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Canadian Withholding Tax Eliminated on Interest Payments to 
Unrelated U.S. Lenders  
By Darien G. Leung 

As of January 1, 2008, withholding tax is no longer payable on most interest 
payments made by Canadian borrowers to arm’s-length lenders, including lenders 
that reside in the United States. Amendments to Canada’s Income Tax Act have 
opened the door to the Canadian borrower market for U.S. lenders by reducing the 
cost of borrowing and allowing for more efficient structuring of cross-border 
investments. U.S. lenders that have previously lent to Canadian borrowers under the 
old rules may want to restructure their existing credit facilities in light of these 
changes. 

Under the old rules, unless an exemption was available, amounts paid as interest by a 
Canadian borrower to a non-resident unrelated lender were generally subject to 
withholding tax at a rate of 25%, or less if one of Canada’s bilateral tax treaties 
applied (treaties with the United States and the United Kingdom, for example, 
reduced the rate to 10%). The so-called 5/25 exemption eliminated all withholding 
tax (except on participating interest1) for corporate borrowers on term loans provided 
not more than 25% of such loan could be payable within five years of its origination. 
No such exemption existed for revolving or other short-term loans. Accordingly, U.S. 
lenders to Canadian borrowers were subject generally to a 10% withholding tax on 
interest paid in respect of revolving loans and, to claim the 5/25 exemption, special 
structuring in respect of term loans was required to avoid withholding tax altogether. 

The new rules eliminate withholding tax (except on participating interest) on all types 
of loans by arm’s-length lenders to Canadian borrowers: term, revolver, swing-line 
and other short-term credit facilities. Withholding tax on income assimilated to 
interest, such as guarantee fees charged for cross-border guarantees, has also been 
eliminated. Under the Fifth Protocol to the Canada-U.S. tax treaty, it is also proposed 
that withholding tax be eliminated on non-participating interest paid to related U.S. 
lenders, to be phased in over a two-year period once the protocol is enacted. 

These changes in the tax laws present tremendous opportunity for U.S. lenders in the 
Canadian borrower markets. Borrowers need no longer be corporations to be eligible 
for the exemption to withholding tax; short-term and revolving credit facilities are 
now free from withholding tax, and long-term credit facilities need not be structured 
to include peculiar commercial terms to ensure compliance with the 5/25 exemption. 
These changes will also facilitate the introduction of new products to Canada, 
including financial guarantee insurance on a broader range of loans than previously 
existed and the securitization of Canadian-origin financial assets in U.S. and other 
foreign capital markets.  

To discuss these issues, 
please contact the author. 
For media calls, please 
contact Stuart Wood, 
Director, Marketing & 
Business Development, 
416.865.8205. 

Torys’ bulletins are 
available on our website at 
www.torys.com, under 
Publications. If you usually 
receive our bulletins by 
regular mail and would 
prefer to receive them by 
email, please inform us at  
info@torys.com. 

This bulletin is a general 
discussion of certain legal and 
related developments and 
should not be relied upon as 
legal advice. If you require 
legal advice, we would be 
pleased to discuss with you the 
issues raised here in the 
context of your particular 
circumstances.  

© 2008 by Torys LLP. 
All rights reserved. 

 

                                                 

1 Interest computed directly or indirectly by reference to the profits of the borrower. 
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