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New Protocol to Canada-U.S. Tax Treaty – Elimination of Withholding Tax on 
Interest and Other Changes

Part I of our Tax Series on the Protocol

Canada and the United States signed the widely anticipated 5th protocol (the “Protocol”) to the Canada-U.S. Tax Treaty 
(the “Treaty”) today.  Once it has been ratified by both countries, the Protocol will ultimately eliminate withholding tax 
on conventional interest payments made by Canadian taxpayers to U.S. residents.   Another significant change introduced 
by the Protocol is the general extension of treaty benefits to limited liability companies (“LLCs”).

The Protocol will enter into force once it has been ratified by both the Canadian and United States governments.  The 
Government of Canada intends to proceed with a Bill at the earliest opportunity.   The earliest date on which the Protocol 
could enter into force is January 1, 2008.  This would require both countries to ratify the Protocol in 2007.  

The Canadian government has announced that upon ratification of the Protocol, the Income Tax Act (Canada) will also be 
amended in order to eliminate the withholding tax on interest paid to all arm’s length non-residents, regardless of their 
country of residence.

Eliminating Withholding Tax on Interest 

The current Treaty provides that U.S. lenders who are entitled to the benefits of the Treaty are generally required to 
pay a withholding tax of 10% on interest payments.  This amount is withheld by the Canadian borrower and remitted 
to the Canada Revenue Agency (the “CRA”) on the lender’s behalf.  Under the new regime introduced by the Protocol, 
withholding tax on interest payments between arm’s length persons will be eliminated as of the second month after the 
Protocol enters into force.  Withholding taxes on interest payments between non-arm’s length persons will be phased out 
over a three-year period.
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Time Following Entry 
into Force of Protocol

Maximum Withholding Tax 
Rate on Non-Arm’s Length 

Interest

Maximum 
Withholding Tax 

Rate on Arm’s Length 
Interest

Prior to Second Month 10% 10%

First Year 7% 0%

Second Year 4% 0%

Third and Subsequent Years 0% 0%
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LLCs

Under current rules, the CRA takes the view that U.S. LLCs are not entitled to the benefits of the Treaty because they are 
flow-through entities and are not taxable in their own right in the U.S.  In highly simplified terms, the Protocol provides 
that an LLC will generally be entitled to take advantage of the reduced withholding tax rates set out in the Treaty in 
respect of certain types of payments (e.g. interest, dividends), provided the manner in which the members of the LLC are 
subject to tax in respect of such payments is the same as if they had received such payments directly.  Other treaty benefits 
will also be granted to LLCs under certain circumstances.

Other Changes

In unveiling the new Protocol, the Minister of Finance announced that the Protocol contains the following additional 
elements:

-  the elimination of the double taxation of gains realized by emigrants;

-  mutual tax recognition of pension contributions;

-  clarification of how stock options are to be taxed;

-  the ability for taxpayers to solve double taxation issues through arbitration; and

-  the implementation of other technical improvements and updates

The Department of Finance released a Backgrounder with further details on the above measures which can be accessed 
through the following link: http://www.fin.gc.ca/news07/data/07-070_1e.html

More to Come…

This is the first tax bulletin in a series of tax bulletins addressing the new Protocol.  Upcoming bulletins will provide a 
more detailed analysis of the Protocol and how it might affect your tax planning decisions.

The foregoing provides only an overview. Readers are cautioned against making any decisions based on this  
material alone. Rather, a qualified lawyer should be consulted.

				    © Copyright 2007 McMillan Binch Mendelsohn llp

McMillan Binch Mendelsohn

About McMillan Binch Mendelsohn LLP

McMillan Binch Mendelsohn LLP, one of Canada’s leading business law firms, is committed to advancing our clients’  
interests through exemplary client service combined with thoughtful and pragmatic advice. The firm is a values-driven 
organization that takes a dynamic and sophisticated approach to providing practical and creative solutions to its clients. 
Its client first, team-based approach draws effectively upon our diverse expertise. The firm has a national, cross-border 
and international practice and has grown to be one of the top 20 largest firms in Canada. The firm is agile and flexible, 
committed to always striving for excellence. For additional information visit www.mcmbm.com.
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