ax Memo

Withholding tax on interest paid or credited on debts owing to non-residents may be reduced, and in many cases
eliminated, as a result of:

«  Bill C-28, Budget and Economic Statement Interpretation Act, 2007%; and

« the Fifth Protocol to amend the Canada-United States Tax Convention (the Treaty).

Some experts believe that the changes will lower borrowing costs for Canadian companies by increasing the supply of
lenders and reducing administrative burdens.

New Domestic Tax Legislation

Before Bill C-28, a Canadian payer was required to withhold and remit tax of 25% of any interest paid or credited (or
deemed paid or credited) to a non-resident, subject to certain exceptions for so-called 5-year debt, and a reduced tax rate
available under an applicable income tax treaty (usually between 10% and 15%). Bill C-28, which received royal assent on
December 14, 2007, eliminates withholding tax on interest paid or credited after December 31, 2007, to a non-resident
lender with whom the payer deals at arm's-length (e.g., a foreign financial institution), except on “patrticipating debt interest”
as defined in the Income Tax Act.

In other words, under domestic legislation, withholding tax still applies to interest payments made to a related non-resident
lender, even if the commercial terms of the loan agreement (including the interest rate) are based on arm's-length
principles that satisfy Canadian transfer pricing rules.

The Protocol

The Fifth Protocol was signed by Canada and the United States on September 21, 2007, and is expected to be ratified in
2008. The Treaty currently reduces the tax rate on cross-border interest payments to residents of the other country to 10%.
If those payments are to related parties, the Fifth Protocol proposes to reduce and eventually eliminate withholding tax,
with certain exceptions, such as “contingent interest” arising in the United States and “participating interest” arising in
Canada. (The Protocol would also eliminate withholding tax on payments to unrelated lenders; however, because Bill C-28
has amended domestic law for payments made to arm’s-length non-residents, this change is not addressed in this Tax
Memo.)

Under the Protocol, tax on interest paid or credited to related lenders will be eliminated over three years, as follows:

« the 10% withholding tax rate will be reduced to 7% for the portion of the calendar year between the date the
exemption becomes effective and the end of the year;

o the 7% rate will be reduced to 4% for the immediately following calendar year; and

« tax will be eliminated for subsequent calendar years.

1. The fulltile is: An Act to implement certain provisions of the budget tabled in Parliament on March 19, 2007 and to implement certain provisions of the
economic statement tabled in Parliament on October 30, 2007.
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The rate reduction will become effective for amounts paid
or credited on or after the first day of the second month
after the Protocol is ratified. For example, if ratification
occurs in July 2008, amounts paid or credited to related
persons on or after September 1, 2008, will be subject to
the reduced rate of withholding tax of 7%. The rate
reduction may become effective sooner, because the
Canadian Department of Finance has indicated that, if the
Protocol is ratified in 2008, the first reduction would apply
retroactively to amounts paid or credited after

December 31, 2007.

For Help

Until the Protocol is ratified, it is uncertain when the lower
rates will be effective. Accordingly, Canadian taxpayers
are advised to continue to withhold 10% on interest paid
or credited to related U.S. lenders. A refund will be
available if the reductions are applied retroactively and the
proper administrative steps are taken.

Loan agreements with related U.S. companies should be
reviewed and consideration given to delay the payment of
interest until after the Protocol is ratified.

To discuss the effect of these changes on your particular situation or other non-resident tax issues, please contact your
PricewaterhouseCoopers adviser or any of the following individuals.

Alberta
Calgary Murray Lee
Dale Meister
British Columbia
Vancouver Michael Balaski
Paul Bush

Bettina Charpentier
William Holms
Lincoln Schreiner
Michael Shields

Quebec
Montreal Jay Black
Pierre Bourgeois
Ontario
Toronto Paul Barnicke

Ken Buttenham
Stephen Dunk
Mike Maikawa
Andy McAskile
Nick Pantaleo
Phyllis Roy
Lloyd Sparling

Toronto North David Grosman

403 509 7576
403 509 7584

604 806 7073
604 806 7021
604 806 7026
604 806 7052
604 806 7713
604 806 7802

514 205 5033
514 205 5139

416 869 2369
416 869 2600
416 365 8239
416 365 2719
416 869 8725
416 365 2701
416 815 5034
416 365 8185
416 218 1474
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steve.dunk@ca.pwc.com
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andrew.mcaskile@ca.pwc.com
nick.pantaleo@ca.pwc.com
phyllis.r.roy@ca.pwc.com
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david.grosman@ca.pwc.com




Other PricewaterhouseCoopers contacts across Canada

Alberta
Calgary
Edmonton
British Columbia
Vancouver
Manitoba
Winnipeg
Maritimes
Saint John/Halifax

Dale Meister
Dan Woodruff

Brad Sakich

David Loewen

Dean Landry

Newfoundland and Labrador

St. John’s
Quebec
Montreal
Quebec City
Ontario
Hamilton
Kitchener/Waterloo
London
Mississauga
Ottawa
Toronto
Toronto North
Windsor
Saskatchewan
Saskatoon

Allison Saunders

Pierre Lessard
Claude Laforce

Jason Safar

Mark Walters

Tom Mitchell

Betty Ann Jarrett
Kent Davison
Brenda Humphreys
Louis Provenzano
Debbie Meloche

Frank Baldry

403 509 7584
780 441 6810

604 806 7730

204 926 2428

506 653 9427

709 722 3883

514 205 5034
418 691 2439

905 972 4118
519 570 5755
519 640 7916
905 949 7314
613 755 4346
416 814 5765
416 218 1563
519 985 8910

306 668 5910

dale.s.meister@ca.pwc.com

daniel.a.woodruff@ca.pwc.com

brad.a.sakich@ca.pwc.com

dave.loewen@ca.pwc.com

dean.landry@ca.pwc.com

allison.j.saunders@ca.pwc.com

pierre.lessard@ca.pwc.com
claude.laforce@ca.pwc.com

jason.safar@ca.pwc.com
mark.g.walters@ca.pwc.com
tom.r.mitchell@ca.pwc.com
betty.ann.jarrett@ca.pwc.com
kent.davison@ca.pwc.com
brenda.j.humphreys@ca.pwc.com
louis.j.provenzano@ca.pwc.com
debbie.d.meloche@ca.pwc.com

frank.m.baldry@ca.pwc.com

Tax News Network (TNN) provides subscribers with
Canadian and international information, insight and analysis
to support well informed tax and business decisions. Try it
today at www.ca.taxnews.com.
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