for services that were deducted in the computation of business or
property income and were not already subject to a withholding tax.
These services might well be rendered outside Canada but the benefit
from them would be obtained in Canada. This withholding tax should not

apply to amounts paid in reimbursement of expenses.

8. In certain specific cases non-residents should be entitled to elect %o
be taxed as residents of Canada, reporting their world income from all
sources and deducting foreign tax credits on the present basis for
foreign taxes paid on income from foreign sources. This election

should be available in the following cases:

a) where a Canadian resident became non-resident and elected to be
taxed as a Canadian resident for each year after the change of

residence; or

b) vwhere a non-resident received certain kinds of income from Censda,
including gifts, inhefitances, the income portion of pension and

ahmuity payments and employment income,

The implementation of these recommenddations would, we believe, confer

the following important advantages:
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Substitution of a 30 per cent gross-up and credit for the section 28(1)(d)

exemption:

a)

b)

e}

Removal of the exemption under section 28(1)(d) for foreién dividends
received by a Canadian corporation from a company in which it held
at least a 25 per cent interest would eliminate a major loophole

in the present tax system through which some Canadians have in

effect avoided the payment of their full Canadian tex on Canadian
source income which has been diverted through companies in tax

havens,

The use of an arbitrary flat-rate tax credit would reduce, to a
great extent, the significance of the tax mix of the source country.
Thus, the balance between income taxes and withholding taxes would
be ﬁnim@ortant and the extent to which other taxes (g.g., sales
taxes) were utilized in the foreign jurisdiction would be less

important.

Once it was decided that a broad exclusion like section 28(1)(a)

was not appropriate, the use of an arbitrary rate would simplify
the computations and remove much of the uncertainty. Both of

these advantages would be particularly important to ensure that
Canadian corporations were not discouraged froﬁ'establishing foreign
operations. Although the procedure would require the measurement

of the underlying foreign source income from most countries, this
would not generally apply to income derived from the United States
or the United Kingdom (from which over three quarters of the foreign
source dividends of Canadians are derived), This special treatment
could pgrhaps later be extended to other countries after experience

hes been gained in adwministering the provisions, In any case, the

~adjustments required for the other countries, although arbitrary,

would be relatively simple., Because property gains would be taxed

in full to Canadians on realization, full Canadian tax would be
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collected in the long run. Arbitrary procedures to compute the
annual tax liability therefore would not be as inequitable as they

might otherwise be.

& flat-rate gross-up and credit would result in the progressive
rate schedule being applied to foreign source direct investment

income,

Adoption of a rate of 30 per cent for the gross-up and credit would
have two advantages: Canada would derive some (élbeit small) net
revenue from foreign source dividends, and most shareholders in
Canadian companies with foreign direct investments would pay no
more Canadian tax on foreign source dividends than they do at

present.,

The gross-up rate could be adjusted from time to time to meet
particular circumstances, A reduction in the rate might be neces-
sary if over time the expected before-tax rates of return on
corporate assets in Canada declined following the adoption of the

integration proposal.

Requiring payment of income tax on foreign direct investment income at

a rate of at least 30 per cent:

a)

b)

A requirement that taxes of at least 30 per cent be paid each year
to either the foreign jurisdiction or to Canada as the foreign
income was eccrued .wduld reduce the tax deferment and the minimi-

zation advantages provided directly or indirectly by tax havens.

The recommended procedure would reduce the importance, from a
taxation viewpoint, of the form of organization adopted for carrying
on foreign operations. It would also largely eliminate any effect
Canadian taxes might have on the decision to retain or remit funds

from the foreign operation.
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3.  Increasing the level and scope of withholding taxes:

a) The increase in the standard withholding tax {on most payments
other than dividends) to %0 per cent would narrow the gap between
the rates of tax imposed on different types of return on capital.
It would reduce the attractiveness of some of the present methods
employed to reduce the Canadian tax lisbilities on income derived

from this country and would thereby increase Canadian tax revenues.

b) The application of a withholding tax to. another form of remittance
from Cenada, newely, service fees, would ensure that at least
some tax revenue was collected on income from services enjoyed
in Canada and performed by non-residents who were not physically

present in Canada when the services were rendered.

The balance of the chapter is devoted to further consideration of the
concept of neutrality and its implications for our specific tax proposals,
to an outline of the actual tax systems in effect in Canada, the United
States and the United Kingdom; and to separate consideration of the tax
issues and of our proposals for Canzda as g couqtry receiving income from
‘ebroad and as a country which is the source of income going abroad. We then
examine some of the administrative aspects of international texation and

. finally we review the nature and effect of the tax treaties.
NEUTRALITY AS AN INTERNATIONAL CONCEPT

Because of its key position in our consideration of the various pro-
posals for internationsl taxation, we will explore st some length in the
following paragraphs the meaning of "neutrality" as a guiding concept for

these proposals.

To achieve complete international tax neutrality, the tax systems of
all nations would have to be so harmonized that each individual would be

indifferent, from a tex point of view, about his citizenship, his country of
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residence, the location of his property, the location of his business and

the location of his job. This would regquire that all nations:

1. Provide the same public goods, services and transfer payments to those

regiding or carrying on business in the country 1./

2. Finance the provision of these public goods, services and transfer

payments with the same kinds of texes levied at the same rates.

3 Avoid, shift and adjust to the same taxes to the same degree and

at the pame time.

L, Tax esch individual on his world income, defined in a uniform manner,
at the same rates as those at which he would be taxed if he derived
all of his income from his country of residence; these rates would

have to be the same vwhatever his country of residence ._'2/ .

In deciding where to work, where to invest and vhere to carry on
business, tax considerstions could he ignored because the ratio of the ex-
pected after-tax rate of return to the expected before-tax rate of return
would be a constant for each individual, If these conditions were realized,
expected before-tax rates of return in different countries would not be
distorted, relative tc one another, as a result of differences in nationsel

tax systems.

The c_onditions cited sbove would be extremely difficult toire&lize
even with the best of intentions on the part of all nations. If all nstions
were to provide the same kinds and levels of publie goods to their residents
with the same bases and tax rates, per cepits national incomes would have to
be approximately the same. This condition is unlikely to be met in the Fore-
seeable future—if ever. Differences in national preferences between public
and private goods and between different kinds of public goods will continue
to prevail. National resource endowments, nstional market sizes and

national mixes of industries are so diverse it is difficult to imagine that
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avoidance, shifting and adjustments to taxes 'will ever be the same ip 233

nations,

In Chapter 19 we discuss how before-tax rates of return on produc'_cive
assets change in response to changes in taxation. It is useful to briefly

review that discussion here.

Unless a2l) taxes are avoided or shifted to exactly the same extent and
at the same speed, the imposition of what purports to be a completely neutral
tax will neverthéless change the alloéation of resources among alternative
projects. To illustrate what is involved, assume that in a world with no
taxes there are two kinds of projects, types A and B. Each kind of project
is expected to yield a before-tax rate of return of 10 per cent., Suppose
that a tax of 50 per cent is imposed on the net gains from both kinds of
projects and that there is no avoidance. If the tax on the income from type
A projects is‘fully shifted, the before-tax income is doubled and the after-
tax income is unchanged; if the tex on type B projects is not shifted the
before-tax income is unchanged Bwt the after-tax income is cut in hslf.
Investment in type A projects would be much more attractive than that in
'type B projects. However, over time the higher rate of return would lead to
increased investment in type A projects which would increase the output of'
the goods produced by these projects. The increased supply of these goods
would gradually forece their prices down. As a result -the before-~ and after-
tax rates of return on investments in type A projects would decline, Con-
versely, the reduced investment in type B projects over time would result
in an increase in the before- and after-tax rates of return from type B
projects. Under simplifying assumptions, the before-tax rates of return

on both kinds of vrojects would, in time, converge and once agein be equal.

These adjustments of before-tax rates of return to changes in taxes
must be taken into account in analyzing international income taxes. BRe-

sources would not necessarily be allocated efficiently throughout the

world if expected hefore-iax rates of return were the same in all ecountries.
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Tne expected before-tax rates of return may differ between two countries not
because capital was more productive in one than the other but because the
same texes imposed st the same time in both countries were not shifted to
the game extent and the investment adjustwent process had not yet reduced
the return in the ta.x;-shifting country or raised it. in the non-shifting

country.

Because of market imperfections, differences in expected before-tax
rates of return among alternative projects are an imperfect indication of
the net benefit that would be derived from different investments within a
pation. The interpretation of internstional differences in expected before-
tax rates of return is even more diffieult because, in addition to the "norma)
market imperfections, nations not only have different tax systems but have
purposely adopted substantial barriers to the flow of goods-, capital and
lebour, Becsuse of the distorting effects of these differences in tax
structure and of countervailing pational economic barriers we cannot presume
that the allocation of rescurces on a world basis in accordance with these

expected before-tax rates of return would lesd to greater world output.

Realization of the fourth condition would be particularly difficult in
& world consisting of debtor and creditor nations. If the types and amounts
of each netion's foreign source income were equal to the types and amounts
of its domestic source income flowing to {or sttributable to) non-residents,
the problem would be straightforward, All nations could agree to tax
income on a destination basis. Whatever their views sbout the "proper"
allocation of revenues between origin and destination countries, if they
all adopted the same policy there would be neither revenue gain nor revenue
loss, for the additional revenues cbtained from fully texing the foreign
source income of residents would just be offset by the revenues forgone by
not taxing the domestic source income of non-residents. But because some
_nations are net debtors and some net creditors such an easy solutlion is

not possible, To tax solely on a destination basis would mean that debtor
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nations would be worse off; to tax solely on a source basis would mean that

creditor nations would be worse off.

Thus, even if all nations had identical tex systems, there would be an
j.nescapablé confliet between het debtor and net creditor nations =2s to the
"proper" division of revenues between source and destination countries.
Debtors would continue to argue that the major share of the revenue shounld
go to the country in which the income originated; creditors would continue
to argue that the mejor share of the revenue should go to the country of

residenece of the recipient of the income.

From this discussion of the conditions necessary for the realization
of internationsl tax neutrality,it is cbvious that such an cbjective is
unsttainable within the foreseesble future. But what is even more important,
international tax neutrality may not even be desirable while other inter-
national economic barriers exist (such as .tariffs » immigration laws, foreign
investment guidelines, and foreign exchange controls)., All of these srti-
ficial barriers to the free movement of goods, capital and labour among
nations disiort the internstional allocation of rescurces just as much or
more than unneutral tax systems. It would only make sense to strive to ‘
develop an internationally neutral tax system if by doing s0 a more efficient
internstional alloecation of resources throughout the world would be achieved.
As long es these non-tax barriers between nations prevé.:l.led, an improvement
in the internatibnal allocation of resources would probebly require national
tax systems that deviated from neutrality to compensate for the other

barriers.

Once this point 1s resched we are forced to admit that it is impossible
to make any genersl statement_s asbout how international income flows should be
taxed by any particuler country if the purpose is to achieve an efficient
allocation of world resources. Tt depends entirely upon the particular
clrcumstances. While compensating devia.tipns from a neutrel tax system are

theoretically possible, it would bhe extremely difficult in the present state
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of knowledge to determine the form and magnitude they should take.

This is a depressing conclusion because we know thet, in the sbsence
of all barriers tco the movement of labour, capital and goods between nations
{or with offsetting adjustments if they could not be removed), world cutput
would be greater., The nations that would gain from the removal of barriers
to international mobility could more than compensate the nations tha.t‘would
lose, and still be better off. Although it would be naive to expect that
this idyllic state of the world will soon be attazined, wen of good will must’
not lose sight of this long-run cbjective, If they cannct further its
realization, they can at least refrain from creating obstacles to its ultimat

attainment.

We do not advocate the unilateral removel of all international berriers
by Capada. It is impossible to say, except in terms of the particular facts,
whether or not a unilateral reduction in a particular berrier would be in
our long-run interest. Some Canadian barriers are probsbly necessary to
compensate for the barriers erected in other countries. If other nations
raise international economic barriers Canadz may have no alternative but to
raise countervailing barriers. We need this retalistory capability. However
we should try to avold situations that would require retaliation by Canada

or would lead to retaliation by other countries against‘ Canada.,

We do not doubt that Canada should pursve its self-interest. But
we believg that a world with lower national barriers to the movement of
labour, goods and capltal would be in Canada’'s long-run self-interest,  We -
can herdly expect reductions in international barriers to be made by others
if we are busy erecting ocur own.
PRESENT TREATMENT, OF INTERNATIONAL INCOME
IN THE UNITED STATES, THE UNITED KINGDOM AND CANADA

As_a background to our specific proposals it is useful to set forth a

brief composite picture of the present Canadian, United States and United
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L, Royalties—copyright royslties are not subject to withholding tax;
film and tape royalties—10 per cent; all cther royalties=15 per
cent. A recipient ;;af timber royalties may elect to be taxed on his
net Canadian income by filing a return as in the case of a recipiei:t

of real estate rentals.
5. Estate and trust income and patronage dividends--15 per cent,

A 15 per cent tax in lieu of any other tax (including the withholding
tax on dividends and interest paid) is iwposed or the income of = non-
resident-owned investment corporation-—a corporation substantially owned

gbroad whose income is substantially from investments.

Employment Income. A non-resident of Canada who bhas been employed in Canada

mist report his Canadian income and pay tax on that income at the usual
graduated rates. An appropriate vproportion of the Cansdian concessions and

allowances is granted as a deduction in determining taxeble income.

The foregoing describes the mein elements of the Canadian tax system

for non-residents under the Income Tax Act. Modifications made by tresty

have not been discussed.
TAXATION IN CANADA AS THE COUNTRY OF DESTINATION
Equity Comsiderations

Ei;uity requires that all foreign source income, whether it results
from working, investing or carrying on business abroad, be taxed to residents
on the same basis es domestic source income. Under our proposal for the full
taxation of property gains, this would mean that residents holding rights to
or interests in property located outs_ide of Canades would be taxed on the
disposition of such rights or interests {including a disposition on death)
or on the net gains deemed td have been realized bn giving up Canadian

residence,
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Becguse income not brought into Cansda wmst necessarily result in an
increase in the value of the resident's interest in Fforeign property
{ignoring fareign source income that the resident spends on perscnal con-
sumption outside of Canada), all foreign source income would ultimately
become subject. to Canadian taxation. This would close what is now a sub-
stantial loophole in the tax system. Residents can now establish a foreign
corporation to hold their income-earning assets in a country with low corpo-
ration taxes. The income can be retsined im the forelgn corporation and the
resident can realize this income without Canadian tax by the sale of the

shares in the foreign corporation.

Unfortunately the full taxation of property gains poses significant
problems. If the property gains on rights to or interests in property
located outside of Canada were brought into income only when res\a.lized., there
would be = deferment problem. We have already dewonstrated that the post-
ponement of taxes can be about as advantageous as the avoidance or reduction
of taxes. On the other hand, if such gains were texed on an accrual basis,
it would be difficult ;bo determine the market velue of property located in

another Jjurisdiction.

Our proposal.for the domestie tax system initially brings only
realized property gains into income, We have also proposed that, un-
less the current earnings of Canadian intermediaries are brought into
the income of shereholders and benefigiaries annually, such income
should be subject to tax in the organization--usually at the top
personal rate. This prevents the deferment of tax that would othera=
wise be possible if distributions were subject to additional personal tax,
To place _i'esidents with interests in foreign corporations and trusts on
the same basis as persons with domestic investments, the interest of Canadian
residents in the iﬁcome of these foreign organizations should also be taxed
currently at the top personsl rate. However, if these organizations did not

make cash distributions, some Cenadian shareholders or beneficiaries might-
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not have the cash available to pay the Canadian tax imposed in respect of
the ascerued income. In addition ; there would be a number of administrative

problems involved in the determination of the amounis to be taken into account

£

each year.

These administrative questions would basically be concerned with deter-
mining what was the foreign source income for Canadlan tax purposes, when the
foreign income should be brought into account and what was the amount of the
Toreign tax credit that was to be deductible in determining the Qanadian tax
lisbility. Obviously buslness income for tax purposes ;.n the source country
need not be the same as business income for tax purposes in Canada—and in
Tact the differences in legislation are apt to result in substantial vari-
ations. A recomputation of the foreign source business income on the basis
of Canadian rules could be an extremely complex procedure for the taxpayer,
‘and yet, without such a recomputation, the emount included in the Canadien
tax base wou;l.d not properly reflect the Cansdian rules for the determination
of income. The question of timing also has administrative impliecations
because it affects the determination of the amount of foreign source income

and taxes that should be taken into considération in each year.
Economic Considerations

There are economic as well as administrative questions that bhave to
be conaideréd in any sttempt to attain neutrality in the taxation of the
foreign source income of residents., The p'rincipal question is the extent
to which Cananda should give residents credit for the taxes paid to other
governments on their foreign source income, A% the one extreme, it can be
argued that in so far as the Canadian govermment is ?oncerned, the taxes
Paid to a foreign government by a Ca.nq.d.ia.n—controlled foreign corporation
ere simply an expense of doing business abrosd, and no eredit should be
given for foreign texes (corporation or withholding taxes) against the
resldent's Canadian tax liebilities. This would mesn that in deciding

whether to invest in Capada or in another country thet imposed income taxes,
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the expected before-tax rate of return on a foreign project would have to

be higher than the expected before-tax rate of return on a Canadien project,

At the other extreme, it can be argued that Cenada should give full
credit for foreign taxes paid against Canadisn tax liabilities-weven to the
point of réfunding foreign taxes if they exceeded the Canadian tax liability.
If this were done, the Canadian investor would be completely indifferent to
the taxes imposed by other countries, Other things being equal, projects
with the same expected before-tax rates of return would be equally =sttractive
wherever their location because they would all have the same expected after-

tax rate of retuwrn to the Canadian residgnt.

For the reasons outlined in our discussion of international tax
neutrality, we are convinced that it is impossible to say categorieally
what this foreign tax credit should be if Canada wished to achieve an
efficient allocation of capital throughout the world. We simply do not
know the extent to which the expected before-tax rates of return in dif-
ferent countries reflect the "true" return from capital. We are forced to

fall back on pragmatic considerations.

Ignoring the impl_ications of the sdoption of our integration proposal,
which will be discussed later, we reject the proposition that Canada should
p_rovide a full eredit for forelgn taxes (including the mz_a.‘k:l.ng of refunds
if the foreign taxes pald exceeded the Canadian tax 1iability). We likewise
reject the proposition that Canad; ghould give no credit _fo:‘ foreign taxes,
The granting of full credit with refunds is rejected because this would
require Canads to rebate taxes it had never collected and would leave the
Canadian tressury st the mercy of foreign treasuries., Full credit for
forelgn taxes up to the Canadian tax ie rejected because we believe that
every resident of Canads enjoys scme public benefits and should bear some
of the Caneadian tax burden of providing these benefits and because the

regident should be made aware that foreign investment imposee s revenue
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loss on Canada. For, from a restricted point of view, if the before-tax
return on a Canadiasn investment 1s greater than the after-foreign-tax return
on a competing foreign investment, Canada "loses" the amount of the differ-

entisl if the foreign investment is-undertaken.

The net economic benefit that Canasda derives from foreign investment
by Canadiane is uncertain., Some Canadian direct investment extends markets
for Canadian goods, secures supplies, and improves Canadian technology. It
is undoubtedly profitable to individual Ca.nadia:_zs and economlcally advan-
tageous to the nation. At the other extreme, some foreign portfolio invest-
ment is only profitable to individuals because Canada gives credit for the
withholding taxes 1mposéd. by other governments, and presumably confers
little if any net economic benefit on Canads. Unfortunately, there are no

adequate measures of the net benefit from either.

Changes in the Canadian tax treatment of residents that would

deter investment abroad are less likely to shake international investbr
confidence in Canada or lead to foreign retaliation than adverse changes in
the tax treatment of non-reslidents who invest in Canada. However, we cannot
be indifferent to the reactions of non-residents apd foreign governments to
changes in Canada's treastment of Canadians who invest abroad, If Canada
deaters :;.tﬁ residents from investing abroad we are obviocusly in no positioxi
to complain when other nations seek to deter their residents.from investing
in Canada. Although the immediate net benefit to Canada of foreign invest-
ment by Canadisns may be small (conceivably negative), if Canada adopts tax
provisions_ that discourage foreign investment by Canadians and this results
in foreign reteliation, Canada could lose more elsewhere than it would gain
through the reduction of forelgn investment by Cax;adians. How this net loss

could come sbout can be readily expiained.

Canade obtains a net economic benefit from most investment in Canada
by non-residents. The revenues obtained from taxing the income earned by

such investments ere an important part of that henefit. The revenues that can
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be raised by taxing foreign investment in Canada without deterring such
foreign invesiment are dependent upon the credit that forelign governments
give to their residents with respect o the taxes paid to Canada. If
foreign governments gave lower or no credits for taxes paid to Canada,
Canada would be foreed to lower its taxes on the income of foreign invest-
ments in Canada to prevent a sharp drop in such investment 2/ . This would

reduce the net benefit we obtain from foreign investment in Canada.

We do not know whether foreign governments would remove or reduce
their foreign tax credits if Canada refused to give Canadian residents
credit for foreign taxes. But the gains from reducing foreign investment
by Canadians would be small and uncertain even if there were no foreign ~
retaliation, while the losses would be large and predictable if there
were retaliation. Therefore, we reject the idea that Canada should seek
to inhibit investment abroad by Canadians by withdrawing eredits for
foreign taxes pald on the income resul$ing from foreign investments by

Canadians.
Specific Types of Income

It will be reczlled that we are concerned with the tax treatment
in Canada of three main types of income: business income, property in-

come and employment income.

-

Property Income and Employment Income. A discussion of the treatment of

property and employment income can be readily concluded since we propose
no substantial changes in the present procedures, except for dividends

which will be discussed in detail below.

Property income from abroad is now included in Canadian income
grossed-up for any withholding tax imposed by a source coumtry and with

a credit allowed against the Canadian tax for such a foreign tax to an
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amount not exceeding the Canadian tax on the foreign source income. We

see no reason for departing from this procedure.

For employment income earned by Canadians abroad we propose conbtinua-

tion of existing procedures without change.

Direct Investment Income (Including Business Income). We bring income de-

rived from direct investment in a foreign corporaﬁion and foreign 'busineés
income together for the present discussion because thelr underlying
similarity raises the same general issues. The conduct of business in
a foreign country through a wholly or substantially owned subsidiary
differs little, from an economic point of wview, from direct operation
through a branch, and the same general issues of taxation are involved.
The singular difference for tax purposes under the present law is that
interposition of the foreign corporation means that the Canadian company
operating abroad through direct investment in & corporation includes as
income only dividends actually received from that corporation, whereas
the Canadian company operating directly through a branch is regarded as
having earned and received the full profits of the branch each yeasr and
Obtains credit for the foreign tex thereon. A4s we have seen, in the
' United States and the United Kingdom the same general procedure—the full
gross-up and credit procedure~is used for both direct business activity
and direct investment income. Cenada, although ostensibly reaching mich
the same general objective by the twd routas , has adopted Qifferent forms
of treatment for branch income and dividends from direct investment.
Branch income, as we have said, must be included in Cansdian income
grossed-up for the foreign income tax and recalculated to conform to
Canadien rules for computing texable business income. The Canadian hax
is ealculated on the foreign income so adjusted and a credit is allowed

. for the forelgn tax paid, but not in an amount that exceeds the Canadian
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tax. On the other hand, dividends derived from direct investment in a
Fforeign corporation—at present where more than 27 per cent of the voting
shares are owned=are exempt from Csnadian corporation income tax on
receipt in Canada. The only condition for this exemption is the required

degree of ownership.

I+ is apparent that within the Canadian treatment of forelgn source
business income may be found the two classical extremes of a.llowancer
for foreign taxation. One provides for the full, accurate aﬁd precise
measurement of the foreign income and tax liability, with a precisely
computed credit against Canadian tax. The other grants an exemption
from tex under conditions very easily met. The United States and thef
United Kingdom have followed the first method both for branch income end
direct investment income, and no provision comparsble to section 28(1)(d)

of the Income Tax Act may be found in the tax system of either country.

There are some examples of exemption of foreign dividends to be found
in other countries, but Canada is virtually unique in its adoption of a
provision as sweeping as section 28(1L)(d). Its origins and effects are

therefore of considerable interest.

The exemption contained in section 28(1)(4) appears to bhave had as its
original purpose the achievement of an equitsble and administratively simple
ta.ltemative to the complexities of the gross-up and credit pf-ocadnre. At
the time of its introduetion in 1949, . the bulk of Canadian foreign source
incoms originated in countries having corporation taxes as high as the
Canadian, mainly the United States and the United Kingdom. The effect of
this section was undoubtedly %o provide directly for the virtual exemp-
tion of foreign source income from Canadian tax which was the end result
of the camplicated gross-up and tax credit procedure previocusly in force.

Tts origins in section 4(r) and subsections (2A) end (2B) of section 8 of the
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Income War Tax Act are clearly discernible, and the fact that hoth of these

sections were repesled in 1949 on the enactment of section 27(1)(d) (now
section 28(1){(d)) supports the conclusion that, initially, the provision ‘
was looked on mainly as a device for administrative simplification., At f;'.rst
‘the ownership requirement was 50 per cent or more but in 1951 , Following

the recommendation of the Advisory Committee on Overseas Investment, the
ownershlp test was reduced to its present 25 per cent as a means of en-
couraging foreign investment by Canadians. It has since remained at that

level,

One result of these proviéions is that the Canadian taxpayer has en-
Jjoyed a much g}eater simplicity and ease of caleulation for foreign income
than his Upited States or United Kingdom counterparts. The tax minimization
possibilities of the exemption privilege » in combinastion with the use of
Poreign tax havens, have not gone unnoticed. The provision can be used to re=
duce Canadian tax on incame generated in Canada for the benefit of Canadians.
By establishing companies in jurisdictions which jmpose little or no tax,
Ca.nadia.ns can reduce their Canadian tax by engaging in a series of paper
transactions which exploit the provisions of tax treaties in cowbination
with section 28(1)(4). |

There is also evidence that the provision has offered the possibility
to use Canada itself as a tax haven i‘or international business; Data com-
piled for us by the Texation Division show that over s period of yeers a
very substantial part of the dividends reported under this section has
originated in jurisdictions imposing little or no tax » and that a very high
proportion of these dividends has been received in Cansda by holding companies
not ha.viqg a substantial Cenadian economic interest but representing for the
most part foreign ownership. Of a total of $1,500 million received by all
Canadian corparations (including those that were owned by hon-residents) in
the five years from 1957 to 1961, only 10 per cent came from the United

States and & per cent from the United Kingdom,
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The defects of the present section 28(1){d) are obvious, and we

therefore recommend its repeal.
Full Gross-up and Credit

The most obvious alterpative to the present Canadisn treatment of in-
come from direct investment (it is already in effect in Canada for direct
business activity in = foreign countz;y) is that employed by both the United
States and the United Kingdom—the so-called "full gross-up and credit"
method. We have recommended the full gross-up and credit method as the
appropriate basis for the taxation of Canadian corporation income for
residents. The logical counterpart would be to extend the same principle
to the foreign direct investment earnings of Canadian corporations and
indivi&uals. The effect would undoubtedly be to produce z more exsct cal-
eulation of the foreign tax credit and a more sccurate allowance of that

eredit against the Canadian tax.

Ope serious disadventage of the full gross-up and credit system in the
international field is that 1t is far more complicated than the present
Canadian method and would introduce a whole new range of administrative
complexities for both taxpayers and tax authorities. In principle, It would
require that the foreign corporate income being grossed-up be completely
receleulated on the same basis as the Canadien, so that the taxable income,
the tax to be credited and the tex credit limitations wouid. be camparisons
of like with like. Such adjusiments are required now only in & relatively
1imited number of cases for direct business activity, mainly involving
branches. But the extension of the full gross-up treatment to all foreign
_companies in which there was a Canadian direct investment would greatly
multiply the number of companies affected. Alsc, considerstion would have
+to be given to allowing = similar grossing-up procedure for the subsidiaries
of the main foreign subsidiary {i.e., sub-subsidiaries) in order to carry
' the taxes of the sub-subsidiaries through the mein subsidiary to the Canadian

‘parent, {The United States law now provides for inclusion of only the
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second level of forelign subsidiarvies.) Furfhermore, quéstions of the
method for calculating the average rate of tax, the identificetion of years
in which income was earned by the subsidiary and received by the parent and

& host of other problems not now of significance would take on great importance

for all Canadian companies having s direct investment in a foreign company.

The effect of the full gross-up and credit system is to bring up to
the level of Canadian taxation the corporation income tax on 'Business income
earned anywhere in the world., While we do not in general favour the use of
taxation for international competitive purposes, we are fo:rced. to recognize
that in many new countries one of the few means availsble for granting
economic incentives is taxation. To require that the tax on business income
earned in those countries must ultimately be at least 50 per cent would
completely frustrate, or "neutralize", any incentives extended by the new
countries. Also, in these same countries indireet taxes are frequently
a large element in the tax mix., These represent a burden on any business
operating in a country of source which, in the present state of international
taxation, 1s not taken into account in determining the tax credit in the
country of destination. In bringing the ultimate corporation income tax
burden\ up to a rate of 50 per cent, we would be disregarding the existence

of these indirect taxes.

The recent experience in the United States with atteﬁ:pts tblcope with
similar pfoblems is indicative of the complexities that can be encountered
where the full gross-up and credit system is extended to overcome tax avoid-
ance througﬁ foreign tax havens. As a meassure to assist the balance=of-
Payments problem, Fresident Kennedy recommended to the Congress in 1961 that
foreign-earned corporste income be deemed to have been received and to be
taxable in 'l;he UnitedVStates as it accrued abroad. It was reasoned that
if tax deferment were removed, United States coupanies would immediately
bring home their foreign earnings. The proposal met with a storm of protest

from United States industry and, after protracted hearings and Congressional
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studies, a measure emerged directed not at tex deferment in general but at
deferment of tax on certain forms of income accruing in tax-haven Juris-

"

dictions. Income of a “eontrolled foreign corporation” of a specified
character (generally of a "passive" type, that is, not related to the con-
duct of an economic activity in the actual location of the foreign subsidiary)
is deemed to be received by the United States shareholders cwning 10 per cent
or more of the voting shares of the corporation and is then taxable. Ex-
ceptions are made where certain minimuwm distributions are made by the con-
trolled foreign corporation, where the controlled foreign corporation is
operating in a less developed country or where it is a corporation devoted

exclusively to export trade hf.

We have considered this United States legislation as a possible model
for Canadian action but have concluded that it is far too complex in its
deteiled application for our more limited goal. The role of the United
States in the world economy is so crucial that a measure of this sort must
meet a wide and conflicting variety of cbjectives, and In the process assume
such complexity that its full ramifications are not even yet fully apparent.
Much of this cowplexity stems from the fact that the objective of the legis-
lation was to bring into taxation, at full United States rates, accumilating
foreign source income, the natural result of applying the full gross-up and
credit mechanism. The conditions under which this oneroﬁs treg.tment should
apply and the nature of exemptions from it, therefore, had to}‘be defined
with great care. We have concluded that our much less embitious objectives
could be achieved by adopting somewhsat more arbitrary but simpler methods.

We heve designed our propossl with this in mind.

The remaining o‘bject:l.vg we have sought, a degree of integration of
foreign corporation texes with Cenadimn personal income tax, could as well
be achieved under the gross-up and credit method as under any other by
adopting some arbitrary and simplified procedures. However, we have already

concluded that full integration of foreign corporation taxes with the
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Cenadian personsl income tax is not acceptable, as.it would mean that the
Canadian government would be reguired to make massive refunds to Canadian
shareholciers of taxes collected by other governments. This, then, is the
primary reason for rejecting the use of the full gross-up and credit. ﬁ’e
have therefore sought in our solution a degree of integration that is some-
thing less than would be achieved by the system of full gross-up and credit

for foreign direct investment income.
Cur Proposal

We have concluded that Canadian cbjectives can be met adequately by
a solution somewhere hetween the full gross-up and credit at the one extreme
and the exemption provided under the present section 28{1)(d) at the other.
We are primarily concerned at this point with the position of companies
having foreign subsidlaries which now gualify under section 28{(1)(d). The
future status of business activities carried on directly sbroad through

branches will be referred to later.

Foreign Direct Investment Income

Scope of application. We propose that the treatment outlined below
should apply to a foreign direcf investment. A foreign direct investwment
would be an investment by a Canadian resident or aséociated group of Canadian
residents (a) in = nop-resident -corporation in which he or the group held =
10 per cent or greater interest in the voting power, in the profits or in
the assets distributed on liquidation of the non-resident corporation, or
(b)h in a foreign property or business in which he or the group held a 10
per cent or greater interest. This percentage is smaller than the 25 per
cent now specified in section 28(1)(d), but would appear to be a reasonable
dividing line between an investment which is not made for purposes of having
a direct influence in the affairs of & company, and one which can carry with
it some measure of control. However, hecause of other provisions discussed
below, this' artificial dividing line should not result in any inequity for

& taxpeayer who had less than a 10 per cent interest and, accordingly, was not
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sble to qualify for the 30 per cent gross-up end credit. In the case of

an investment in a foreign company, the 10 per cent would only apply to
direct shareholdings, Subsidiaries of a forelgn company in which a direct
investment was held should be included if an interest of 50 per cent or more
was held by the foreign parent and by other shareholders who were not

dealing at arm's length with that company.

Procedure, Where & direet investment was held, the following pro=-

cedure would apply:

1. The income and tax lisbility would be compubted (as described below)
generally in accordance with the broad principles of the Canadian

tax lev.

2. Tn the case of a Canadian individual with 2 direct investment in a
foreign property or business, his proportiona_te interest in the income
earned in the foreign Jurisdiction would be included in his_ income
for Canadian tax purposes in the year it was earned, the net income
after foreign tax being grossed-up to inelude the foreign taxes
paid or deemed to be paid, not exceeding 30 per cent. Therefore,
the applicable Canadian tax would become paysble immediately and’
eredit would be allowed for the foreign taxes paid or deemed to be

paid up to the % per cent maximum,

-

3. In the case of a Cenadien individual with a direct investment in a
foreign company or with an investment in a Canadian company that
itself had a direct investment in a foreign cowpany, property or

business, the procedure would be more complex:

a) Where foreign taxes were paid or were deemed to have been
paid at the rate of 30 per cent or more on the foreign source
income s0 recalculsted, generally no Canedian income tax should
be paysble until the foreign income was distributed to Canadian

* individuals. Thus, no Cansdian tax should be paysble by a Canadian
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shareholders pay only a Canadian withholding tax on distributions peid from for-
elgn direct investment income flowing to a Capadian company in which they hold
shares, Because such dividends would continue to be subject to the regular non-
resident withholding tax, i% is not intended that the total taxes imposed

on these shareholders should be inci'eased. Accordingly, the special 20 per

cent withholding tax should not be deducted or paid in respect of distri-
butions to non-resident shareholders. In the case of shares beneficially owned
by non-residents but registered in the names of Canadian nominees, the special

- 20 per éent withholding tax on distributions out of foreign direct invest-

ment income would, of course, be withheld and remitted to the government by

the corporation making the distribution or allocation. In this case the
non-resident beneficial owner of the shares should be entitled to apply to

the government for a refund.

Where a Canadian corporation had & substantial interest of, say, at least
10 per cent in another corporation which made a distribution or allocation out
of foreign direct investment income, the receiving corporé.tion should be en-
titled to apply to the government for a refund of the 20 per cemt tax withe
held by the corporation making the distribution or alloeation. It could be
ﬁrovided. as an alternative that such a receiving corporation could file a
form with the distributing corporation which would exempt distributions or
allocations to the receiving corporation from the special withholding tax.
In either case the distribution or allocation wade out of fdreign direct in-
vestment income would be treated as foreign direct investment income of the
receiving corporation, so that the 20 per cent would be withheld when the

recelving corporation itself made a distribution.

Effect of Our Proposal for Direct Investment Income. Some effects of the

proposal just outlined may be briefly summerized:

1. For income received from direct investment in foreign countries
levying direct taxes on corporate income of 30 per cent or more,
the simplicity at present achieved under section 28(1)(d) would be

retained, Some countries cbvicusly fall into this category. We
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suggest that they should be named by the administration as
qualified sources. We have in mind perticularly the United States

and the United Kingdom.

The effect of requiring that st least a 30 per cent tex be paid on
an accrual basis on the income of a foreign direct investment would
gt least partially restore equity among individual Canadisn share~-
holders by ensuring that a substantial rate of income tax was paid
on all investment income no matter where earned. We believe that
this device would reduce tax avoldance by Canadians through the

use of itax havens.

Foreign source income would be subject to progressive rates of tax,
The use of an arbitrary gross-up and credit would extend to foreign
source income the same procedure as that applied to Canadian corporate
iﬁcome. This would ensure that the progressive rate schedule would

be equitably epplied.

The eredit permitted for foreign income taxes paid would be the mexi-
mum credit which is consistent with the collectlon of some Canadian

tax revenue from forelgn source direct investment Income.

An unfortunate slde effect of the proposal, although it is not as serious
as 1t would be under a system of full gross-up amﬁ creﬁit » would be that
the tax concesslons granted by under-~developed countries would be
"neutralized"”. We chose this alternmative rather than the complicated
provislons necessary to separate & legitimate investment in an under-
developed country from a tax-haven operation. To reduce this un-
desirable effect, we propose that "tax sparing” —the allowance of a

eredit for a foreign tax whether payable or not—be authorized on a

cbuntry-‘by-cauntry basis. This could be done by treaty.

. The partial integration of foreign corporation income tax with Canadian

personal income tax would restore the rellef that would be lost on
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withdrawal of the dividend tax credit. This ecredit is now allowed
on dividends declared by a Cenadian corporation from foreign source

income, g

»

Compared with other countries (for example the United States) the
foreign tax credit we recommend might appear small, The Cansdian credit
would be limited to 30 per cent in respect of foreign corporation and with-

holding taxes, In some countries the credit is 50 per cent or more. It

must be borne in mind, however, thet while a credit is given against the
United Sta.ﬁes corporation income tax for the full smount of the foreign taxes
(vp to the effective‘ United States corporation tax rate)}, the credit does

not go beyond the United States corporation. Its value to the individual
shareholder is the benefit he may derive indirectly from a reduced corpo-
ration tax. Under our proposal the bepefit to the shareholder would be
reflected in a direct reduction in his personal income tax and possibly in

a refund of tax. The amount of the refund could be material for a low

income shareholder. Throughout this Report we have emphasized that it is

the tax burden on the individusl thet is the ‘erucial consideration.

Business Income. The proposal detailed above also encompasse_s the dis-
position of business income earned in a foreign country through an unin-
corporated branch. It is now deslt with simply as income of the Canadian
regsident. It is taxable in full on a grossed-up basis in the year earned,
vwhether distributed or not, with s credit for direct taxes pald to the
foreign jurisdiction. We have had to bear in mind barticularly that foreign
branch profits of a Canadien company cen be the source of dividends distri-
buted to Canadian shareholders. We concluded that foreign business incoume
of a branch should, as far as possible » be dealt with in the same way as
income from direct investment in foréign corporations. This would, in
general, provide neutrality between the different possible procedures for
carrying on business or holding property in a foreign country. The credit

for foreign income taxes pald would therefore be limited to 30 per cent,
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and the income included in the return of the Canadian taxpayer would be the
result of grossing-up the net after-tax foreign business income for taxes
deemed to be paid at the rate of 20 per cent, regard;ess of the actual foreign
income taxes paid. Also, the Canadian corporation would not be subject to
any Canadian tax, over and above the amount of any special tax due if the
foreign income taxes were less than 30 per cent, until such time as the
foreign source direct investment income was allocated or distributed to
resident shareholders. One discrepancy between forms of business organization
vould remain, however, as Canmadian individuals operating unincorporated
businesses gbroad would in effect be taxed on the full accrual basis, while
incorporating the business would permit them to defer their Canadian tax
liability until the profits were both remitted to Canada and distributed or

allocated to resident shareholders,
Portfolio Investment Income

Portfolio investmént income would be that income received from foreign
invesiments where less than & 10 per cent interest was held in a corporation,
& business or a Property. We recommend that, generally speaking and subject
to the option referred to below, portfolio investment income should conbinue
to be taxed as at present and that the dividend or other payment should be
grossed-up for the amount of foreign withholding tax (if any) and included
in income. Credit should be allowed only for the foreign-withholding tax
paid on the dividend or other income and not for any unﬂeriying corporation
tax. However, for the reasons outlined below, we also recommend that a
portfolio shareholder should be permitted to elect to be taxed as a direct
investor on certain dividends received. In practice, we would expect thet
this election wowld only be used for dividends from United States and United
Kingdom companies or companies in other countries designated in the
regutations as being countries for which the full 30 per cent credit was.
allowed. However, it might be extended to other cases if the shareholder
was able to provide the necessary detailed and verified information con-

cerning the income of the foreign company and the taxes paid by it.



