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Overview 

 

Canada has long had an in-bound financing rule designed to ensure that Canada’s thin capitalization rules 

could not be circumvented through a back-to-back loan, phrased in terms of one non-resident member of 

a group lending funds to another person (an intermediary) on condition that the intermediary in turn lend 

funds to a Canadian member of the group.  In the February 11, 2014 federal budget, the government 

announced expanded rules designed to capture variations of back-to-back loans and their economic 

equivalents, not only for thin capitalization purposes but also for withholding tax purposes.  These rules 

were then revised when released as draft legislation in August 2014.  What follows is a high-level 

description of these rules, as applied to a foreign-controlled corporate group.  

 

February 11, 2014 Budget 

 

A. Thin Capitalization  

 

As originally proposed, the rules would have applied if a Canadian company in the group (Canco) had an 

amount outstanding (Inbound Loan) to a person or partnership (Intermediary) if, as part of the series of 

transactions in which Canco became indebted, a non-resident member of the group (a Forco) provided the 

Intermediary, directly or indirectly, with an interest in a property that secured the Inbound Loan, or the 

Intermediary had an obligation to pay Forco an amount for which recourse was limited to the Inbound 

Loan or which was provided on the condition that the Intermediary provide the Inbound Loan. 

 

If the rule applied, then for the purposes of the thin capitalization rules, the lesser of the amount provided 

by Forco to the Intermediary and the amount of the Inbound Loan would be deemed to be a loan from 

Forco to the taxpayer, and a proportional amount of the interest paid to the Intermediary would be deemed 

to have been paid to Forco. 

 

B. Withholding Tax  

 

A companion rule for withholding tax would have applied where Canco paid interest to an Intermediary 

on an Inbound Loan if, as part of the same series of transactions in which Canco became obligated to pay 

that amount, the Intermediary engaged in any of the transactions described above with Forco, and the 

amount of withholding tax on the interest payment to the Intermediary was less than would have applied 

to an interest payment to Forco. 

 

If the rule applied, then Canco would be deemed to pay Forco a portion of the interest on the Inbound 

Loan calculated as the proportion of the total interest that the amounts provided by Forco to the 

Intermediary (in the arrangements above) were of the amount of the Inbound Loan.  
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If the amounts provided by Forco were larger than the amount of the Inbound Loan, then Canco could 

designate a reasonable amount to be notionally deducted from the amount provided by a particular Forco 

for the purpose of calculating the deemed interest payment, so that the notional amounts provided would 

not exceed the amount of the Inbound Loan.  This was intended to ensure that the rule would never trigger 

withholding tax greater than the highest rate of withholding tax that would apply if the interest had been 

paid to any one of the Forcos. 

 

August 2014 Draft Legislation 

 

On August 29, 2014 the Department of Finance released a revised version of the rules released in the 

February federal budget as described above.   

 

A. Thin Capitalization  

 

The thin capitalization rules were both expanded and narrowed, as follows.  The rules were expanded to 

apply where (as part of the series) the Intermediary becomes indebted to a Forco and either: 

 

1) The Intermediary provided the Inbound Loan on the condition that this indebtedness be entered 

into; or 

 

2) It can reasonably be considered that the Inbound Loan would not have been provided, or would 

have been provided on different terms, but for the indebtedness made available from a Forco to 

the Intermediary. 

 

However, the previous triggering condition for the provision of an interest in property by the Forco as 

security was narrowed in two ways.  First, only the provision of a “specified right” in the property will 

trigger the rule.  This new concept generally requires the Intermediary to have the right to use or dispose 

of the property, and the Department of Finance Explanatory Notes clearly state that this would not include 

a mere security interest in property.  Second, the specified right will only trigger the rule if it is required 

by the terms of the Inbound Loan or if it could be reasonably be considered that the Inbound Loan would 

not be provided or would be provided on different terms but for the specified right. 

 

Two new conditions were also added as follows: 

 

1) The rule will no longer apply if the Intermediary is a Canadian resident who does not deal at 

arm’s length with Canco, or if the Intermediary is itself a Forco. 

 

2) The rule will no longer apply if the amount total owed to all Forcos by the Intermediary, or the 

fair market value of a specified right provided by all Forcos, in respect of the Inbound Loan, is 
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less than 25% of the total amount of the Inbound Loan plus any other cross-collateralized loans 

made by the Intermediary to a person or partnership that is non-arm’s length to the Canco.  (The 

inclusion of this latter amount is intended to provide potential relief where the Intermediary enters 

into multiple cross-collateralized debts owing to the Intermediary by multiple group entities, 

including Canco). 

 

The effect of these revised rules is the same as originally proposed in the February budget.  In addition, 

the rules are further clarified to ensure that where any portion of the interest deemed to be paid or payable 

to a Forco is not deductible under the thin capitalization rules, such non-deductible portion will also be 

subject to the rules (in Part XIII) which deem such non-deductible amount to be paid as a dividend 

(instead of as interest).  

 

B. Withholding Tax  

 

The companion withholding tax rules were similarly amended to align with the changes outlined above.  

The 25% de minimis rule described above would also apply in the withholding tax context. 

 

The practical withholding tax effect of the amended rules should be the same as that outlined above, but 

the formula for calculating the deemed interest has been adjusted so as not to apply to interest that is 

treated as a deemed dividend (i.e., the non-deductible portion of the interest under the thin capitalization 

rules). 

 

Examples 

 

The Department of Finance Explanatory Notes set out three examples illustrating the revised rules 

released in the August 2014 Draft Legislation. 

 

Example 1: A Specified Right  

 

Assumptions: Forco, a non-resident corporation, owns all the shares of Canco, a corporation resident in 

Canada.  Canco requires $50 million in order to expand its business.  Rather than lend $50 million 

directly to Canco, Forco arranges with a third-party bank for the bank to lend $50 million to Canco (the 

particular loan).  This is the only amount owing to the intermediary bank by Canco or a person or 

partnership that does not deal at arm’s length with Canco.  Under the arrangement with the bank, Forco 

agrees to acquire $50 million of marketable securities, which Forco is required to hold through an account 

with a subsidiary of the bank that is a securities dealer.  The securities dealer will have the right to pledge 

or assign the securities (i.e., as a means of raising capital for the bank or the securities dealer). 
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Analysis:  The particular loan is an amount outstanding as or on account of a particular debt or other 

obligation owed to the bank (the intermediary), and the intermediary is neither a connected non-resident 

nor a person resident in Canada with whom Canco does not deal at arm’s length.  Forco is a connected 

non-resident in respect of Canco, and the marketable securities are property in which the securities dealer 

(i.e., a person that does not deal at arm’s length with the intermediary bank) has a specified right that was 

granted by Forco. The conditions in the new rules will be satisfied if the existence of the specified right is 

required under the terms and conditions of the particular loan, or if it can reasonably be concluded that if 

the bank or any person that does not deal at arm’s length with the bank were not granted any specified 

right, all or a portion of the $50 million outstanding in respect of the particular loan would not be 

outstanding at the time, or the terms or conditions of the particular loan would be different.  In addition, 

the 25% de minimis test is also satisfied because the fair market value of the securities is equal to 100% 

of the amount outstanding in respect of the particular loan.  

 

Example 2: Cross-Collateralized Loans  

 

Assumptions:  Forco, a non-resident corporation, owns all the shares of the capital stock of Canco, a 

corporation resident in Canada, as well as all the shares of the capital stock of two non-resident 

corporations (Forco1 and Forco2).  The group, consisting of Forco, Forco1, Forco2 and Canco, enters into 

a credit facility with a third-party bank.  Under the facility, any member of the group may borrow from 

the bank, subject to an agreed upon overall group borrowing limit.  Each group member provides the bank 

with a cross-guarantee and a general security interest against all property held by that member, which 

secures payment of all of the interest and principal owed by all the group members.  Forco1 and Forco2 

collectively borrow $450 million, and Canco borrows $50 million, against the facility.  Under the terms of 

the facility, the group is required to maintain with the intermediary a cash balance of 5% of the total 

amount on loan to the group, which Forco maintains in a segregated bank account with the bank. Forco 

has $25 million on deposit with the bank at any given time to satisfy this loan condition. 

 

Analysis:  The amount required to be kept on deposit with the bank would, depending on the facts and 

circumstances, likely represent an intermediary debt that satisfies some of the conditions in the new rules.  

However, the total owing under the credit facility (i.e., the $450 million total amount borrowed by Forco1 

and Forco2, plus the $50 million owed by Canco) must be included in applying the 25% de minimis rule.  

As such, the $25 million on deposit is less than 25% of this total amount ($500 million). Therefore, the de 

minimus test is not met and the new rules do not apply. 

 

Example 3: Notional Cash Pooling Arrangement 

 

Assumptions:  Forco, a non-resident corporation, owns all the shares of the capital stock of Canco, a 

corporation resident in Canada, as well as all the shares of the capital stock of Forco1, a non-resident 

corporation.  The group consisting of Forco, Forco1, and Canco enter into a notional cash pooling 
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arrangement with a third-party bank.  Under the arrangement, the total borrowings of the group cannot 

exceed the overall group borrowing limit of $20 million plus the total of all amounts placed on deposit by 

members of the group.  All amounts placed on deposit with the bank by group members secure payment 

of all amounts lent by the bank to net borrowers under the arrangement.  Forco1 borrows $40 million 

from the bank.  Canco borrows $60 million.  Forco has $80 million on deposit with the bank in support of 

these amounts. 

 

Analysis:  The $80 million placed on deposit with the bank is an intermediary debt which engages the 

new rules.  If the deposit that Forco has with the bank is a property in which the bank has a security 

interest that secures payment of both the $60 million loan to Canco and the $40 million owed by Forco1, 

then both the $60 million loan to Canco and the $40 million loan to Forco1 are included in applying the 

de minimis test (for a total of $100 million).  In this example, the amount of the intermediary debt ($80 

million) is more than 25% of the total $100 million that has been borrowed by the group members (Canco 

and Forco1).  As such, the 25% de minimis threshold is exceeded, and the new thin capitalization and 

withholding tax rules therefore apply in respect of this arrangement. 

 

*** 

 

  

  

 


