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error for the Trial Jndge to characterize the whole
Iransaction as being an adventure in the nature of
trade and taxable as such.

{2] The appeals will he dismissed.

Cudd Pressure Controi (Appeliant) v. Her Majesty the Queen (Respondent}
Federal Conrt of Appeal, October 19, 1998. (Court File No. A-369 93.)

Caiculation of net industrial and commerciai profits attributable to non-resident corporate
taxpayer's permanent estabilshment in Canada — Whether, In determining such profits, tax-
payer entitied to deduct “notional rent” charged by it to its permanent establishment for the
latter's use of two snubbing units — Income Tax Act, R.S.C. 1985 (5th Supp.), c. 1, as amended,
ss. 13(7), (9), 18(1)a), (d) and 20(1)a) — Canada-United States Reciprocal Tax Convention,
1942, Articies | and 1ii{1) to (4) — Income Tax Conventions Interpretation Act, R.S.C. 1985,

¢. 48, s. 4(b).

The non-resident corporate taxpayer provided its own equipment and employees to per-

form elght months’ work in the form of snubbin
by a Canadian resident corporation. in determ

g unit services on an offshore drliling rig owned
ning its “net Iindustrial and commercial profits”

attributable to its permanent estabiishment in Canada for its year ending June 30, 1985, (as
required by the the Canada-United States Reciprocai Tax Conventlon ("“the 1942 Convention”)),
the taxpayer deducted the “notlonai” rent theoretically chargeable to its permanent estabiish-
ment for the use of the said two snubbing units. The Minister disallowed such deduction. in
dismissing the taxpayer's appeal (95 DTC 559), the Tax Court of Canada found that the
“notlonal” rent in issue was not deductible. The Tax Court Judge concluded that the taxpayer
could only have claimed capital cost allowance for the use of the snubbing units against the
income from its permanent estabiishment, based on paragraph 4(b) of the income Tax Conven-
tions interpretation Act. This was because such an expense is allowed under Canada’s internal
law (l.e.. the income Tax Act). In the Tax Court Judge’s view paragraph 4(b) was intended to

ensure that permanent estabilshments taxed on

profits under the 1942 Convention could not

deduct amounts which were unavailabie to Canadian taxpayers in calculating thelr business
Income. And since the taxpayer had failed to meet the meaning of “expense” and “incurred” for

the purposes of Canadian tax iaw, its “notional”
for the purposes of Article IIl of the 1942 Con

Court of Appeal.

rent was not deductibie In computing its profit
vention. The taxpayer appeaied to the Federal

Held: The taxpayer's appeal was dismissed. The Tax Court Judge committed no review-
abie error. He rejected the taxpayer's assertion that its permanent estabiishment, treated as an
independent enterprise, would have rented the snubbing units from the head office. He found
that the taxpayer was primarily a service company whose “unmanned standby” charges (for
the snubbing units) were not equivalent to rental payments. He also found that the taxpayer
would not have acquired the offshore contract had it not been the sole owner of the snubbing
units in issue. There was no basis for Interfering with these findings of fact. The Minister's

assessment was affirmed accordingly.

Counsel:  Not available.

Before:

RoserTsoN, J.A. (Strayer J.A. concur-
ring): [t} The primary issue on appeal is
whether Jhidge Sarchuk of the Tax Court of
Camenl erred in concluding that $2,516.690 of
notiowd “rent” could not be deducted by Cudd
Pressare Coutrol lue, in compnting the net indus-
Tl and comnnercial profit attribntable to its per-
nnueent establishunent in Canada, as required by
e Cavada-United States Reciprocal Tax Con-
vention [“the 1942 Convention™], for the taxation
year ending Jnne 30, 1985,

Strayer, Robertson and McDonald, JJ.A.

[2] After carefully summarizing the facts, the
experts' testimony, and the parties' submissions,
Judge Sarchuk concluded that Cudd could only
have claimed a capital cost allowance for the use
of the snubbing units against the income from its
permanent establishment, based on para-
graph 4(6) of the Income Tur Conventions
huterpretation: Aet, because such an expense is
allowed nunder Canada's internal law, namely the
Income Tux Act. He added that paragraph 4(h)
was intended to ensure that permanent establish
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ments taxed on profits under the 1942 Conven-
tion could not deduct amounts which were
unavailable to Canacian taxpayers in calculating
their business income. Since, in his respectful
opinion, Cudd had failed to meet the meaning of
“expense” and “incurred” for the purposes of
Canadian tax law, its notional “rent” was not
deductible in computing its profit for the pur-
poses of Article I of the 1942 Convention. In
spite of his general finding that deductions of
notional amounts are unsupported by the 1942
Jonvention, Judge Sarchuk noted that Article [
of that Convention specifically requires that there
De attributed to the permanent establishment the
net industrial and conunereial profit which it
might be expected to derive if it were an indepen-
dent enterprise “engaged in the same or similar
activities under the same or similar conditions”.
Judge Sarchuk rejected the appellant's assertion
that its permanent cstablishment, treated as an
independent enterprise, would have rented the
snubbing units from the head office. He found
that Cudd wag primarily a service company,
whose “unmanned standby™ charges were not
equivalent to rental payments, and that it would
not have acquired the Mobil contract if it had not
been the sole owner of a snubbing unit with a
pulling capacity of 600,000 pounds.

13} My colleague Justice McDonald agrees with
Judge Sarchuk that, in the circumstances of this
case, (udd conld not deduet notional “rent” from

McDONALD, J.A: |1] The issue to be decided
in this case is whether a corporation incorporated
outside of Canada but doing business in Canada
can deduet an anount for notional rent pursuant
to the Canada—~l].S. Reciprocul Tax Convention
(1942) (the “1942 Convention™ when a corre-
sponding deduction is disallowed under the
Income Tax Act (the "Act") for a Canadian com-
pany oing the same or similar business in
Canada.

Facts

{2] The appellant is incorporated in the United
States and was at all material times a resident
there for the purposes of the 1942 Convention.
The appellant was never a resident in Canada for
the purposes of the come Tax Act. The appel-
lant is a wholly owned subsidiary of R.P.C. Energy
Services (*RPC™), a United States public corpora-
tion which provides a varicty of services to the oil
and gas industry. Similarly, the appellant’s busi-
ness consists of providing teclnical services to
the oil industry, principally throngh the delivery
of equipment and well control services on site.

-~

the net profits derived from its permanent estab-
lishment in Canada, pursuant to the 18942 Conven-
tion. However, unlike Judge Sarchuk, Justice
McDonald does not foreclose the possibility that
notional “rent” could be deducted in an appro-
priate case. With respect, 1 do not find it neces-
sary to deal with the issue of whether notional
expenses are deductible as a matter of law in light
of the factua! findings made by Judge Sarchuk.

{4} The Tax Court Jucdge fully considered the
factual and legal background surrounding Cudd's
provision of the snubbing 1nits to Mobil. It is trite
law that an appellate court cannot. substitute its
own conclusions pertaining to factual matters for
that of the trier of fact, unless a clear error
appears on the record. Assuming, without
deciding, that notional amounts may be deducted
in computing the profits attributable to a perma-
nent establishment for the purposes of Canadian
taxation, pursuant to the 1942 Convention, [ am
of the opinion that Justice Sarchuk did not
commit a reviewable error in refusing to allow
Cudd to deduct an amount for notional rent in the
cirenmstances of this case. In particular, | can
'find no basis for interfering with his finding of
l.‘fa(:t. that the appellant's permanent establish-
/ment, treated as an independent enterprise,
would have rented the snubbing units from the

( head office.

[5] 1 would dismiss the appeal with costs.

[3} In September 1984 the appellant was con-
tacted by Boots & Coots, a well control company
based in Houston, Texas, with respect to an
underground blowout in an exploratory gas well
heing drilled by Mobil Qil Canada Ltd (“Mobil™)
off the coast of Nova Scotia. The appellant sent
representatives to Canada to assess the situation
with a view to providing well control services to
Mobil. The appellant and Mobil entered into an
oral agrecment for the appellant to provide snub-
bing services for a price of US $15,000 per day.

{4} The principal pieces of equipment sent from
the United States by the appellant for the Mobil
job were two snubbing units. A snubbing unit is a
complicated piece of hydraulic equipment used to
reniove drill pipe casings or similar equipment
from, or force them into, an oil or gas well. The
two snubbing units used on this job hud respec-
tive pulling capacities of 600,000 and 150,000
pounds (the “600 unit” and the "150 unit”,
respectively), and were owned by the appellant.
In addition to these two snubbing units, Mobil
was required to provide hydraulic chokes, blow-
out preventer equipnient and hydraulic tongs for
use by the appellant on the Mobil job. This equip-

) o~
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ment was rented from third parties for the dura-
tion of the job at a daily rate that ranged from
approximately one-half of one per cent to some-
what in excess of one per cent of the cost of
equipment.

{5] According to the appellant, in its ordinary
course of business, it frequently rents equipment
to customers. Although other equipment is rented
to be used or operated by its customers, snubbing
equipment is provided on an *"unmanned
standby" basis. In these situations, the services of
employees of the appellant are not required for
periods of time but it is not appropriate to remove
the equipment from the site. The evidence of the
appellant’s witnesses is to the effect that snub-
bing units are not kept in stock by suppliers but
are custom-made on an order basis from a manu-
facturer. During the relevant period of time, there
were only two manufacturers of snubbing units,
Hydrarig of Dallas and Otis Engineering of Dallas-
Fort Worth. The minimum time for the manufac-
ture and delivery of a snubbing unit from the date
of order was six months for a 150 unit and one
year for a 600 unit. The appellant also claims that
there is no market for used snubbing units, that
these units last indefinitely when properly main-
tained, and they do not depreciate from either
obsolescence or wear and tear.

{6] In 1984-85 the appellant was the owner of
the only 600 unit in the world. This unit had been
used for only 30 to 40 days before the Mobil job
and was used for approximately 120 days between
the end of the Mobil job in 1985 and the start of
trial. During the Mobil job the 600 unit was in use
for most of the working time and the 150 unit was
on standby for most of that time. In computing
the industrial and comumercial profits to be attrib-
uted to its permanent establishment in Canada for
its taxation year ended June 30, 1985, the appel-
lant:

(1) included all amounts billed to Mobil as income;

(ii) deducted all direct labour costs multiplied by a
facter, transportation, insurance and similar costs, cer-
tain additional labour costs and a portion of its general
werhead expenses from its income; and

(iii) «leducted a charge for the notionat rent charged
iy the head office to the permanent establishment for
use of the 600 unit and the 130 unit in the amount of
$2,616,680.

{7] The appellant initially derived the notional
rent at issue in this case from the daily rental
rates it quoted to its customers for unmanned,
standby use of each piece of equipment, namely
US $4,800 per day for the 600 unit and US $2,400
per day for the 150 unit. These amounts were
adjusted to account for the degree of usage for
each unit during the Mobil job. Accordingly, the

amounts of notional rent claimed were US $5,000
and US $1,700 per day, for the 600 unit and tw
150 unit respectively. The appellant claims that
the adjustments were reasonable considering the
use of the equipment, the danger of the situation
and the emergency nature of the job. The daily
rental charge represented 0.72% per day of the
capital costs of the units.

{8] The appellant incurred losses from its oper-
ations both prior to, during and after 1984. The
appellant’s loss for its June 30, 1984 taxation year
was US $10,564,577; for its June 30, 1985 year
was US $8,031,822; for its June 30, 1986 year was
US $7,493,414; and for its June 30, 1987 year was
US $3,594,981.

{9] The Minister disallowed the deduction of
$2,516,690 claimed as notional rent for the snub-
bing units and assessed tax thereon under Part |
of the Act. The appellant appealed.

Decision of the Tax Court Judge

[10] The Tax Court Judge upheld the decision
of the Minister disallowing the rental deduction
on the ground that Article I11(1) of the 1942 Con-
vention should not be construed as permitting
deductions to be taken of a nature or kind that
would not be deductible in calculating business
income by Canadian taxpayers under the Act. The
Tax Court Judge also found that even if he had
concluded that notional rent could be deducted
under the 1942 Convention he still would have
disallowed the deduction on two other grounds.
First, the evidence did not demonstrate that the
appellant was in the business of renting equip-
ment. Second, the appellant’s business is so
unique that it would not have rented the equip-
ment. The Tax Court Judge found that, in the
circumstances, the more reasonable assumption
would be that the branch purchased the snubbing
units from the head office.

Analysis

(11] As will be detailed later, I am of the view
that in an appropriate case, an amount for
notional rent may be deducted by a corporation
incorporated outside Canada in computing the
industrial and commercial profits attributable to
its permanent establishment in Canada, notwith-
standing that a resident in Canada can not benefit
from a similar deduction. However, on the facts o
this case, a deduction for notional rent is no!
appropriate given that the evidence establishe«
that the amount of notional rent was never
included as income at the appellant’s head office.
To allow the deduction in this circumstance
would mean that the appellant has avoided being
taxed on the rental amount in both Canada ard
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the United States. The purpose of Canada’s bilat-
eral tax treaties is to avoid double taxation and to
prevent tax evasion: see The Queen . Croum
Forest Industries, 95 DTC 5389 (S.C.C.) at
5396-7. It follows that unless the amount of
notional rent is included in the parent corpora-
tion's records a corresponding deduction can not
be allowed.

[12) T am also of the view that the facts do not
establish that in the normal course of business
the snubbing equipment would have been rented
to the appellant’s permanent establishment in
Canada. Indeed, it is more likely that the head
office would have been contacted directly to take
on this contract given that it is the only one to
have had equipment of this kind during the rele-
vant period. An independent company in the posi-
tion of the permanent establishment would not
have entered into this type of relationship uniess
it had the necessary equipment to perform its
duties under the contract. In this case, the appel-
lant did not have the necessary equipment and
would likely have declined the contract.

Interpreting the 1942 Convention

[13]) The basic principles to be applied in inter-
preting the 1942 Convention or any bilateral tax
treaty are those found in articles 31 & 32 of the
Vienna Convention on the Law of Treaties. These
articles provide:

1. A Treaty shall be interpreted in good faith and in
arcordance with the ordinary meaning to be given to the
terms of the treaty in their context and in the light of its
nbject and purpose.

2. The context [or the purpose of the interpretation
of a treaty shall comprise, in addition to the text,
including its preamble and annexes.

(a) any agreement relating to the treaty which was
niade between all the parties in connexion with the
conclusion of the treaty;

(b) any instrument which was made by one or more
parties in connexion with the conclusion of the
treaty and accepted by the other parties in an
instrument related to the treaty.

3. There shall be taken into account, together with
the context:

(a) any subsequent agreement between the parties|
regarding the interpretation of the treaty or the
application of its provisions,

(b) any subsequent practice in the application of the
treaty which establishes the agreement of the par-
ties regarding its interpretation;

(c) any relevant rules of international law applicable
in the rclations between the parties.

4. A special meaning shall be given to a term if it is |

established that the parties so intended.

Article 32 — Supplementary Means of Interpretation

Recourse may be had to supplementary means of
interpretation, including the preparatory work of the
treaty and the circumstances of its conclusion, in order
to confirm the meaning resulting from the application of
article 31, or to determine the meaning when the inter-
pretation according to article 31:

(a) leaves the meaning ambiguous or obscure; or

(b) leads to a result which is manifestly absurd or
unreasonable,

{14) Article 3(2) of the OECD Convention (see
discussion, infra, at para. 22) and section 3 of the
Income Tax Convention Mmterpretation Act
establish that where a term is not defined in a
bilateral tax treaty, definitions from domestic
income tax law should be applied unless the con-
text indicates otherwise. In this case, the Tux
Court Judge found that because the phrases "net
industrial and commercial profits” and "all
expenses wherever incurred” were not defined in
the 1942 Convention, recourse was to be had to
Canada's domestic tax law. Because the Income
Tax Act prohibits the deduction of a notional
expense, the Tax Court Judge found that the
amount of notional rent claimed by the appellant
could not be deducted under the 1942 Conven-
tion.

[15) While the Tax Court Judge applied the
correct principles of interpretation for a double
tax convention, nonetheless, I am of the view that
the language of Article III(I) of the 1942 Conven-
tion does allow for the deduction of notional
expenses. As a result, recourse to domestic Cana-
dian Income Tax law principles is not essential.

[16) Article I of the 1942 Convention provides:

An enterprise of one of the contracting states is not
subject to taxation by the other contracting state in
respect of its industrial and commercial profits except in
respeet of such profits allocable in accordance with the
articles of this Convention to its permanent establish-
ment in the latter State.

[emphasis added]

In computing profits, Article Il sets out the
rule that a permanent establishment is to be
treated as a separate entity for income tax pur-
poses:

1. If an enterprise of one of the contracting states has
a permanent establishment in the other state, there shall
be attributed to such permanent establishment the net
industrial and commercial profit which it might be
expected to derive if it were an independent enterprise
engaged in the same or similar activities under the same
or similar condlitions. Such net profit will, in principle, be
«determined on the basis of the separate accounts per-
taining to such establishment.

—~
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In the determination of the net induistrial and
commercial profits of the permanent establish-
ment there shall be allowed as deductions all
expenses, wherever incenrred, reasonably allo-
cable to the permanent establishment inchding
execntive and general administrative expenses so
sllocable.,

{emphasis added]

[17) Thus, Article HI(I) sets out the fiction that
a permanent establishment is to calculate its
profits as if it were an independent enterprise. It
further allows for the deduction of expenses,
which may also be fictional, that are reasonably
allocable to the permanent establishment. It fol-
lows that a deduction for notional rent may be
allowed because if the permanent establishment
is an independent enterprise, it would be neces-
sary to rent or purchase the equipment in qies-
tion. As [an Roxan states in “Judicial Overrides of
Double Tax Conventions: The Case of a Perma-
nent Establishment” (1997) 25 Intertax 367 at
371

If the permnanent establishment bad been an indepen-
dent enterprise, then it conld have rented the sinibbing
units fromn the head office (also a separate enterprise
muder the assumption) . . . The permanent establishiment
woltld then have incurred an obligation to pay Lhe rent.
So the rental expense would have bheen an expense
incurred within the ieaping that the Crown argued the
term had nnder the Act.

Roxan conlinnes, stating

if we calenlate the profit of the permanent establish-
ment as if at were anindependent enterprise, that is
using the notion of treating it-as an independent enter-
prise, it is cnbrely consistent to treat Lhe permanent
establishment as if it had inenrred the rental expense | ..
The expense s no more notional than the idea of treating
the permanent. establishiment as ap independent onter-
prise, which is required by the Convention.

[eanphasis added)

{18} Albert A. Ehrenzweig and F.E. Koch pro-
vide further support for the concept that the two
enterprises shonld be treated separately, i.e., as if
they were third parties contracting with each
other. This, in turn, supports the idea that a
dednetion for notional expenses should be
allowed. In their commentary on the 1942 Con-
vention, Bhrenzweig and Koch state:

The allocation rule of the Convention 1s in substance
based on the “profit. convention for the Aflocation of
Bnsimess Ineome between States for the Purpose of Tax-
alon (except for the rephrasing of the *arms length ele-
ment’)." The mile is designed to subject to laxation by
the yonmtry of estallishment that part of the income

which is produced inits territary, withont regard to the |
total result of the business of the foreign cnterprise

aaintamning the establishment. In view of its generality,

|

To facilitate a Favonrable apportionment, the establish
ment should, ip ks acconnls Lreat its transactions as o
nade with an onlsider ... The book entnes should Le
based on terms of similar transactions between the
enterprise (or similar lorcign enterprises) and third per-
s0ns i the taxig coimtry;, or on custoniary prices s
rates of counnission prevailing hetween third parties for
similar transactions in that conntry; or on the quotations
in an independent market.

See Albert A. Ehrenzweig and F.E. Koch,
Income Tax Treaties (New York: CCH, 1949) at
106.

[emphasis added).

[19) The Commentaries to tax conventions and
other extrinsic evidence regarding the intention
of the drafters of tax treaties form a part of the
legal context surrounding international taxation:
see Crown Forest, supra at 5396, Accordingly, it
is clear that Commentaries to tax conventions
and other evidence are to be used as an aid in the
interpretation of tax treaty provisions.

[20) The most relevant commentary and other
travaux préparatoires relating to Articles I and Iil
of the 1942 Convention are found in the records
of the deliberations of the Fiscal Committee of
the League of Nations (the “Fiscal Committee™)
during the 1930s and early 1940s which dealt
with Convention provisions concerning the calcu-
lation of the profits of a permanent establishment.
Of additional significance is Mitchell B. Carrol's
report which was delivered to and endorsed by
that committee. The Carrol report as well as the
Reports of the Fiscal Committee endorse the con-
cept of the separate accounts accounting proce-
dure. As Carrol states:

To summarise, the regime of allocation for enterprises
operating in several comtnes in which they have perma-
nent establishments consists (1) in separuting the
varions items of income and allocating them to their
respeclive sources; (2) if income is derived from the joim
operations (of nne or inore classes) of two ar more estab-
bshments in different coumtries, the incone is to be allo-
cated or apportioned in accordance wth what each
establishinent wonld derive if it were an independent
enterpnse engaged in lhe same or sunilar activities
under the same or similar conditions, Thus, )f an inde-
pendent enterprise wonkd moke a profit or receive cer-
tain remunerations for the given activity, such profit
should be reflected in the scparate acenunts of the given
establishment,

See M.B. Caroll, “Allocation of Business
Income: The Draft Convenlion of the League of
Nuations” (1934) 34 Col L.Rev. 472 at 185-86.

[21) Thus, the separate accounts principle
found in Article llI() which requires the enter-
prise and the permanent establishment to be
treated at arms-length — as separate entities y

this rule bas always been implemented in various ways. }‘ contracting or interacting with one another -
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which are allrilntable to the permanent estab-
lishient. In particular, Lhis provision allows for
the deduclion of expenses achiiilly menrred by
the head atfice against Lhe profits incurred by the
permanent establishment where such expenses
are “reasonably allocable to™ (1942 Canvention)
fact that a similar deduction is not provided for  or "inenrred for the purpases of " (OECD Conven-
Canadian businesses is not relevant because the  tion) the permanent establishment.

provisions of the 1942 Convention apply. Having (25

+f found that the 1942 Convention atlows for a i “')!1 '[Jle (ri()nlnu;glurri‘c‘h" to l,he)f([):i.({D C”'.‘Y."n'
I deduction of a notional expense for rent, the ion elaborate on the meaning ¢ 1S provision.

; Paragraph 16 of the Commentary states that the

far_notional

provides the is for a dednuctian
tent. Tn Tiah Mines Ltd. v, Thé gnee
6104, this Conrt held that nnder the terms of the
implementing legislation, the provisions of the
Gonvention prevail over domestic legislation in
the event of an inconsistency. Accordingly, the

U

question then becomes, when is siuch a deduction
for this expense appropriate?

[22] Canada is a member of the Organization
for Economic Co-operation & Development
("OECD") which adopted a Model Tax Conven-
tion on Income & Capital (the “OECD Canven-
tion™) in 1977. The main purpose of the OECD
Convention is to provide a means of uniformly
settling the most common problems which arise
in the field of international juridical double taxa-
tion: see Krishna, The Fundamentals of Cana-
dinen Tncome T (Scarborough: Carswell, 1996)
at 79, All signatories to the OECD Convention,
including Canada, are (o follow the OECD Con-
vention as closely as possible in drafting their own
hi-lateral treaties.

{23} The relevant commentaries on the OECD
Convention were drafted after the 1942 Conven-
tion and therefore their relevance becomes some-
what suspect. In particular, they cannot be used
to determine the intent of the drafters of the 1942
Convention. However, although the wording and
arrangement of the provisions are significantly
different in the lwo conventions, the 1942 Con-
vention follows the same general principles as the
OECD madel. The OECD Commentaries, there
fore, can provide some assistance in discerning
the “legal cantext™ surrounding double taxation|
canventions it international law, and in particular|
in ascertaining when it is appropriate to ullow it
dedction for a notional expense.

[24] Article T(3) of the OECD Convention is
similar in offect to the second paragraph af
Article HI(1) of the 1942 Convention. Article T(:3)
provides:

In determining the profits of i permanent estublish-
mient, there sledl be allowed as ideductions expenses
which are inearred Tor the puaposes of the permonent
establishieat, inelding exeentive and general adminis-
trative expenses so iaenered, whether in the stote in
which the pernuinent establishment, inclding exeentive
and general adninisirative expenses so inorred,
whether in the State in whieh the permsnient establish-
ment is sittated oroelsewlhere,

Thus, both the 1942 Convention and the OECD
Canvention altaw for the dedhiction of expenses

purpose of Article 7(3) is to clarify the general
directive in relation to the cxpenses of a perma-
nent establishment that is contained in Article
7(2) — the OECD equivalent to Lhe “separate
enterprise™ provision contained in the first para-
graph of Article [1I(1) in the 1942 Conventian.
The Commentary goes on to state:

{Article TCD] specificidly vecognizes that in ciden-
lating the profits of « permanent establishment allow-
unee is to be made for expenses, wlierever incarred, that
were incurred for the pirposes of (e permanent oslub-
lishment. Clearly in sone cases it will be necessary to
estimate or to {‘_alt'ulug_(: by conventional niesas e
amonnt of expenses o be taken into seconnt. In the
case, for exany H—-,Alnvn('rul administrative expenses
incurred at the head office of the enterprise, it nay bhe
appropriate to take into aceont a proportiomdte part
basedd on the ratio that the permancif establishment’s
turnover (or perhaps gross profits) bears to that of the
enterprise as a whole. Subject to this, it is considered
that the anount of expenses to be taken mtosceannt as
icarred for the purposes of the permanent establish-
ment should be the actual amgunt so ineurred. The
ileshnclion allowable to lmm(‘llt establishment [or
any of the expenses of the enterprise attribited to it
does not depend upon the sctual reimbursenent of such
expenses by the permanent estublishment.

/

femphasis added]

[26] Paragraph 17.1 of the Commentary is also
particilarly helpful in this case as it provides a
test to determine when it is appropriate to allow a
deduction for expenses. Paragraph 17.1 states:

In applying these principles to the practical determi-
nation of the profits of a permanent establishent, the
HesStHon may inse as to whether a particunlar cost
incirred by «n enterprise can trdy be considered as an
expense incurred [or the purposes of the permanent
estublishment, keeping in mind the separate and inde-
pendent enterprise principles ol paragraph 2. Whilst in
general indepemdent enterprises with cuch offier "&ill
seek to realise a profit wnd, when trinsferrig property
or providing services to cich other, will charge such
prices as Lhe open market would bear, nevertheless,
Ihere are also circunistances where it canmot be consid-
ered trd o partigular property or service would have
Leen obtainable from an independent enterprise ur when
mdependent enferprises 'may agree to share between
them the costs of some ctivity which is pursued in
common lor their mutuat benefit. In these particnlar cir-



®

6636 Dominion Tax Cases

Crdd Pre

cinstances, 1t ay be appropriale to treat any refevant
costs incurred by Lhe enterprise as an expense tneurred
for the permanent estahlishment. The Qifficulty wrises in
making a distinetion between these circmnstances and
the cases where a cost ineigrred by an enlerprise should
not he considered as an expense of the permanent estab-
hshment, and the relevant property or service shondd be
considered, on the basts of the separate and independent
enterprises principle to have been transferred between
thie head office and the pernunent. establishment at a
price inchuling an clement of profit. The question nuist
be whether the internal transfer of property and serv-
ices, he it lewporary or uu..T’u of the same kind as those
which the enterprise, m the normal course of its busi-
pess, would have cliifffed to a third party at an arm's
length price e, by normally inelnding in the safe price
an appropriste profit,

[einphasis added)

[27] In other words, the test proposed in para-
graph 17.1 of the Commentary is whether the
internal transfer of property or services between
Lhe foreign corporation and its permanent estab-
lishment in Canada is of the same nature as a
transaction in which the companies, in the
normal course of business, wonld have charged a
third party a price which inclhinled an appropriate
profit. Paragraph 17.2 of the Commentary
attempts to explain when the answer to that
question will be affirmative and when it will be
negative:

On the one hand, the wnswer to Hat guestion will be in
the affirmative if the expense is intially inenrred in per-
forming a Mmnction the direet pirpose of whieh 1s 1o
ke a sates of a specifie good or service and to redise a
profit through a pefiflanent establishment. On the other
hand, the answer will be in the negativeaf, on 1he hisis of
the facts and cirenmslances of 1he specifie case, it
appears that the CXpPEnse Js mitially incurred in per-
forming a function the essential pnrpose of which is to
rationalise the overaft ‘costs of the cnterprise or to
inerease ina general W';E its sales.

[28] Another approach to determining whether
an expense shoikl be deducted for a permanent
establishment was offered by Caroll. He suggests
that the correct approach is to mqulre where the
risk of ownership lies: with the head office or the
permanent establishment. In most cases, the risks
of profit. and loss are principally horne by the
parent company. To account for this, Caroll sug-
gests that the permanent establishment be
allowed to deduct from its income an amount to
aceonnt for the “services rendered” to it, by the
head affice, i.e. a notional commission or fee
which acconnts for the risk borne by the head -
office. ‘This notional fee can be adjusted down-
ward to account for any risks borne by the inde-
pendent enterprise, just as a fee charged to a
third purty for services rendered would reflect the
risks borne by that party: see M.B. Caroll, Tara-
tion of Foreign and National Enterprises:

- AN e

wre Condrol Ine. o, The Queen

Methods of Allocating Tacable Incowne, (1933) 4
League of Nations, (Ser. L.o.N.P.: Geneva,
19:33.11.A20). See also Roxan, Judicial Over-
ricdes, supra at 373-74.

[29] Having reviewed the evidence, [ am satis-
fied that cither under the test provided in the
OECD (‘.mﬁﬁ?‘ntary vr under Carrol's method-
olog¥ Yhe deduction wonld not be ullowed in'the
cireumstances of thig case. The 1942 Convention
reqtiires that one consider what an "independent
enterprise engaged in the same or similar condi-
tions would do.” Given the unique uature of the
business conducted by the appellant’s head office
(i e it owned the only 6()0 unit in the world), it is
would Have rnnted lhe 600 umt t”r()m the head
office, particularly in 1ight of the high rental
costs, and then have nsed it to provide snubbing
services to another company, in this case Mobil.
Instead, given the nature of the business and the
type of equipment at issue, the head office would
have been contracted directly to take on the pro-
jeet in uestion. It is not reasonable to believe
that an independent third party wonld have con-
templated entering into this type of contract
given it did not have the required equipment and
would have incurred cxorbitant expense if it
chose to rent the equipment. A reasonable third
party would have (le(:l@_%d the contract all
together, or, as noted By the Tax Court Judge,
wonld have purchased the equipment in question.
However, this latter option is highly unlikely in
light of the facts that a one year lead time was
required for the manufacture of a 600 unit and
the Mobil job was an emergency situation.

[30] T would also dismiss the appeal on the
ground that the purpose of the 1942 Convention
is to prevent doyble taxation and to prevent tax
cvasion. The preamble to the 1942 Convention
states that one of the purposes of these bi-lateral
treaties is to prevent tax evasion:

The government of Canada and the Governiment of the
Uhnited States of America, being desirous of further pro-
moting the flow of commerce between the two ¢ountries,
of avoiding double taxation and of preventing fiscat eva-
sion in the case of income taxes, have decided to con-
chife a Convention . . .

[emphasis added|

{31} The Supreme Court of Canada has
addressed the issue of tax avoidance in the con-
text of bilateral tax treaties in Crown Forest
Indlustrics, supra. It made the following com-
ments at 5397:

In the case at bar, nnderscore that there is no need to
prevent double taxation because the U.S. has declined to
tax Norsk's revenue. Afthengh this dves not affect
Norsk's tax liahilty, the effect is still that Norsk is not
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vedquired 1o pay any 1ax in the Uinted Stdes by virtie of
the s, 883(1) excmplaon, Hus exemption arnsig by virtne
of a reciprocit arsagement. hetween the TES. wd the
B, where Norsk s incorporated. further, at s
nnclear whether the specifie rental incone w issne is,
rvent independenl of the exemption, sihjeet to Bealion
m the 118, because, pnrsiiait to s, 864(c)(4) of the
Interned Reveyne Codes, b nght not be considered Lo be
cllectively connerted with the conduet of Norsk's Aimer-
wan trade or business. Allowing Norsk to benefit Trom
the Convention in this case would actnally fead to the
wwoidance of tax on the rental income becanse Lhe lia-
Inlity for Lux asserted by the Canadian authorities woald
he redueed nolwithstanding that the lnited States
chooses tot to impose any tax thercon or does not cven
have the jurisdiction therefor,

{emphasis added]

{32} The evidence of Ms. Herron, the Chief
Financial Officer of the appellant and its parent
carporation, RPC, is that the amount of notional
rent claimed by the appellant was not. included as
income in the parent company’s tax return. In
cross-examination she was asked the following
question:

Q. The amonnt of 53942116 which was set np as
wotional rent, is, | take it, not melnded anywhere here in
the revenes which are reported in fhis return?

A. s an elimination. This is a consolidated return of
RPC Energy Services and afl subsidiarices, so af it were
melided, which it wasn't, it would climinate anyway.
There would he the inconme and then off-setting expense.

[cmphasts added]

Because the amount of notional rent was never

inchrded as income in the RPC's records, the per-

wanent establishment wmay not derive the corre-
sponding beuefit of a dechiction for rent. To altow
sich a deduction would lead to the avoidance of
tax on the rental incame attributed to the parent,
similar to the result in Criven Forest, supra.

[33] While no actual maney had to exchange
hands between the appellant, Cudd Pressure Con-
trol Inc., and its parent, RPC (indeed. the point is
that the expense is notional), it nevertheless must
be included as income in the parent corporatian’s
return so that, if necessary, it can he sutject to
tax. Including the amount of notional rent in the
parent corporation’s return also accords with the
separate accounts principle. Under this method,
profits and expenses must be reflected in the sep-
arate accounts of the permanent establishment
and the parent corporation: sce Caroll, Drajt
Conoention, sipra. The appellant can not derive
the benefit of having its profits drastically
reduced and then not have the amount inclnded
as income in the parent corporation’s records. If
this were nat the case, then the payment of rent
wollld uever be subjected Lo tax.

i
\
\

(34} Betore conchuding, ane further comment
is necessary in respect af an argument. advanced
hy the Minister. The Miuister clauims that it would
be contrary to the purpase of the 1942 Conven-
tion to allow a foreign carparation’s perranent,
establishment in Capada to feduct notional
cxpenses as this wonld grant the permanent
establishment more favaurable tax treatment
than its Canadian competitors in the same
industry. The Tax Court hudge found this argu-
went persuasive. While there is some merit to this
argument, I am of the view that it does not pro-
vide a legal basis for disallowing these types of
deductions.

{35} If the 1942 Convention allows for a deduc-
tion that the Canadian Nicome Tax Act does not
and this is seen as unfair to Canadian business
then the answer lies with Parliament. The answer
cannot be to deny a deduction that is contem-
plated by a legally binding tax canvention. [ fail to
understand why someone in the appeltant’s posi-
tion should be denied a valid dechiction on the
grounds that the Act does not pravide a corre-
sponding benefit to Canadian business. I recag-
nize that there is dicta to the contrary in [/tah
Mines, supra, however, in that case the Court
was of the view that the deduction at issue was
not contemplated by the 1942 Convention. That is
not the case here.

{36} I am of the opinion that if the language of
the 1942 Convention allows for the deduction af
an expense that language should be followed.
frideed, this view is supparted hy Utahe Mines,
supra, where, as noted above, the Court held that
' under the terms of the implemenling legislation,
| the 1942 Canvention prevails over domestic legis-
! lation in the event of incousistency. Further, as a
! member of the OECD, Canada is ¢xpected to con-
form to the OECD Canventian in negotiating and
interpreting its bilateral tax treaties. If the OECD
Convention specifies that a dechiction for certain
expenses should be allowed, as T have indicated it
does in this case, then to the extent that it is
possible, Canada should attempt to abide by the
Convention as closely as possible.

Conchision

[37] To the extent that the Tax Court Judge’s
decision may be interpreted as prohibiting the
conecept of notional contracts, it is clirified so as
to allow these contracts and the associated tax

ler the 1942 Convention, where
such notional éxpenses are supported by the facts
of the casé. On these facts, however, [ am satis-
fiedt That the Tax Court Jucdge was correct to find
that a third party would nat have agreed to rent

I —




6638 Dominion Tax Cases

Glavo Wellcomea ne. o The Queen

the snubbing equipment. Accordingly, the appel-
lant cannot succeed.
Disposition

{38] The appeal from the Tax Court of Canada
is dismissed with costs,
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Cudd and the Canada-U.S.
Protocol

by Kristen A. Parillo

Taxpayers in the United States and Canada have a
new problem to chew on: Cudd.

Tax officials from the two countries have been dis-
cussing whether a 1998 Canadian court decision that
denied a deduction for notional expenses to a U.S,
company’s Canadian permanent establishment will re-
main good case law once the fifth protocol to the
Canada-U.S. tax treaty is ratified and takes effect, a
U.S. Treasury Department spokesperson confirmed to
Tax Analysts.

In Cudd Pressure Control Inc. v. The Queen, the Cana-
dian Federal Court of Appeal upheld a Tax Court of
Canada ruling that Cudd, a U.S.-based company that
had provided technical services to an oil company drill-
ing a gas well off the coast of Nova Scotia, could not
deduct notional rent in computing the net profits attrib-
utable to Cudd’s PE in Canada. The case required an
interpretation of article 3 (business profits) of the 1942
Canada-U.S. income tax treaty.

The appeals court agreed with the Tax Court’s de- .
termination that notional expenses cannot be taken

into account because they do not constitute ‘“‘outlays or
expenses made or incurred” by the taxpayer and are

therefore not deductible in computing income under
paragraph 18(1)(a) of Canada's Income Tax Act.

The Federal Court of Appeal further accepted the
Tax Court’s finding that deductions for notional ex-
penses are prohibited under section 4(b) of Canada’s
Income Tax Conventions Interpretation Act (ITCIA),
which provides that PEs cannot deduct amounts that
are unavailable to Canadian taxpayers in calculating
their business income. (For Cudd, see Doc 98-31581 or
98 TNI 206-19.)

The Supreme Court of Canada in 1999 refused to
hear the taxpayer's appeal, confirming the Federal
Court of Appeal's decision as setting precedent. How-
ever, some observers have questioned whether Cudd
will remain viable once the fifth protocol to the
Canada-U.S. treaty takes effect in light of the OECD's
project on attribution of profits to PEs and the proto-
col’s apparent incorporation of the authorized OECD
approach.

The Authorized OECD Approach

The protocol to the Canada-U.S. tax treaty was
signed on September 21, 2007. It has been ratified by ,
the Canadian Parliament but has not yet been ratified
by the U.S. Senate. The Senate on March 13 received

1000 ¢ MARCH 24, 2008

TAX NOTES INTERNATIONAL



HIGHLIGHTS

the protocol and referred it to the Foreign Relations
Committee. (For the protocol, see Doc 2007-21595 or
2007 WTD 185-9.)

The protocol makes one minor change to the lan-
guage of article 7 (business profits) of the existing
Canada-U.S. treaty. It adds “or has carried on” to the
sentence in the second paragraph that says “‘where a
resident of a Contracting State carries on business in
the other Contracting State through a permanent estab-
lishment.”” However, in paragraph 9 of Annex B (diplo-
matic notes), it appears that Canada and the United
States have agreed to incorporate the new authorized
OECD approach (AOA) to profit attribution.

Paragraph 9 states that ‘‘the business profits to be
attributed to a permanent establishment shall include
only the profits derived from the assets used, risks as-
sumed and activities performed by the permanent es-
tablishment.”” It further states that ‘‘the principles of
the OECD Transfer Pricing Guidelines shall apply for
purposes of determining the profits attributable to a
permanent establishment.”’

That language mirrors the analysis set forth in the
AOA, which adopts a functionally separate-entity ap-
proach that requires the PE to be attributed the profit it
would have earned at arm’s length had it been a dis-
tinct and separate enterprise performing the same or
similar functions under the same or similar conditions.
This approach relies on a two-step analysis. First, the
PE is assumed to be a functionally separate enterprise
with its own functions, assets, and assumed risks. Sec-
ond, the OECD transfer pricing guidelines are applied,
by analogy, to dealings between the PE and the enter-
prise of which it is part.

The OECD launched its project on revamping ar-
ticle 7 to the OECD model tax treaty in 1998 because
of the inconsistent interpretation and application the
article received from tax authorities around the world.
The goal of the OECD project was to achieve a com-
mon interpretation and consistent application of article
7.

The OECD decided to examine how the arm’s-
length principle should apply in the context of the rela-
tionship between a PE and the rest of the enterprise to
which it belongs. Revised versions of parts I-III of the
OECD’s report on attribution of profits to a PE —
which covered issues relating to PEs in general and to
issues in the banking and global trading sectors in par-
ticular — were released on December 21, 2006. (For
parts LI-IIT of the report, see Doc 2006-25440 or 2006
WTD 247-18.)

A revised draft of Part IV of the OECD report,
dealing with PE issues relating to the insurance indus-
try, was released on August 22, 2007. (For Part IV of
the report, see Doc 2007-19538 or 2007 WTD 165-11.)

Is Cudd Mud?

Some observers have questioned whether the new
protocol, which appears to have adopted the AOA, will

effectively overrule Cudd. The AOA would recognize
notional transactions between a PE and its head office.

Several key issues remain unresolved, much to the
dismay of practitioners with clients demanding imme-
diate answers. Because of uncertainty over how to ap-
ply the OECD’s article 7-project to existing tax treaties,
the OECD announced that implementation of the
AOA will progress according to a dual-track approach.

The OECD will eventually draft a new version of
article 7, complete with new commentary, which will
be used when new tax treaties or amendments to exist-
ing tax treaties are negotiated. Separately, the OECD
will also release new commentary to the existing article
7, importing as much of the AOA as possible so as not
to conflict with the existing commentary. The revised
commentary to the existing article 7 language can be
used for existing treaties.

Some observers have
questioned whether the
new protocol will
effectively overrule Cudd.

The OECD released for public comment a draft re-
vised commentary to the existing article 7 in April
2007. It has not yet released a new draft of article 7
with accompanying commentary. (For the draft revised
commentary to article 7, see Doc 2007-9193 or 2007
WTD 70-14.)

This two-track approach has caused some confusion
among practitioners over the legal effect of the revised
article 7 commentary to treaty law and practice.

“T’ve been trying to figure out where we are in this
‘twilight zone’ phase of the OECD article 7 process,”
Richard Tremblay, a partner at Osler, Hoskin & Har-
court LLP in Toronto, told Tax Analysts.

Tremblay explained that under the new protocol to
the Canada-U.S. tax treaty, it appears that taxpayers
would be “in the new world order.” That is, Cudd
would no longer preclude the deduction of notional
expenses by local PEs for foreign entities. However,
Tremblay added, ‘“The OECD article 7 language has
not been revised yet, just the commentary. So I'm just
not sure what the rules are.”

“The in-between position, whereby we are supposed
to apply some but not all of the new principles until
the actual language of article 7 of the model is revised,
is somewhat of a mystery to me,” he said, adding, “I
don’t think anyone really has a good handle on what
the rules are in this ‘twilight zone.””
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Other Obstacles

Another thorny issue is that article 7(3) of the
Canada-U.S. treaty, the provision permitting the deduc-
tion of expenses incurred for purposes of PEs, still
contains one very problematic sentence: ‘‘Nothing in
this paragraph shall require a Contracting State to al-
low the deduction of any expenditure which, by reason
of its nature, is not generally allowed as a deduction
under the taxation laws of that State.”

That language, Tremblay noted, is intended to deal
with expenditures like resource royalties, which no one
in Canada is allowed to deduct because of the coun-
try’s resource allowance regime. Taxpayers could argue
that an expense such as rent, as in Cudd, is not a type
of expense that ‘“by reason of its nature’ is not gener-
ally allowed as a deduction under the tax laws of
Canada, though Tremblay acknowledged that notional
expenses are different.

Moreover, a taxpayer would still be faced with a
statutory obstacle. Section 4(b) of ITCIA provides that
PEs cannot deduct amounts that are unavailable to Ca-
nadian taxpayers in calculating their business income.

The ITCIA was originally enacted to override the
1982 Supreme Court of Canada decision in Melford
Developments v. The Queen. In that case, the court had to
determine whether a guarantee paid by a Canadian
resident company to a German bank was interest and
thus subject to withholding tax under Canadian tax
law. The court ruled that a term not fully defined in a
tax treaty is given the meaning it had for Canadian tax
law purposes on the date the tax treaty was entered
into.

The Canadian government later enacted the ITCIA
to provide an ambulatory approach to article 3(2) of
Canada’s tax treaties. Article 3(2) states that terms not
defined in the treaty are to have the meaning they have
under the law of the state whose taxes are in question.
The ITCIA clarifies that if a term is not defined in the
treaty, it has the meaning in Canadian law as amended
from time to time, rather than the meaning it had
when the treaty was signed. This provision was in-
tended to allow legal definitions to evolve over time.

Section 4(b) of the ITCIA was implemented because
of post-Melford concerns that nonresidents could claim
deductions in computing profits attributable to a PE
that were allowed under Canada’s ITA when a tax
treaty was signed but that were later disallowed by
amendments to the ITA.

Where Things Stand

In the February 2007 issue of Beyond Borders, Price-
waterhouseCoopers tax partner Marc Darmo discussed
how implementation of the AOA might require harmo-
nizing some parts of Canadian domestic law. Darmo
said the broad wording of ITCIA section 4(b) ‘“‘argu-
ably overreaches”’ its legislative intent and could be

read, as it was by the Tax Court in Cudd, as disallow-
ing expenses under notional contracts between a Cana-
dian PE and its foreign head office.

“TIt is a fair question whether section 4 of the ITCIA
should be amended or even repealed to ensure that it
will not prevent the operation of the AOA in Canada,”
Darmo wrote. '

Section 4(b) of ITCIA does, however, state that the
prohibition on deducting expenses that are unavailable
to Canadian taxpayers applies only ‘‘to the extent that
an agreement between the competent authorities of the
parties to the convention expressly otherwise provides.”
It is not clear whether “‘expressly otherwise provides”
means the agreement must be in writing.

Tremblay said the competent authorities could, as
permitted by article 26(3) of the treaty, agree that no-
tional expenses will be deductible expenses under the
treaty. That provision gives the competent authorities a
broad scope of treaty interpretation and application
issues that they may resolve by mutual agreement, in-
cluding issues regarding attribution of profits; the allo-
cation of income, deductions, credits or allowances;
and the meaning of a term used in the treaty.

Such an agreement by the competent authorities
could satisfy the “‘expressly otherwise provides’’ provi-
sion of section 4(b) of the ITCIA.

At this point, it is unclear what approach U.S. Treas-
ury officials are taking with Canadian tax authorities
over the issue. A Treasury spokesperson would only .
confirm that U.S. and Canadian officials are discussing
Cudd but could not provide any further details.

o Kristen A. Parillo is a legal reporter with Tax
Analysts. E-mail: kparillo@tax.org
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A Different View of Cudd

To the Editor:

he article entitled *‘Cudd and the Canada-U.S. Pro-

tocol” does not, unfortunately, accurately describe
the decision in the Federal Court of Appeal in Cudd
Pressure Control Inc. v. The Queen, 98 DTC 6630 and the
method of attributing income to a permanent establish-
ment under Article III of the 1942 Canada-U.S. Tax
Treaty. (See Tax Notes Int’l, Mar. 24, 2008, p. 1000, Doc
2008-5995, or 2008 WTD 55-1.)

It is important to understand that in the Cudd Pres-
sure case the Tax Court judge made a finding of fact,
mely, that for the purpose of Article III of the
eaty, the permanent establishment, if it were an inde-
pendent enterprise engaged in the same or similar ac-
tivities and under the same or similar conditions,
would have acquired the snubbing units in question
and have been the owner of those units before it would
have been in a position to contract with Mobil Oil
Canada Limited. The issue in the case was whether in
computing the profits attributable to the permanent
establishment a notional rental should be considered to
have been paid for the snubbing units on the basis of
an assumption that if the head office and the perma-
nent establishment were separate and independent per-
sons, the head office would have retained the owner-
ship and leased the snubbing units to the permanent
establishment as a separate entity.

The Judge was not prepared to accept that proposi-
tion as a matter of fact and therefore the ratio decidendi
of the case was that the intra-corporate rentals would
not be deductible because the units would not have
been rented but purchased.

As we view the case, the balance of the reasons for
judgment of the Tax Court judge in which he con-
cluded that as a matter of law, notional expenses arc
not deductible could be considered as obiter dicta in
light of that finding of fact.

In the Federal Court of Appeal a panel of three
Jjudges heard the case. Two of the three judges were
not prepared to reverse the finding of fact of the trial
judge and therefore did not consider it necessary to

LETTERS TO

THE EDITOR

deal with the legal question as to whether notional ex-
penses could be deducted in respect of dealings as be-
tween the head office and the permanent establish-
ment. The third judge, however, although also being
pound by the finding of fact of the trial judge, did go
on and in a lengthy opinion found that in an appropri-
ate case such notional expenses for intra-corporate
dealings could be deductible but because of the finding
of fact of the trial judge, Cudd Pressure was not an ap-
propriate case for that treatment.

1t is noteworthy that Canada has not entered any
observation in respect of the Commentary to Article 7
of the OECD Model which was expanded substantially
in 1994 after the OECD Council had adopted the No-
vember 26, 1993 OECD Report, “Attribution of In-
come to Permanent Establishments.” That expanded
Commentary does, although with some limitations,
clearly contemplate dealings between the enterprise of
the contracting state and the permanent establishment
in computing the income attributable to the permanent
establishment under Article 7 of the Model. The ab-
sence of a Canadian observation even after Cudd Pres-
sure had been decided could reasonably be interpreted
as an indication that the CRA does not believe that the
decision of the Federal Court of Appeal constitutes
any bar to the application of the internationally ac-
cepted rules for the attribution of income to a perma-
nent establishment. Of course, Canada has not yet offi-
cially commented on the various drafts that have been
more recently released by the OECD working parties
on the attribution of income to permanent establish-
ments and therefore Canada’s position on this more
expanded and detailed work is not yet known.

Article VII(3) of the present Canada-U.S. treaty con-
cludes with the sentence, ‘“Nothing in this paragraph
shall require a contracting state to allow the deduction
of any expenditure which, by reason of its nature, is
not generally allowed as a deduction under the taxation
laws of that state.”” This sentence and the paragraph in
which it appears deal only with the deduction of actual
expenses incurred for the purposes of the permanent
establishment, whether in the state in which the perma-
nent establishment is situated or elsewhere. Section
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4(b) of the Income Tax Conventions Interpretation Act allocation of profits to a permanent establishment is
also deals with actual expenses incurred. The Technical intended to be based,” namely Article 7(2).  J .
Notes to ITCIA state that the provisions of that statute

“are generally consistent with the extension of Canada Si 1

and its treaty partners’ with regard to the interpreta- tncerely,

tion of tax treaties. Both the concluding sentence of

Article VII(3) and section 4(a) of ITCIA are probably David A. Ward

redundant from a Canadian perspective as was estab- Colin Campbell

lished in Utah Mines Ltd. v. The Queen, 92 DTC 6194 Davies Ward Phillips &
(Federal Court of Appeal), but in any event they do Vineberg LLP

not qualify what the OECD Commentary on Article 7 Toronto

has described as the ‘‘central directive on which the March 26, 2008
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