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INCOME TAX CONVENTIONS AND THE TAXATION 
OF NON-RESIDENT INVESTMENT INCOME 

UNDER THE CANADA–UNITED STATES TAX TREATY 
 
 
INTRODUCTION 
 

Canada is a signatory to a large number of bilateral income tax conventions.   
For many Canadian businesses and individuals, the most important of those conventions is the 
tax treaty between Canada and the United States, which is currently under renegotiation.   
In recent years, the United States has agreed to significant tax treaty modifications with such 
trading partners as the United Kingdom, Japan, and Mexico and, as a consequence, the payment 
of cross-border dividends by a subsidiary to its parent company is exempt from withholding tax.  
In some instances, these modifications have also eliminated or reduced withholding taxes on 
interest payments between unrelated parties (see Table 1).  In Canada, several business groups 
and tax experts have argued that similar changes should be implemented in the changes to the 
Canada–United States income tax convention that are currently under negotiation.(1) 
 
CANADA’S INCOME TAX CONVENTIONS 
 

A tax convention (or treaty) is an agreement between two governments under 
which each party agrees to limit or modify the application of its tax legislation in order to avoid 
double taxation (taxing of the same income by two countries).  This result is achieved by 
determining which of the two countries – the country where the income arises, or the taxpayer’s 
country of residence – will tax the income in question.  If both countries wish to tax one 
particular type of income, the tax convention normally limits the taxation rate that may be 
applied by the country where the income arises. 

                                                 
(1) The Budget Plan 2007 indicated that agreement in principle had been reached on major elements  

of an updated Canada–U.S. Tax Treaty, although formal negotiations had not been concluded  
as of 30 March 2007.  It is expected that changes to the Treaty will exempt from withholding tax both 
arm’s-length and non-arm’s-length interests. 
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Efforts to limit – if not eliminate – international double taxation are designed 

primarily to facilitate the development of economic relations between signatory countries to a tax 

convention.  Double taxation has harmful effects on the exchange of goods and services and on 

the movement of capital, technology and people. 

Tax conventions also serve to prevent or reduce tax evasion by facilitating the 

exchange of information between the tax authorities of signatory countries.  In certain cases,  

they also provide for assistance in the collection of income tax. 

A number of treaties are patterned on the Model Double Taxation Convention 

drafted by the Organisation for Economic Co-operation and Development (OECD) in 1963 and 

frequently revised since that time.  The model is often amended to reflect the particular needs of 

signatory countries. 

As of March 2007, Canada is a signatory to 86 tax conventions that are in force,  

of which five are currently being renegotiated.  In addition, Canada is currently under negotiation 

with nine other countries for the signature of a tax treaty, and four treaties have been signed but 

are not yet in force.(2) 

Tax treaties divide the tax jurisdiction for certain elements of income between 

Canada and the other signatory country.  As a general rule, exclusive jurisdiction is conferred 

either on the country where the taxpayer resides or on the country where the income arises.   

Income from real property, business profits, the income earned by performers and athletes,  

and payments received through salaried employment are taxable only in the country where  

the income arises.  Other elements of income are taxable only in the country of residence:   

this income includes capital gains arising from the sale of securities and profits on businesses not 

attributable to a permanent establishment situated in the other country. 

Finally, for three other categories of income – dividends, interest and royalties – 

Canada shares income tax jurisdiction with the other signatory country, but the amount of 

income tax that can be levied by the country where the income arises is limited.   

These limitations vary depending on the country and according to the terms negotiated.   

As a general rule, the country where the income arises must limit the income tax it collects to 

15% of gross dividends (unless the beneficial owner of the dividends is a corporation controlling 

at least 10% of the voting capital in the corporation that pays the dividends, in which case the tax 

is limited to 5%), and to 10% of gross interest. 

 
(2) For an up-to-date list of Canada’s tax treaties and treaties in force, under negotiation or renegotiation,  

or signed but not yet in force, see http://www.fin.gc.ca/treaties/treatystatus_e.html. 

http://www.fin.gc.ca/treaties/treatystatus_e.html
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Therefore, for Canadian firms with foreign affiliates,(3) profits earned from active 
business income(4) – operating income from a business that buys and sells goods and services – 
by a foreign affiliate in a tax treaty country are, as a general rule, taxed only in the country where 
the foreign affiliate is located.  On the other hand, the country where the foreign affiliate is 
located is limited in its ability to tax the repatriated dividends.  Moreover, the Income Tax Act 
allows Canadian corporations to repatriate dividends from their foreign affiliates in a tax treaty 
country free of Canadian tax if the dividends are paid out of active income, on which – in theory 
– the foreign affiliate is liable for foreign corporate income tax. 
 

CURRENT CANADA–UNITED STATES TAX TREATY 
NEGOTIATIONS AND THE WITHHOLDING TAX REGIME 
FOR NON-RESIDENT INVESTMENT INCOME 

 

A “withholding tax” can be broadly defined as the taxation (at various rates)  
of cross-border income flows by the country where the income arises.  As discussed in the 
previous section, by signing a tax treaty countries can bilaterally reduce or eliminate their 
withholding tax rates.  After Canada announced, in October 1998, that it was beginning tax treaty 
negotiations with the United States regarding possible reductions in the withholding tax rates,(5) 
the issue of non-resident withholding taxes on dividends and interests was raised by several 
stakeholders in the tax policy and business communities.(6) 

Figure 1 and Figure 2 illustrate the current taxation regimes of non-resident 

investment income in Canada and the United States.  Four general case scenarios are presented in 

each figure.(7)  In general, Canada and the United States tax investment income in a fairly similar 

manner. 

 
(3) A foreign affiliate is a non-resident corporation in which a taxpayer resident in Canada has a significant 

interest (an equity percentage of not less than 10%).  A controlled foreign affiliate is generally a foreign 
affiliate in which the taxpayer has, or participates in, a controlling interest. 

(4) The opposite of active income is “passive income,” which is income derived from a foreign affiliate’s 
investments in bonds, rental units and other investments that do not involve much or any day-to-day 
oversight.  Under the Income Tax Act, foreign-affiliate passive income is subject to Canadian taxes on 
an “accrual basis” through “foreign accrual property income” (FAPI) rules. 

(5) “Canada and United States to Consult Regarding Modifications to Income Tax Treaty,” Department of 
Finance, News release, 2 October 1998, http://www.fin.gc.ca/news98/98-099e.html. 

(6) See footnote 1. 

(7) These figures are for illustrative purposes only.  International taxation of investment income is a 
complex matter, and these figures do not fully take into account all factors and specificities of each and 
every transaction. 

http://www.fin.gc.ca/news98/98-099e.html
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There are, however, two significant differences.  First, for foreign direct 
investments, Canada imposes no tax on the repatriated dividends from a U.S. subsidiary while,  
in the United States, repatriated dividends from a Canadian affiliate are fully taxed with a credit 
given for Canadian corporate income and withholding taxes paid.(8)  Second, the United States 
generally exempts all portfolio interest income from withholding taxes while, in Canada,  
this exemption is generally restricted to interest income from long-term (five years or more) 
arm’s length investments. 

The United States has recently negotiated protocols and agreements modifying 
existing tax treaties with such trading partners as the United Kingdom, Australia, Mexico,  
and Japan.  These new agreements reduce withholding taxes on income from cross-border 
investments and business transactions.  As shown in Table 1, recent U.S. tax treaties appear to 
signal that the United States is adopting a new tax treaty policy with its main trading partners.   
It seems that the United States increasingly seeks to reduce or eliminate withholding taxes on 
certain investment income.  In particular, for every country shown in Table 1, new U.S. tax 
treaty agreements provide that cross-border dividends paid by a subsidiary to its parent company 
are completely exempt from withholding taxes. 

The C.D. Howe Institute has been a strong advocate of reducing or eliminating 
non-resident withholding taxes on dividends and interest for cross-border income flows between 
Canada and the United States.  A C.D. Howe Institute study published in 2001(9) demonstrated a 
strong link between increased foreign direct investment and the elimination of withholding taxes 
on interest and dividends for both related and non-related parties.  The Institute’s study 
suggested that the elimination of withholding taxes on dividends and interest would result in an 
increase in capital investment in Canada of approximately $28 billion, and an increase in income 
of more than $7.5 billion annually. 

Moreover, during pre-budget consultations by the House of Commons Standing 
Committee on Finance in recent years, several business groups and tax experts have expressed 
concern that the current withholding tax regime, and especially the withholding tax treatment of 
interest income, acts as a significant disincentive to foreign investment in Canada.  As well,  
the Technical Committee on Business Taxation recommended, in December 1997, the complete 
elimination of non-resident withholding tax on arm’s-length interest payments.(10) 

 
(8) Canadian taxes credited can be applied against U.S. taxes imposed on worldwide income. 

(9) In particular, see Jack M. Mintz, “Withholding Taxes on Income Paid to Nonresidents:  Removing a 
Canadian-US Border Irritant,” C.D. Howe Institute, Backgrounder, 5 March 2001. 

(10) Report of the Technical Committee on Business Taxation, Department of Finance, December 1997. 
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Recently, the federal Department of Finance indicated(11) that concluding the 

current negotiations on a new protocol to the Canada–United States tax treaty would have a 

significant role in improving the global environment for Canadian businesses.  Undoubtedly,  

the business and investment community awaits a new protocol to the Canada–United States 

income tax convention and hopes that the current negotiations will soon be finalized.(12) 

 
(11) See Department of Finance, A Plan for Growth and Prosperity, November 2005. 

(12) See footnote 1. 
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FIGURE 1 
Taxation of Income From U.S. Investments in Canada: 

General Case Scenarios 
 

U.S. resident
investing in Canada

Foreign Direct
Investment (FDI)
At least 10% of

the voting shares of
the related company

Portfolio equity
investment in an

unrelated company
Less than 10%
of the securities

Loan to a
related party

Borrowing by a
Canadian subsidiary

of a U.S. parent

Loan to an
unrelated party
Arm’s-length
indebtedness

Dividend
to parent
company

Dividend
to taxable
investors

Deductible (b)
interest payment

Deductible
interest payment

Canadian corporate
taxes on active

business income (a)

Canadian corporate
taxes on active

business income (a)

5% Canadian
withholding tax

rate (c)

15% Canadian
withholding tax

rate (c)

10% Canadian
withholding tax

rate

No withholding tax
on long-term debt;

10% tax rate on
short-term debt (d)

Canadian corporate
and withholding taxes

may be credited against
U.S. taxes payable

Canadian withholding
tax may be credited

against U.S. personal
taxes payable

Canadian withholding
tax may be credited

against U.S. corporate
taxes payable on the net
income from the loan (e)

Canadian withholding
tax may be credited

against U.S.
taxes payable

 

(a) The Canadian-resident company/affiliate pays Canadian corporate income taxes on its 
normal active operations from manufacturing, buying and/or selling goods and services. 

(b) Interest payments are a deductible expense in the computation of the net income of a 
Canadian-resident affiliate of a U.S. corporation for corporate income tax purposes.  
However, under the thin-capitalization rules found in the Canadian Income Tax Act,  
a corporation resident in Canada can claim the interest deduction in respect of  
non-arm’s-length indebtedness owing to a foreign parent corporation only to the extent that 
such debt does not exceed two times the amount of equity contributed by the foreign parent 
corporation. 
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(c) The income tax convention between Canada and the United States reduces the maximum 
withholding tax rate Canada can charge on dividend payments to U.S. investors.   
The normal withholding tax rate on dividends is 25%. 

(d) The exemption from withholding tax for “long-term” indebtedness “generally applies if, 
under the terms of the obligation, the Canadian corporate borrower may not be obliged to 
pay more than 25 percent of the principal amount of the obligation within five years from 
the date of issue of the indebtedness, except in the event of a failure or default under the 
terms of the agreement.”(13) 

(e) The U.S. parent company pays U.S. corporate income taxes on the profit from the loan.  
Withholding taxes paid on gross interest payments received are deductible against 
corporate income taxes paid on worldwide income. 

Note: Capital gains arising from the sale of securities are taxable exclusively in the taxpayer’s 
country of residence. 

 
(13) Source:  Report of the Technical Committee on Business Taxation (December 1997), p. 6.25, 
 http://www.fin.gc.ca. 

http://www.fin.gc.ca/
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FIGURE 2 
Taxation of Income From Canadian Investments in the United States: 

General Case Scenarios 
 

Canadian resident
investing in the United States

Foreign Direct
Investment (FDI)
At least 10% of

the voting shares of
the related company

Portfolio equity
investment in an

unrelated company
Less than 10%
of the securities

Loan to a
related party

Borrowing by a
U.S. subsidiary of
a Canadian parent

Loan to an
unrelated party
Arm’s-length
indebtedness

Dividend
to parent
company

Dividend
to taxable
investors

Partly
deductible (b)

interest
payment

Deductible
interest payment

U.S. corporate
taxes on active

business income (a)

U.S. corporate
taxes on active

business income (a)

5% U.S.
withholding tax

rate (c)

15% U.S.
withholding tax

rate (c)

10% U.S.
withholding tax

rate

No
withholding tax (d)

Canada imposes no
tax on foreign-affiliate

dividends (e)

U.S. withholding tax
may be credited

against Canadian tax
on the dividend (f)

U.S. withholding tax may
be credited against

Canadian taxes owed on
the interest income

Interest income is
taxed in Canada

 

(a) The U.S.-resident company/affiliate pays U.S. corporate income taxes on its normal active 
operations from manufacturing, buying and/or selling goods and services. 

(b) The United States requires the apportionment of interest expense between domestic and 
foreign-source income using a formula approach, where the amount of interest expense 
allocated to foreign-source income, while still deductible, serves to reduce the entitlement 
to foreign tax credits.  Also, under U.S. legislation, there are restrictions on the 
deductibility of interest expenses in thinly-capitalized situations.(14) 

                                                 
(14) Source:  Report of the Technical Committee on Business Taxation (December 1997), pp. 6.11 and 6.27, 

http://www.fin.gc.ca. 

http://www.fin.gc.ca/
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(c) The income tax convention between Canada and the United States reduces the maximum 
withholding tax rate the United States can charge on dividend payments to Canadian 
investors.  The normal withholding tax rate on dividends is 30%. 

(d) Interest income from arm’s-length portfolio investment is generally exempt from 
withholding tax. 

(e) The Income Tax Act allows Canadian corporations to repatriate dividends from their 
foreign affiliates in a tax-treaty country free of Canadian tax if the dividends are paid out 
of active income. 

(f) However, dividends received from foreign corporations are not eligible for the dividend 
tax credit. 

Note: Capital gains arising from the sale of securities are taxable exclusively in the taxpayer’s 
country of residence. 
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TABLE 1 
Recent U.S. Tax Treaty Modifications 

With Respect to Cross-border Dividend and Interest Payments 
 

Modifications to  
U.S. Tax Treaty With: 

Withholding Tax Rate  
on Dividends 

Withholding Tax Rate  
on Interest 

Australia (2001) 

Rate reduced from 15%  
on all dividends(a) to 0%  
if the parent company holds 
80% or more of the voting 
power of the subsidiary 
company paying the 
dividends (subject to 
limitations) and to 5% if the 
beneficiary company holds 
10% or more of the voting 
power of the company 
paying the dividends. 

Rate reduced from 10%  
on all interest payments  
to 0% on interest paid to 
non-related financial 
institutions dealing at  
arm’s length or on interest 
paid to the governments  
of each country. 

United Kingdom (2001) 

Rate reduced to 0%(b) if the 
parent company holds 80% 
or more of the voting power 
of the subsidiary company 
paying the dividends 
(subject to limitations). 

The new treaty retains  
the general exemption  
from withholding tax on  
arm’s-length cross-border 
payments of interest  
between these two countries. 

Mexico (2002) 

Rate reduced to 0%(c) if the 
parent company holds 80% 
or more of the voting power 
of the subsidiary company 
paying the dividends 
(subject to limitations). 

No modification to general 
tax treaty rate of 15%.(d) 

Netherlands (2004) 

Rate reduced to 0%(e) if the 
parent company holds 80% 
or more of the voting power 
of the subsidiary company 
paying the dividends 
(subject to limitations). 

The new treaty retains  
the general exemption  
from withholding tax on  
arm’s-length cross-border 
payments of interest  
between these two countries. 
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Modifications to  
U.S. Tax Treaty With: 

Withholding Tax Rate  
on Dividends 

Withholding Tax Rate  
on Interest 

Japan (2004) 

Rate reduced to 0% if the 
parent company holds 50% 
or more of the voting power 
of the subsidiary company 
paying the dividends 
(subject to limitations)  
and to 5% if the beneficiary 
company holds 10% or more 
of the voting power of the 
company paying the 
dividends and to 10%  
on all other dividends. 

Rate reduced from 10%  
on all interest payments  
to 0% on interest paid to  
non-related financial 
institutions dealing at  
arm’s-length and to 5%  
on non-arm’s-length interest 
paid between related parties. 

(a) Under domestic legislation, Australia does not impose a withholding tax on dividends paid to 
non-residents when they are paid out of a company that has paid Australian tax. 

(b) Under domestic legislation, the United Kingdom does not impose a withholding tax on 
dividends paid to non-residents.  The normal treaty withholding rate is 15%, which is reduced 
to 5% if the beneficiary of the dividend payment holds 10% or more of the voting power of the 
company paying the dividends. 

(c) Under domestic legislation, Mexico does not impose a withholding tax on dividends paid to 
non-residents when they are paid out of a company that has paid Mexican tax.  The normal 
treaty withholding rate is 10%, which is reduced to 5% if the beneficiary of the dividend 
payment holds 10% or more of the voting power of the company paying the dividends. 

(d) Under Mexican legislation, this rate may be reduced to 4.9% on interest payments to banks 
resident in a tax-treaty country, including the United States. 

(e) The normal treaty withholding rate is 15%, which is reduced to 5% if the beneficiary of the 
dividend payment holds 10% or more of the voting power of the company paying the 
dividends. 
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