Tax Memo

Canada-U.S. Income Tax Treaty:
Fifth Protocol Enters into Force

On December 15, 2008 after nearly 10 years of negotiation, the fifth Protocol (the Protocol) to the Canada-U.S. Income
Tax Convention (Treaty) entered into force. On that date, Canada and the United States notified each other in writing,
through diplomatic channels, that their respective applicable procedures have been satisfied.

This Tax Memo will consider the Protocol’s entry into force under the following headings:
e  Coming-into-force Dates

e  Withholding Tax on Interest

e Accounting Implications

For a more detailed discussion of the provisions of the Protocol see the following PricewaterhouseCoopers publications,
available on www. pwc.com/ca, that discuss the Protocol:

e Tax Memo, Canada-U.S. Income Tax Treaty: Fifth Protocol Makes Major Changes;

e Tax Memo, Fifth Protocol to the Canada-U.S. Income Tax Treaty — Reflections;

o Estate Tax Update, Cross-Border Estate Planning: Effect of Fifth Protocol to the Canada-U.S. Income Tax Treaty; and
e« Tax Memo, Fifth Protocol to the Canada-U.S. Treaty: Technical Explanation.

Coming-into-force Dates

The entry-into-force provisions should be considered carefully because, in many cases, the effective date depends on the

particular change to the Protocol. The provisions of the Protocol generally apply:

o for purposes of non-resident withholding tax, to amounts paid or credited on or after February 1, 2009 (i.e., the first
day of the second month that begins after the Protocol’s entry into force); and

o for other taxes, to taxable years beginning after 2008 (i.e., to taxable years beginning after the calendar year in which
the Protocol enters into force).

Important exceptions to these dates follow.

Effective Date

Withholding tax rate  Interest rate reductions January 1, 2008

changes Other rate changes Payments made on February 1, 2009
o o Payments subject to or after:

Limited Liability withholding (including interest, : February 1, 2009

Companies (LLCs)

) royalties and dividends)
(and other fiscally

Treaty o Capital gain and permanent Taxable years (presumably of the eligible member of the LLC)
Change transparent entities) establishment exemptions that begin after 2008
Employee taxation 2009 and subsequent calendar years
Permanent establishment rules for service providers | The third taxable year that ends after December 15, 2008
Hybrid entity treaty denial rules 2010 and subsequent calendar years

Depends on the provision that would otherwise give rise to the

Limitation on benefit changes treaty benefit
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Withholding Tax on Interest

Both Canada and the U.S. have confirmed that the
reduced withholding tax rates on interest will apply
retroactive to January 1, 2008. For more information, see
our Tax Memo, “Withholding Tax on Interest — Welcome
Changes for 2008 and Beyond,” dated April 25, 2008.

The reduced withholding tax on interest paid to related
parties will be phased in over three years, starting in
2008, as follows:

e before 2008 — 10%

e January 1, 2008 — 7%

e January 1, 2009 — 4%

e January 1, 2010 — Nil

If tax has been withheld at 10% on related-party interest
payments made during 2008, consideration should be
given to the options for recovering the excess withholding
tax paid. These may include:

e adjusting future withholdings for the remainder of
2008;

e preparing NR4s, “Statement of Amounts Paid or
Credited to Non-Residents of Canada,” reflecting
revised withholding tax amounts to request a refund
using the NR4 Summary process; or

e having the non-resident file an NR7-R, “Application
for Refund of Non-resident Part Xl Tax Withheld”
request no later than December 31, 2010.

Accounting implications

The Protocol is considered substantively enacted for
Canadian GAAP and enacted for U.S. GAAP purposes as
of December 15, 2008. Therefore, the effects of the
Protocol changes should be taken into account when
calculating current and future income tax balances.

For More Information

Please contact any of the individuals listed on page 3 or
page 4 for more information on this topic.
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1. Member of PricewaterhouseCoopers Canadian National Technical Services (CNTS). CNTS comprises a multi-disciplinary group of tax
accountants, lawyers and other specialists from a variety of professional backgrounds in taxation, including government, with the mandate to
enhance the overall value and scope of tax services PricewaterhouseCoopers provides to its clients.

2. Wilson & Partners LLP is a law firm affiliated with PricewaterhouseCoopers whose partners advise on a broad range of corporate tax matters
including domestic and cross-border mergers & acquisitions, capital markets transactions, corporate reorganizations, financial products and
structures as well as the acquisition and restructuring of income funds and REITS.
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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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