
The Fifth Protocol
Opening the floodgates to cross-border mortgage 

financing?

With American vendors like Walmart littering the Canadian 
landscape, few industries remain dominated by home-

grown offerings. Yet Canadians still source their mortgage loans 
from Canadian banks, trust companies, caisse populaires and 
other institutional domestic lenders. In part, this tendency to ‘buy 
American’ but ‘borrow Canadian’ is explained by the historic 
withholding tax on most Canadian-sourced interest payments 
payable to U.S. lenders. In an ultra competitive market, where a 
mere few basis points in interest can determine lender selection, 
this was a strong price deterrent. More recently, however, changes 
to the Canada - U.S. Tax Treaty eliminated the withholding taxes 
that had been imposed on these interest payments. What remains 
to be seen is whether these changes in the cross-border tax regime 
will usher a true shift in Canadian mortgage markets or if Canada’s 
powerful domestic mortgage lenders can maintain their historic 
dominance. 

Why was the withholding tax repealed? 
In 2008, to address the barriers to entry posed by the withholding 
tax, the governments of Canada and the U.S. entered into The 
Fifth Protocol amendment to the Canada - U.S. Tax Treaty to 
eliminate withholding taxes. According to the federal government, 
by permitting Canadians to borrow from U.S. lenders without 
withholding and remitting Canadian tax on interest payments, 
the Fifth Protocol would ultimately reduce borrowing costs by 
increasing competition and making cross-border investment more 

efficient. Even those who do not ultimately borrow from U.S. 
mortgage lenders would benefit from an increase in choices. 

But where are the Americans? 
Despite these factors, there is still a surprising absence of American 
mortgage lenders in the Canadian marketplace. A Canada Mortgage 
and Housing Corporation survey of residential mortgage credit in 
Canada suggests that there was virtually no U.S. mortgage lending 
presence in Canada’s residential market at year end 2009. Although 
the same survey shows that the large Canadian Chartered Banks 
lost almost 10% of their market share year-over-year, this reduction 
was not caused by U.S. mortgage lenders. In fact, U.S. mortgage 
lenders did not even warrant a distinct category in the survey. 

In contrast, when Australia eliminated its similar withholding 
taxes in 2006, foreign-sourced mortgage financing poured into the 
country. Likewise, Canadian asset-based lending (ABL) borrowers, 
who borrow against receivables and inventory, saw a material 
surge in offerings for such loans from U.S. ABL lenders following 
the repeal of the tax. So why is there apparent reluctance on the part 
of U.S. mortgage lenders to come to Canada even though Canada 
has now been free of the withholding tax for over two years? 

The perceived lack of U.S. mortgage lender response to the 
withholding tax repeal does not necessarily mean that there is not a 
shift already underway in the Canadian mortgage market. The Fifth 
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Protocol was enacted as the world economy entered a recession, 
significantly limiting capital available for new loans. Until North 
America experiences a genuine and sustained recovery, sufficient 
for U.S. mortgage lenders to return to their pre-recession volumes, 
the expected financing increases will not occur. 

Where do opportunities exist?
When the economy recovers, U.S. mortgage lenders will find that 
conditions within the Canadian mortgage credit market represent 
an incredible opportunity. Mortgage brokerages, a crucial 
distribution channel for non-bank mortgage lenders, are thriving 
in Canada and are predicted to soon make up one third of the 
market. The origination of mortgage loans through this channel 
gives U.S. mortgage lenders the ability to pursue marketing and 
consumer servicing capabilities in Canada without having to build 
a prohibitively expensive branch system. 

The concentrated nature of the retail banking industry in Canada 
has historically presented additional barriers to entry. Consumers, 
for example, have traditionally shown a 75% propensity to stay 
with the same bank as their parents. Current trends towards 
self-serve distribution channels (such as online and telephone 
banking) are reducing the strength of this advantage. This trend 
disproportionately favours independent mortgage lenders who 
do not want to maintain branch networks or even a permanent 
presence in Canada, but instead can compete more nimbly online. 

Perhaps most importantly, the Fifth Protocol is only the beginning 
of a series of financial reforms with the potential to dramatically 
change the balance of power in the mortgage market. Legislative 
reform currently underway will clarify Canadian rules under the 
Interest Act that allow certain borrowers to break closed mortgages 
after five years without penalty. While the proposed legislative 
reform does not eliminate the five-year rule for Canadian 
individuals, the greater certainty in the rules relating to non-
individuals will help alleviate U.S. mortgage lenders’ concerns. 

Legislative reforms are also being proposed to further amend 
the Interest Act to standardize and ultimately reduce the break 
fee chargeable by mortgage lenders to borrowers. Reducing 
these switching costs will encourage more frequent re-financing 
by Canadian borrowers. This increased churn will create more 
opportunities for U.S. lenders to enter the Canadian market and 
significantly challenge the incumbent Canadian mortgage lenders. 

Can Canadian mortgage lenders fight 
back? 
Of course, nationalists could argue that the Canadian mortgage 
market will never be Americanized in the same way that much of 
the Canadian retail landscape already has been. Some observers 
have speculated that Canadian patriotic fervour will keep 
Canadians loyal to their domestic mortgage lenders. While this 
may be the case – Tim  Hortons’ dominant market share has often 
been partly attributed to nationalist sentiment – that does not mean 
that an American firm like Starbucks cannot also attain significant 
market share in Canada. 

Alternatively, domestic proponents will argue that Canadian 
mortgage lenders provide greater service and convenience through 
their huge branch networks and, with aggressive marketing, could 
maintain market share even if U.S. competitors come north. Banks 
are already aggressively wooing mortgage financing business. 

According to an industry website, “...big banks have launched a 
Blitzkrieg offensive...The Big 5’s mortgage divisions are morphing 
from Gomer Pyle to John Rambo...Bankers are running through the 
jungle with M-60’s, whereas in kinder and gentler times (pre-2009), 
they sat camouflaged in the weeds with sniper rifles.” While the 
service and convenience of a vast branch network and permanent 
establishments in the country may sway some borrowers, these 
factors do not drive consumer decisions since after the loan is 
extended, all other dealings are remote and automatic. It is difficult 
to see how convenience can offset the better pricing available from 
U.S. mortgage lenders, especially amongst Generation X borrowers.

Finally, some pundits feel that consumer momentum alone will 
ensure that U.S. mortgage lenders will never achieve significant 
market share in Canada. While one or more of these countervailing 
arguments might have some traction, at best their collective 
operation will only slow down the American invasion of the 
Canadian mortgage market. Remember that similar arguments 
were touted to explain why Walmart would never succeed in 
Canada, yet, at last count, Walmart had over 220 Canadian 
locations.

A brave new world of mortgage lending 
in Canada? 
Frankly, the most certain way that U.S. mortgage lenders will be 
kept out of Canada is, ironically, for the world to suffer a further 
recession. A double-dip recession now will simply repeat market 
forces that have kept U.S. mortgage lenders out of Canada to 
date. Failing a further recession in the United States, it should 
merely be a matter of when and not if U.S. mortgage lenders will 
make significant inroads into the Canadian domestic market. 
The mortgage market in Canada is and very rate sensitive and 
it is unrealistic to think that patriotism, improved service and 
convenience, or consumer inertia will overcome real dollar cost 
savings made available by U.S. mortgage lenders. 

The Fifth Protocol

Timeline

Jun, 2008 Withholding 
tax repealed

Dec, 2007 ‘The Great Recession’

20% withholding tax

5% 5% + 1%Interest
Principal $300,000$300,000

10%/yearPrincipal
Payment

Total Interest
over 10 years

$117,238$97,688

10%/year

Present Potential interest act reforms:
reduction in break charges
clarification of mortgage rules

American Entry?

20% withholding tax

5% 5% + 1%Interest
Principal $300,000$300,000

10%/yearPrincipal
Payment

Total Interest
over 10 years

$117,238$97,688

10%/year


