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The Punitive U.S. Tax Treatment of Canadian Mutual Funds

Generally, this topic is governed by a combination of the rules in S. 1297 of the Internal Revenue Code which
defines what a PFIC (“Passive foreign investment company”) is: https://www.law.cornell.edu/uscode/text/26/1297

and S. 1291 of the Internal Revenue Code which imposes “Interest on tax deferral” for investing in PFICs.
https://www.law.cornell.edu/uscode/text/26/1291

In general non-U.S. (including Canadian mutual funds) are considered to be PFICs under the U.S. Internal
Revenue Code. U.S. mutual funds are NOT considered to be PFICs. This disparity in treatment exists even if
both the U.S. and Canadian mutual funds own an identical basket of U.S. stocks. The difference lies NOT in the
investments but in the location of the mutual fund. The non-U.S. (Canadian) mutual fund will be treated differently
because and only because it is not located in the United States. Furthermore, the punitive treatment of Canadian
mutual funds did NOT begin until 2010 which was many years after they were purchased by Americans living in
Canada.

While the sale of U.S. mutual funds would be treated as a normal capital gain, a Canadian mutual fund would
generally be subject to the PFIC rules.

As explained in S. 1297 of the Internal Revenue Code, a PFIC is a foreign corporation that meets either the
income test or the asset test.

Income test: The income test explains that PFIC classification applies if 75 percent or more of the income for the
corporation’s tax year is passive.

Asset test: The asset test triggers PFIC classification when 50 percent or greater of the average percentage of
assets held by the corporation during the year produces passive income or is held to produce passive income.

By design, a mutual fund sells shares or units to investors and uses this capital to purchase stocks, bonds, and
other investment producing passive income. Consequently, foreign-based (non-U.S.) mutual funds will generally
fall within the PFIC definition.

S. 1291 of the Internal Revenue Code imposes punitive tax consequences on the non-U.S. mutual fund. The S.
1291 punitive tax consequences are referred to as the PFIC “excess distribution” regime. The PFIC “excess
distribution” regime is what would apply to most owners of Canadian mutual funds. This is because few owners
of Canadian mutual funds knew that they were purchasing PFICs at the time they were purchased. As a result,
those investors in Canadian mutual funds are unable to escape the tax consequences of the “excess distribution
regime”.

What is the “effect” of the S. 1291 “excess distribution” regime?

When the mutual fund is sold, the gain is NOT treated as a capital gain, as the gain from a U.S. mutual fund
would be. Rather, the gain is allocated through the holding period and then taxed at the highest possible tax rate
under the Internal Revenue Code. Interest is then added to that tax, and the interest is compounded daily. Such
is the effect of being subject to the “excess distribution regime”.

In this submission, we will see 3 scenarios illustrating how penalizing the “excess distribution” regime is, and how
as the holding period increases, the penalty gets worse. Eventually the level of taxation will approach 47% with
a 20 year holding period. This is true regardless of the tax situation of the taxpayer. A low-income taxpayer would
see such income taxed at 47% as opposed zero.



It is worth noting that due to Canadian regulatory reasons, Canadian mutual funds replicating US ones were
created and only the Canadian one can be sold to Canadian residents, nevertheless such clones would be
subject to this punitive taxation regime.

Although beyond the intended scope of this submission, it is also true that annual distributions can also be taxed
as “excess distributions” (if the distribution exceeds 125% of the average of the distributions for the three previous
years).

Furthermore, most investors will have to report their non-U.S. mutual funds on the expensive and complicated
Form 8621 (see below).

Again, to be clear, the PFIC treatment imposed on Canadian mutual funds is for NO OTHER REASON than that
the fund is located in Canada. The clear intent of the rule is to require Americans abroad to invest ONLY in U.S.
mutual funds. This is absurd and ridiculous. Surely the interests of the U.S. mutual fund industry should NOT be
used to punish the retirement planning objectives of American abroad.

Please see the following examples.
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SCENARIO 1
HOLDING PERIOD:

JANUARY 14, 2014 - DECEMBER 31, 2014
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SCENARIO 2
HOLDING PERIOD:

JANUARY 14, 2010 - DECEMBER 31, 2014
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Canadian mutual fund

Statement to Form 8621, page 3, question 16a

December 31, 2014

Holding Period: January 14, 2010 thru December 31, 2014
Acquisition date: Acquired mutual fund shares on January 14, 2010 for $1,000
Disposition date: Sold mutual fund shares on December 31, 2014 for $21,000

Total Excess distribution: $20,000.00
Allocated to 1,813 days - 11.0314 dollars per day

Section 1291 tax: $5,775.95
Total Interest due: $335.70



SCENARIO 3
HOLDING PERIOD:

JANUARY 14, 1993 - DECEMBER 31, 2014
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Canadian mutual fund

Statement to Form 8621, page 3, question 16a

December 31, 2014

Holding Period: January 14, 1993 thru December 31, 2014
Acquisition date: Acquired mutual fund shares on January 14, 1993 for $1,000
Disposition date: Sold mutual fund shares on December 31, 2014 for $21,000

Total Excess distribution: $20,000.00
Allocated to 8,022 days - 2.4931 dollars per day

Section 1291 tax: $7,127.05
Total Interest due: $2,298.78


