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LECTURE  9 – last updated April 7, 2018 – changes in red on pages 5 and 7
Learning outcomes  At the end of this lecture, students should be able to:

A. Death of a taxpayer
Explain and apply the special rules in the Act that apply (or can be used) to minimize tax on death for the deceased and beneficiaries, including the special rules for

1. Capital property and inventory
- deemed dispositions at FMV (except in the case of a spouse
) which result in the realization of capital gains or capital losses in the case of capital property (and recapture or terminal losses in the case of depreciable property) and business income in the case of inventory
- Net CLs from other years and ACLs to be deducted against all types of income in the year of death and prior year (which interacts with CGDs claimed in any year): s. 111(2) (see page 9).
- Planning = electing out of a spousal rollover to trigger TCGs to use CGD or ACLs (see page 4)
2. RRSPs/RRIFs, including 
- refunds of premiums inclusion/deduction on beneficiary’s returns
- post-mortem spousal RRSP contributions on deceased’s return
3. Returns in the Year of Death

(a) Filing deadline for the Final (terminal or regular) return

(b) Special Rules for the Year of Death
- allow charitable donations made in the year to be carried back one year
- see heading B below for Donations made by will
- medical expenses for 24 month period including date of death to be claimed in the year 
(c) Special elective return for rights or things return including
- what income qualifies
- why it is beneficial = graduated rates and credits that can be duplicated (BAD) 
- the deadline for the return
(d) Income earned after death = income of the estate or beneficiaries

4. Clearance Certificate

5. Death Benefits (lst $10K tax-free; remainder is the death benefit)

6. Carryback from Estate for capital losses & losses on liquidation of RRSP

7. Life insurance is tax-free to the deceased and the beneficiary.

B. Rules for testamentary trusts & charitable donations made by will
1. Explain how trusts are generally taxed and the exceptions that exist for testamentary trusts that are graduated rate estates (GRE) and qualified disability trusts (QDT).

2. Explain the options for claiming charitable donations made by will and apply them in determining a taxpayers tax liability for the year of death and the immediately prior year.
C. Residency/Departure from Canada:  

Explain and apply the Canadian tax rules which determine

1. How non-resident individuals are taxed (including Section 216 elections & Section 116 certificates)
2. Whether an individual is resident in Canada

3.  The tax consequences when an individual ceases to be a resident of Canada or becomes a resident of Canada.
Explain
4. How tax treaties override the Act and common law
5. How U.S. estate tax affects Canadian residents who are Canadian citizens

Readings and Problem Material 

ADMS 3520 Lecture Notes: Lecture 6, Item 4 (Death)

The basic rules were covered in ADMS 3520 Lecture 6 notes.  
* denotes topics covered in ADMS 3520 Lecture notes. 

FIT 
Chapter 7:  ¶7,300 to ¶7,390 

Chapter 9: ¶9,370,

Chapter 14 ¶14,340 to ¶14,365
Income Tax Act sections 56, 60, 70, 146, 150, 164 (as mentioned in the notes)
Recommend 

FIT Chapter 7, MCQ 9 and Chapter 14 MCQ 4
Problem Set 10 in separate document:
1. Mrs. Daedelus  
2. Mrs. Deadly 
3. John Smith
What legally happens to property on death 
1. Property under a plan (e.g. life insurance, pension, RRSP, TFSA) that has a named beneficiary other than “the estate” will go to the beneficiary.  Spouses are normally named a “successor holder” rather than a beneficiary under a TFSA.
 This is normally considered good estate planning.
2. Property that is jointly owned with right of survivorship (e.g. real estate, bank/brokerage accounts) will go to the survivor.  This is normally considered good estate planning for spouses.
3. If there is a will, the remainder of property will go according to the will.   It is important to have a will and update it. If there is no will, the remainder of property goes according to provincial succession law which may not allocate your assets as you wish.

A will sets out who is to get what on death and the person who is to be the executor of the will.

1 Capital Property
GENERAL RULE = DEEMED DISPOSITION @ FMV: s. 70(5) 
There is a deemed disposition of all capital property immediately before death  

EXCEPTION - AUTOMATIC SPOUSAL ROLLOVER @ COST: s. 70(6) 
There is an automatic tax-free rollover on the transfer to a spouse or spouse trust 
i.e., the deemed disposition to spouse (or spouse trust) takes place at ACB or UCC, and the spouse (or spouse trust) acquires the property at ACB or UCC  

ELECTION OUT OF SPOUSAL ROLLOVER 
s. 70(6.2) allows the executor (i.e., the person who administers the financial affairs of the deceased person) to elect out of a spousal rollover on an asset by asset basis.  If the election is made, then the deemed disposition at FMV rules would apply. 

Why elect out of the spousal rollover? 

1. To utilize a taxpayer's unused QSBC capital gains exemption  
2. To trigger TCGs to use up deductions and credits that would otherwise go unused.

3. To trigger ACLs that can be fully deducted against TCGs and other income in the year of death. The superficial loss rules do not apply in the year of death.
2 Treatment of RRSPs and RRIFs on Death ¶9,370
  U8
There are two basic rules

1. An RRSP is included in deceased's income in year of death unless it is a “Refund of Premiums”.  A Refund of Premiums occurs when the RRSP is inherited by
- a spouse
 or 
- a “financially dependent” child or grandchild 
Definition of “financially dependent = earns < basic personal credit amount in the preceding year. If child is infirm, this amount is increased by the disability amount in the preceding year.  

2. If it is a Refund of Premiums, the beneficiary pays tax on the RRSP.  The beneficiary can receive the amount tax-free (a rollover) in certain cases: 

(a) if the RRSP inherited by a spouse and contributed to his/her RRSP. 

If spouse inherits an RRSP, the spouse includes the RRSP in income. The spouse can receive the amount tax-free if he/she contributes (transfers) the “refund of premiums” to his/her RRSP under s. 60(l) [RRSP deduction #3 discussed below]. 

(b) if the RRSP inherited by a financially dependant child (or grandchild), the s. 60(l) deduction [RRSP deduction #3] can be claimed if: 

(i) amount is contributed to a RRSP, RDSP or annuity to age 90 if child is  infirm 
or 

(ii) amount is used to purchase of a term annuity to age 18 if child is a minor
The beneficiary must make these contributions/purchases by 60 days after the end of the year of death (the regular RRSP deadline)
In other words, to use the s. 60(l) deduction, the taxpayer must be

- a spouse or 

- a “financially dependent” child or grandchild who is either infirm or <18.  
There is therefore no s. 60(l) deduction for a financially dependent able-bodied child 18 or over – he or she must pay tax on the RRSP inheritance.
These points are important to consider in estate planning.
Examples 
	Beneficiary of $100,000 RRSP
	Tax Consequences

	Spouse 
	Refund of Premiums and s. 60(l) deduction

Spouse includes $100,000.

Spouse deducts $100,000 if he/she contributes it to an RRSP or annuity to age 90.

	30 year old non-dependent child
Niece or nephew (any age, whether or not dependent)

Ex-spouse

Charity
	No Refund of Premiums

Deceased includes $100,000.
Beneficiary inherits tax-free. 

	30 year old dependent non-infirm child (“Failure to Launch child”)
	Refund of Premiums

Child includes $100,000 (not deceased).

Child cannot claim any deduction because not infirm and not under 18.

	14 year old dependent non-infirm child
	Refund of Premiums and s. 60(l) deduction

Child includes $100,000 (not deceased).

Child deducts $100,000 if he/she contributes it to an annuity to age 18.

	Dependent infirm child
	Refund of Premiums and s. 60(l) deduction

Child includes $100,000 (not deceased).

Child deducts $100,000 if he/she contributes it to an RRSP, RDSP or annuity to age 90.


Estate Planning and RRSPs


Before Death

1. Leave your RRSP/RRIF to a spouse/partner or financially dependent child/grandchild to reduce taxes on death (and leave other assets to other beneficiaries) 

2. Consider leaving RRSP/RRIF to financially dependent child grandchild if surviving spouse will have sufficient income/assets after death or will be supporting child in any case and has a higher marginal tax rate than the child. 

After Death
3.  Make sure that the beneficiary of a refund of premiums who is eligible for a s. 60(l) deduction makes the qualifying contribution to RRSP or annuity by the normal deadline) 60 days after year end). Transfer can be done directly if this is easier. 
4. Look at deceased’s RRSP s. 60(i) contribution limit.  A deductible spousal contribution may be made by the executor by the normal deadline as well.

	               POSSIBLE RRSP DEDUCTIONS FOR 2017 on death
The deadline for each is 60 days after the end of the year:

March 1, 2018 
#1  Regular (or spousal) deduction made by executor: s. 60(i) = 

   (A) any unused RRSP deduction room 

+ (B) the lesser of 18% of last year’s earned income and $26,010
 
-  (C) last year’s pension adjustment (PA) (146(1)(g.1)) 
+ (D) PAR
  

#2 Transfer of "refund of premiums" made by beneficiary who is either -spouse or 
- financially dependent child/grandchild and either infirm or <18: s. 60(l)) ¶9,415
This second deduction is common when

(a) a spouse (or a parent/grandparent upon whom you are financially dependent) has died and 
(b) has left you all or part of their RRSP and it is included in your income as a “refund of premiums”.  
You (the beneficiary) get the s. 60(l) deduction when

(a)  you contribute it to your RRSP or a special type of annuity or RDSP
 and 
(b) you are either the person’s
- spouse or 

- financially dependent child/grandchild and are either infirm or <18.  
#3 Transfer of "eligible” retiring allowance (RA) to own RRSP: s. 60(j.1)) ¶9,380.30
This third deduction is not very common because it only applies

(a) when you retire or lose your job and

(b) get a RA and have pre-1996 employment with the employer paying a retiring allowance. 
There a complex formula that employer uses to calculate the “eligible” and “non-eligible” portion of the RA to report in separate boxes of the T4A. 

 You (the person who retired or lost their job) get the s. 60(j.1) deduction when you contribute the eligible RA to your RRSP.




3 Returns in the Year of Death ¶14340

tc \l3 "B. Returns
(a) Filing Deadline for the Final (terminal or regular) return
The final return of the deceased (and the return of his/his spouse for the year of death) is due the later of six months after death and the normal deadline: s. 150(1)(b). The normal deadline would be April 30 or June 15 of the following year.  Note that deaths after Hallowe’en will result in a different deadline for April 30 filers and deaths after Dec 15 will result in a different deadline for June 15 filers.

Examples are listed below: 
    

	Date of Death
	Tax Return Due 

	October 15, 2016 
	2016 return due at normal deadline
 

	November 15, 2016 
	2016 return due May 15/17 if normal deadline is April 30/17 
2016 return due June 15/17 if normal deadline is June 15/17

	January 31, 2017 
	2016 return due July 31/17 if normal deadline is April 30/17 or June 15/17
2017 return due at normal deadline  

	June 1, 2017
	2016 return due December 1/17 if normal deadline is June 15/17. If normal deadline is April 30/17, return is late and penalties will apply (Executor should apply for a waiver of interest and penalties under the fairness rules if the taxpayer was sick). 

2017 return due at normal deadline 


(b) Contents of regular (or terminal or final) return 
Includes all the regular income & deductions up to the date of death plus: 

1. Capital gains and losses on the deemed disposition of property immediately before death 
A deceased taxpayer has a CG or CL from a deemed disposition of capital property owned immediately before death at FMV (s. 70(5)) unless it is transferred to a spouse/testamentary spouse trust, (70(6)). 
An executor can elect out of spousal rollover on an asset by asset basis (s. 70(6.2)). If the election is made, the disposition is at FMV 

2. The FMV of the deceased's RRSP 
As discussed above, there is an exception if it is left to a spouse/dependent child (called a "refund of premiums") & is included in the spouse or child's income. 

3. Income to date of death including interest and rental income accrued to date of death under 70(1)) (Income earned after death is taxed in the hands of estate or beneficiary) 

4. Rights or things under s. 70(2) (see next page)  They may be 
(a) included in the regular return 
(b) all included in a separate return (usually the best idea: see next page) or 
(c) taxed in the hands of a beneficiary. 

5. Other rules in the year of death

(a) Full credits can be claimed (no proration as in year of departure from Canada)

(b) ACLs and Net CLs from prior years are deductible against all sources of income in the year of death and the previous year, except to the extent that the taxpayer has claimed a capital gains deduction in his/her lifetime: s. 111(2). 

Example:  Taxpayer has carried forward Net capital losses of $20,000 from 2012.

- If he has no TCG in the year of death and has never claimed a s. 110.6 capital gains deduction, he can deduct $20K.

- If he has no TCG in the year of death and has claimed a $18K s. 110.6 capital gains deduction in the past, he can deduct $2K.

(c) No AMT (minimum tax) or reserves in the year of death (A reserve may be available if the receivable generating it is inherited by the spouse).  We won’t test this.
(d) One year carryback of charitable donations made in year of death (including those in the will) to the previous year and no 75% net income limit.

(c) Special elective returns – e.g. rights or things return
Up to 3 additional returns can be filed for the year of death: 
- a rights or things return (including all rights or things)

- a stub period business income return
- a stub period testamentary trust return
We will concentrate only on the regular return and the rights or things return, but you should be aware that the other 2 returns exist. 

Rights or things are certain unpaid amounts.
 Here is a list of the 4 commonly encountered “rights or things” (memorize this list)
1. Employment income (salary, commission, bonuses, vacation pay) owing for a COMPLETED PAY PERIOD that is paid AFTER the pay period AND after death,
 (This includes retroactive payments paid pursuant to a collective agreement that was signed before the date of death but paid after death.)
2. Dividends declared before death but not paid until after death
3. The following amounts if they are owing for the month of death AND paid after death 
· OAS, EI and CPP (These amounts are paid in the last week of each month. The actual payment date each month varies slightly and is on the government’s website.)
· RPP annuity, RRSP annuity or RRIF payments (The payment date would depend on the plan.)

The easiest way to find these amounts is to check the deceased’s bank account. 
4. Uncashed or unclipped bond interest coupons or bond interest owing

Note that interest accrued to the date of death is not a right or thing.

Why File a Rights or Things Return?  
To “multiply”

1.  lower brackets and 
2.  certain credits. The credits that can be used on both the regular and rights and things return are (BAD):  basic, age, dependents 

The dividend tax credit or foreign tax credit relating to the income reported on the return can also be claimed.

However, s.118.93 says that amounts claimed under s. 118(3) and (10) and sections 118.01 to 118.7 and 118.9 cannot exceed what could be claimed if only one return was filed.  This means that other credits such as pension, employment, disability, and the spousal transfer credits (PADT = spouse’s pension, age, disability, tuition etc. can only be claimed once…in either return but not both.
The rights or things return is due on the later of 
· 90 days after the notice of assessment for the regular T1 and
· 1 year after death
(d) Income Earned after Deathtc \l3 "C. Income Earned after Death
= income of the “estate” (reported on a T3) or beneficiaries (reported on T1s). 
The beneficiaries of the estate may be individuals (reported on T1s) or testamentary trusts (reported on T3s).
4 Clearance Certificate tc \l3 "D. Clearance Certificate 
An executor administers the estate that is subject to a will. He or she should get a CRA clearance certificate before transferring all the assets to beneficiaries.  A clearance certificate means that CRA will not reassess the deceased for any more taxes - it will follow the assets and tax the beneficiaries.  If a clearance certificate is not obtained and more taxes are due but all the assets are distributed, the executor will be personally responsible.
Does this mean that nothing can be distributed before getting a clearance certificate?  No. Often an executor will make a partial distribution holding back enough for the tax and an extra bit just before applying for a clearance certificate.
Note that if the RRSP or TFSA does not list the estate as the beneficiary, the RRSP or TFSA is not subject to the will and therefore a distribution or transfer of a RRSP or TFSA does not have to wait for the executor to be appointed or for clearance. Tax is withheld on all RRSP distributions but there is no tax on TFSA distributions. 

5 Death Benefits
= any amount paid by the deceased’s employer to his/her spouse or family member > $10,000 (grand total per deceased): s. 248(1) definition of death benefit

A Death benefit (as defined above) is included in the income of the recipient (spouse or family member, as the case may be): s. 56(1)(a)(i)(iii)
6  Carrybacks from Estate

- Net capital loss carryback from first taxation year of estate: s. 164(6)
Example: Have $100K TCG in year of death (and no QSBC CGD).  Estate (which is a GRE) has $60K ACL in its first year. Can amend tax return in year of death to deduct $60K

- RRSP loss when FMV on liquidation < FMV in year of death: s. 146 (8.92). 
Example: Problem Set Problem 2: Mrs. Deadly part (d) 
In order to use these carrybacks, the loss must be triggered in the estate’s first taxation year (generally within one year after death). These carrybacks are important when the FMV of investments decreases after death…but a loss can even result when the FMV stays the same because of selling costs on the actual disposition.

Some Frequently Asked Questions (FAQ)
1. According to the lecture notes, "ACLs and Net CLs from prior years are deductible against all sources of income in the year and the previous year but not to the extent that the taxpayer has claimed a capital gains deduction in his/her lifetime"

(a) Let's say we have no TCG in the year of death, and ACLs of $10,000. If we have used $400,000 capital gains exemption ($200,000 Capital Gains Deduction) in previous years, then we cannot deduct these ACLs from other sources of income. Why? 

You can only claim ACLs against other income to the extent they exceed capital gains deduction (CGD) cumulative claims.  The amount claimed is what matters.  The unused capital gains exemption, if any, is not relevant.  If CGD claims are more than the ACLs then you cannot deduct the ACLs against other income.

If you have ACLs that are more than the CGD claims then the difference can be claimed against other income. Let’s say we have ACLs of $10,000 in the year of death of and CGD claims of $7,000 up to and including death.  Then, the amount you can deduct against other income is the ACLs of $10,000 minus the CGD claims of $7,000 = $3,000.

(b)  In one of the problems/examples, we have no TCG this year, a Net capital loss carryover from last year of $20,000 and we have used $18,000 Capital Gains deductions in previous year(s).  The result is that we can only deduct $2,000 from all sources of income. Why? 

Is there a difference in treatment for ACLs and Net Capital Losses (NCLs)?

No Difference.  ACLs and NCLs are treated the same for this purpose.  NCLs are losses carried forward from prior years at 50%.  ACLs are the net losses in the year of death, also at 50%.

Once again the unused CGD is not relevant.  What is relevant is the amount of CGD claimed.  If CGD claims are more than the ACLs/NCLs then you can't claim against other income.  If the ACLs/NCLs are more than the CGD claims then you can claim the difference against other income.  So if you had NCLs of $10,000 and no TCGs to use them against and had claimed $6,000 of CGD, you could claim $4,000 against other income.  The remaining $6,000 of NCLs is lost.

The legislation is this way because the CGD is a "freebie".  Using ACLs/NCLs against other income is also a freebie.  It appears that Finance didn't want "double dipping" on freebies.

2. I’m confused about employment income in the year of death.  This item is in the Mrs. Deadly and John Smith problems.
Only pay for a completed pay period that is paid AFTER the pay period AND after death = right or thing. 
Salary paid before death is paid to the taxpayer and obviously included in the regular return.

Salary paid after death is obviously paid to the executor but whether it 

· is included in the regular return or
· is a right or thing and can be included in the rights or things returns 
depends on whether or not it is pay for a completed pay period that is paid AFTER the pay period.  If the pay period is completed, it is a right or thing. 
We are always going to use monthly pay periods in our questions because that is the norm today.
1. if a taxpayer dies in the middle of a pay period, the payment for the days to the date of death ( regular return.
2. if a taxpayer dies in March after the completion (end) of a pay period but before being paid for prior month (e.g. paid monthly 5 days after end of month and dies on April 4).
 – that March   pay ( rights or things because it is pay for a completed pay period (March) that is paid AFTER the pay period and AFTER death (death is April 4, paid on April 5)
. 
- the current month’s pay for 4 days( regular return (as in 1.).
3. if a taxpayer dies having a  bonus declared but not paid or a retroactive pay increase announced but not paid, that payment after death ( right or thing.

We know it is confusing but it is the law.  You can also find the rule in FIT and on the CRA website. It may also be in the editor's notes to your Income Tax Act in section. 70.
3. What are the different types of CPP benefits that can be received in the year of death?

As discussed in Lecture 5. There are 4 main types of CPP benefits. Each are included in the income of the recipient under s. 56(1)(a)… but the recipient is not necessarily the contributor to the plan:

	Type of CPP benefit
	Income of Recipient
	Timing

	1. Retirement
	Contributor (& spouse if split)
	Monthly payments - Generally age 65 but can receive earlier

	2. Disability
	Contributor
	Monthly payments because meet Disability criteria (= RRSP earned income)

	3. Survivor
	Surviving spouse & children
	Monthly payments received by survivors after death of contributor

	4. Death
	Estate or beneficiaries
	Lump sum payment after death of contributor. 


4.  Are special tax return forms used in the year of death for the Rights or Things?

No.  The regular forms/software are used for both the regular and Rights or Things return.  
The only difference is that the date of death is indicated on the front page and a copy of the will and a list of the assets owned on the date of death is enclosed with the regular return.  

You also need to write “Rights or Things Return” on the cover of this return. 

Even though you can file the Rights or Things Return later, must people file both returns at the same time, with an excel printout showing any slips that are split between the two returns.

5.  Are there any items that deceased taxpayers have that are not in the problem material?

Yes.  Life insurance. Business income. Capital properties (e.g. personal use properties such as principal residences, LPP, treasury bills, etc. etc.). Retirement income: CPP, OAS, RPP, RRSP annuity or RRIF payments.

B. RULES FOR TESTAMENTARY TRUSTS AND CHARITABLE DONATIONS ON DEATH
As indicated earlier in these notes, a will sets out who will get what on death as well as the name of the executor who will administer the estate.
The persons who inherit are called beneficiaries.  Beneficiaries are usually family members but sometimes charities are beneficiaries because the will sets out a list of charitable donations to be made (donations made by will).  

In the past, wealthy taxpayers have often established trusts for family members in their wills rather than leaving them property outright.  Sometimes they did this for non-tax reasons but often there were tax reasons. Trusts that are established on the death of a taxpayer are called testamentary trusts and they must file T3 returns each year.
In our problem material, we will always assume that a taxpayer leaves bequests outright to taxpayers (no testamentary trusts) and that the estate (which is a GRE discussed on the next page) has no income and is wound up quickly.
Many simple estates are wound up quickly but other estates may take years to administer (figure out who gets what or resolve disputes) and distribute assets to beneficiaries.  If this is the case, T3 returns must be filed every year because the estate itself is considered a testamentary trust. 

Starting in 2016, there are new rules for testamentary trusts and donations made (by will) on death.  CPA Canada requires a very low level of knowledge for trusts. The next pages have the basics.

Testamentary trusts
Effective 2016 most testamentary trusts (trusts established on death), like all inter-vivos trusts (trusts established before death):

1. are taxed at the top tax rate (33%),
2. must have a calendar year end,

3. must pay quarterly instalments
There are 2 exceptions:
Exception # 1 =  Graduated Rate Estates (GREs) = A testamentary trust during the first 36 months after death (one per deceased taxpayer) that has made a GRE designation in its first taxation year.
 
GREs get special treatment.  They
1. are taxed at the graduated personal rates (tax savings)

2. can have a non-calendar year end (tax deferral)

3. do not have to pay quarterly instalments (tax deferral)
In addition, as discussed earlier, only capital losses incurred by GREs (in their first taxation year) can be carried-back to deceased taxpayers under s. 164(6)  
Exception #2 = Qualified Disability Trusts (QDTs) = A testamentary trust established for the benefit of an individual eligible for the Disability Credit (DC). The QDT rules recognize that these types of trusts often retain income for the benefit of the beneficiary who may not be able to look after his or her financial matters. The QDT must make an annual joint QDT election with the beneficiary.
  QDTs get graduated rates but they must have a calendar year end and pay quarterly instalments. 

All other testamentary trusts
1. are taxed at the top federal rate on any income retained (like inter vivos trusts) 
2. must have a calendar year end
3. must make quarterly income tax instalments.
Charitable Gifts by Will
Charitable gifts by will
 are:
1. Charitable donations are considered to be made when the property is actually transferred. The amount of the donation is therefore the FMV at the date of actual transfer (instead of the FMV on the date of death).   This will make a difference when non-cash assets are donated to charities (e.g. shares of public companies)
2.  An executor has the flexibility to allocate any charitable gift by will between the deceased and the testamentary trust/estate
 as long as it is made within 60 months (5 years) of death. As a result, all or part of a donation by will can be claimed 

· in the deceased taxpayer’s T1 return for the year of death or the immediately preceding year (we will always assume this) or

· in the testamentary trust’s/estate’s T3 return for the year in which the donation is made, a prior year or one of the five following years (since our problems always assume that the estate is wound up quickly and has no income this will never be advantageous). 
Such gifts also qualify for the zero CG inclusion (in the deceased’s T1) on gifts of publicly traded securities.
C. RESIDENCY AND DEPARTURE FROM CANADA
Readings

ADMS 3520 Lecture 2 Notes
FIT Ch. 2, ¶2,000 to ¶2,110 inclusive  

FIT Ch. 7, ¶7,400   

FIT Ch. 19, ¶19,000 to ¶19,020; ¶19,130, ¶19,160, ¶19,220, ¶19,230 

Income Tax Act covered: Sections 2; 3; 128.1(1)(b); 128.1(4)(b) to (d); 250(1) and (4)  

S5-F1-C1: Determining an Individual’s Residence Status
 at http://www.cra-arc.gc.ca/tx/tchncl/ncmtx/fls/s5/f1/s5-f1-c1-eng.html
CRA Pamphlet T4131: Canadian Residents Abroad 

at http://www.cra-arc.gc.ca/E/pub/tg/t4131/README.html
Recommend 

All Chapter 2 Multiple Choice Questions 2, 3, 4, 5(A)(B)(D); Exercises  1 and 2; Review Questions 1 to  5, 9.

Chapter 7 Multiple Choice Question 10  

Chapter 19 Multiple Choice Questions 1 to 4 (tricky) 


There are also Multiple Choice Questions embedded in these notes.
Problem Set Problem 4 – Len and Judy Sherr

1. HOW NON-RESIDENT INDIVIDUALS ARE TAXED (including Section 216 elections and Section 116 certificates)
In this course so far, we have always assumed that the taxpayer was resident in Canada. The computation for non-residents is different. In fact, there are three categories of taxpayers: residents, non-residents and part-year residents:
1. Residents of Canada are taxable on their world income 

Subsections 2(1) and (2) state that if a taxpayer is resident at any time in the year, the taxpayer is taxable on worldwide taxable income (Part I Division B net income minus Division C deductions) 

As discussed in earlier lectures, worldwide taxable income includes income earned from business, property, or employment, taxable capital gains etc. in another country and you may claim a foreign tax credit in respect of foreign taxes paid on the income taxable in Canada when you file your T1 return. 
A resident of Canada is therefore subject to tax on income earned directly in a foreign country as well as distributions (e.g. interest or dividends) from a corporation in a foreign country. As discussed under the heading “Foreign Income and Property Reporting Rules” at the end of the Lecture 5 notes, if you are a Canadian resident owning “specified foreign property” with a cost > $100,000 at any time in the year, you must file a Form T1135 with your tax return. See the example of Mr. and Mrs. Senior and their Phoenix condo in the Lecture 5 notes.
2. Part-year (part-time) residents 

If a taxpayer changes residency status part-way through the year (ie. "clean break"), he/she may be able to be taxed as a resident for one part of the year and as a non-resident for another part of the year according to the rules in Section 114. Section 114 overrides the rule in subsection 2(1) that says that you are taxable on your worldwide income if you are resident in Canada at ANY TIME in the year.  Personal tax credits (e.g., basic, age) are prorated for part-year residents. 

Examples 

1. Year of move to Canada (immigration) 

2. Year of move from Canada (emigration) 

If a taxpayer changes residency status when this happens, he or she is taxed as 

- a resident for the part of the year that he/she was resident and 

- as a non-resident for the part of the year that he/she was non-resident  

Personal tax credits that are tied to the individual (e.g. basic, age, dependency credits) are prorated based on the number of days in the year that the taxpayer is resident in Canada out of 365 (or 366 in a leap year).  Credits that are tied to a source of income (e.g. CPP, EI, Pension, Dividend Tax Credit) are not prorated.
3. Non-residents 
(a) Non-residents are taxable under Part I of the Act only on certain sources of income:
Subsection 2(3) says non-residents are taxable on Division D taxable income which is limited to 3 items 

1. Canadian employment income and 

2. Canadian business income

3. TCGs on the sale of “taxable Canadian property” (see next page)

A tax return is filed for this Part I Division D taxable income. Non-residents who do not have these sources of income do not have to file Canadian tax returns. 
Non-residents earning Canadian business income pay provincial tax based on the location(s) of their permanent establishment(s) according to the allocation formula for business income in the Regulations which discussed in Lecture 8.

Non-residents earning Canadian employment income or taxable capital gains on the sale of “taxable Canadian property” pay an additional federal tax of 48% rather than provincial tax on this income (because they are not resident in a province).  See MCQ 19-1 on this point.
Example: If federal tax under Part I regarding a TCG on the disposition of taxable Canadian property was $1,000, the additional federal tax would be $480.
(b) Non-residents are subject to Part XIII withholding tax (no return filed)

A 25% withholding tax (which can be reduced by a tax treaty) must be withheld on payments to non-residents.  Examples of such payments are dividends, pensions, gross rents and royalties and non-arm’s length interest.  No return is filed. 

Section 216 provides for an (optional) elective return for net rental income (after deducting expenses) which allows the payer to withhold 25% of the net rental income as opposed to the 25% of the gross rental income (as long as the non-resident agrees to file a tax return within a certain time limit).  
Test yourself:

Residents of Canada are liable for Part I tax on their ________
income whereas non-residents are liable for Part I tax on Canadian source _______  

Which of the following statements is true about Canadian income tax?

(a) All Canadian citizens are liable for tax on their worldwide income.

(b) Non-residents are liable for Canadian tax on certain types of Canadian source income.

(c) Non-residents must file returns in respect of Part I and Part XIII tax.  

(d) The rules in the Canadian Income Tax Act override income tax treaties.

According to the Act, the Part I taxable income of a non-resident excludes:


(a) Canadian source employment income 


(b) Canadian source pension income


(c) Taxable capital gains on Canadian real estate

(d) Canadian source business income

Robert, who is a non-resident, had worldwide income of $100,000, including $5,000 of employment income earned in Canada, $10,000 of Canadian source interest and a $6,000 capital gain from the disposition of Canadian real estate. What amount of taxable income must he report on his Canadian personal income tax return this year?

(a)
$  3,000

(b)
$  5,000

(c)
$  8,000

(d)
$18,000
Taxable Canadian Property (TCP) and s. 116 Certificates

What is TCP and why is TCP important? 

Non-residents pay Part I tax on taxable capital gains on the inter vivos gift or sale of “taxable Canadian property”  
	“Taxable Canadian property” is defined in subsection 248(1) & includes

- Canadian real estate
- Property used in a business carried on in Canada 

- Shares that derive their value principally from Canadian real estate and/or resource properties if they are shares of:

- private corporations resident in Canada or 

- public corporations if the taxpayer (together with related persons) owns > 25% of the class


What is a section 116 Certificate and why is it important?  

When a non-resident sells TCP, he must obtain a section 116 certificate from the CRA and give it to the purchaser of his TCP so that the purchaser withholds and remits the right amount of tax to the CRA.  If no section 116 certificate, 25% of the purchase price must be withheld.  

Example: You are buying a condo from a non-resident for $1M.  You must withhold $250,000 of the purchase price and remit it to the CRA unless the non-resident gets a 116 certificate which tells you exactly what to withhold and remit.
Why do we have these rules? To ensure the CRA collects the Part I tax that non-residents owe on the sale of TCP.
How does a non-resident get a s. 116 certificate?

S. 116(3) requires a non-resident vendor who plans to dispose of TCP (such as real estate in Canada or certain shares) to complete Form T2062
 to notify the CRA about the disposition, together with 

- related documents needed to calculate the TCG (documents supporting the POD, ACB and any PRE for years resident in Canada, including from T2091)
- sufficient money cover the tax on the TCG (or appropriate security).  

If all is in order, the CRA will then issue a “Section 116 certificate.”
 All payments and security provided by the vendor and purchaser will be credited to the vendor's account and a final settlement of tax is made when the vendor's income tax return for the year is filed and assessed.
 2. WHETHER AN INDIVIDUAL IS RESIDENT IN CANADA  
Residency for tax purposes is not the same as residency for citizenship/immigration purposes. 

Some residency rules are contained in the common law.  Some are in the Act

1. Common Law Rules

The common law rules are the ones that normally apply.  They are based on past court cases.  Common law residents are often called “factual residents”

S5-F1-C1: Determining an Individual’s Residence Status provides a good summary of common law (the seminal case is the Thomson case)

- residency = continuing state of relationship with Canada

 - must look at residential ties to Canada and residential ties to another country 

Primary ties

= dwelling (i.e., house, apartment, etc.) for year-round occupancy 

= location of spouse & dependent children

Secondary ties
= personal property, social and economic ties  

= club memberships

= location of investments, bank accounts, mailing address, club memberships, cars, furniture & clothing, driver’s licence, insurance coverage, etc.

Must consider 

- reasons for continuing ties to Canada

- ties established in new country

- intention as well as physical absence. 

- must also consider length of time abroad and intention to stay or return

     
e.g., a contract of employment on return = argument for intention to return

Must consider whether “ordinarily resident” in Canada

Subsection s. 250(3) states that a person "resident" in Canada includes a person "ordinarily resident" in Canada = someone who, in the settled routine of his or her life, regularly, normally or customarily lives in Canada.  This “Ordinarily resident” rule just means a temporary absence does not necessarily result in a change in residence status. All facts must be considered.

Test Yourself

If my parents were leaving Canada because of its high taxes to move to a tax haven where the climate is also warmer, I would advise them to ____________________. 


2. Deeming Rules in Subsection 250(1)
Subsection 250(1) deems the following common-law (or factual) non-residents to be resident in Canada.

1. A non-resident who sojourns in Canada for 183 days or more in a calendar year
e.g. non-resident working, studying or vacationing in Canada for > 183 days

The sojourning rule does not apply in the year that a taxpayer immigrates/emigrates.
The 183 days do not have to be consecutive days or full days. 

Many tax treaties override this 183 day rule.
  

Commuting across the border to work is not sojourning.
  

2. A non-resident who is a member of the Canadian armed forces, an ambassador of Canada, etc. (and dependent children of such persons). The spouse of such a person would be deemed to be a Canadian resident only if a tax treaty prevents the other country from taxing the spouse.

3. Treaty non-residents: If an individual who is still resident in Canada under the Act (or common law) is living abroad in a treaty country (e.g., the U.S.) and is exempt from Canadian tax under that treaty, then he or she will be deemed to be non-resident for the purposes of the Act. (You are not responsible for knowing the contents of any treaty. You are responsible for realizing that you should always check a treaty.)
The deeming rules in s. 250(1) are rarely applicable in the types of problems we do, but they must always be considered. 

When analyzing a fact situation re residency, 

1. If you find that the taxpayer is a “factual” non-resident under common law, you then need to check the deeming rules.  
2. Give arguments on both sides of the common analysis and the tax consequences and state a conclusion. 

3. Always remember that the relevant tax treaty
 needs to be checked to see if it overrides or modifies the statutory and common law rules.  In this course, you are not responsible for the actual content of tax treaties.
Multiple Choice Questions

In which of the following situations is the person considered a non-resident of Canada for the entire year for the current year?

(a) Jack Fitch accepted a transfer from Toronto Canada to an office in Austria for three months in the year. Jack is not married and had lived at his parent's house in Halifax where he is storing his belongings while he is away.  He stayed at a hotel while he lived in Austria.

(b) Kelly Carswell is a single taxpayer who had been living and working in Canada until March 31 of this year when she accepted a minimum three-year contract with a company in Germany.  When she moved to Germany on March 31, she terminated the lease on her apartment in Toronto before moving all her belongings to Germany.  She has been working and living in Germany for the remainder of the year.

(c) Brenda Hart has lived and worked in Country X for three years. Brenda’s husband and their 6 year old dependent child live with her. Her husband is the Canadian ambassador to Country X.  Canada has no tax treaty with Country X.

(d) Bob who lives with his family in Niagara Falls Ontario but works in Buffalo.

Brad is a CPA, CA employed by a national firm in Toronto.  In January of the current year, he was transferred to the Australia office of the firm at the request of the firm so that he could obtain some international experience.  He is to be in Australia for 18 months.  His contract requires him to return to the Toronto office of the firm at the end of the 18 months.  On his departure from Canada, he severed many of his social and economic ties with Canada.  However, he still has a house and car in Canada.  His wife and children remained in Canada so that the children’s education would not be upset.  Which one of the following statements BEST describes Brad’s residency status for the current year? 

(a)
Brad is a common law resident of Canada

(b)
Brad is a deemed resident of Canada

(c)
Brad is a part time (or part year) resident of Canada

(d)
Brad is a non-resident of Canada
3. OTHER TAX CONSEQUENCES OF A CHANGE IN RESIDENCY
1. Leaving Canada

As discussed in ADMS 3520, if you have ceased to be a resident of Canada, Section 128.1 deems you to have a deemed disposition at FMV of all your property except for the “2 R’s “

- Canadian Real estate

- Registered plans: RRSPs, TFSAs, pensions, etc.

- other items such as employee stock options, life insurance
For most Canadians, this means that they will have to report deemed capital gains or losses on such investments as shares and mutual funds held outside registered plans, foreign real estate, personal use property, etc. The tax payable in respect of net TCGs on the deemed disposition of property on departure is often referred to as "departure tax".

Multiple Choice Question

Mr. X is leaving Canada on April 1 of the current year and will take up residency in the U.S. for tax purposes. He has the following investments in Canada: a home, a real estate rental property, a few shares of public corporations resident in Canada and an RRSP.  Which of Mr. X’s properties will have a deemed disposition at FMV on his departure from Canada?

(a) his home

(b) his real estate rental property

(c) his shares of public corporations resident in Canada

(d) his RRSP.

The good news, however, is that the tax on these deemed capital gains is not due until the property is actually sold as long as acceptable security is provided to the government (and no interest is charged on unpaid tax).  You can elect to defer this tax until the property is sold with no interest being charged.  You do this by filling out a form and filing security (e.g. share certificates or other assets as collateral) for the tax owing on these deemed TCGs.
  
This treatment is advantageous for 2 reasons:

1. tax deferral (without being charged interest)

2. foreign tax credit (FTC) matching when you file your return in your new country and claim a FTC for the Canadian tax paid.

Other relevant rules re leaving Canada
Five-year rule Exemption: if you have been resident in Canada less than (or equal to) 60 months in the last 10 years, then the deemed disposition rules will not apply to any property brought to Canada. This rule was designed to facilitate short-term executive transfers to Canada. (No other country in the world has had Canada's deemed disposition on departure rules until recently.)
Form T1161: Taxpayers leaving the country and ceasing to be a resident of Canada must file a list of properties owned at the time of departure with their tax return so that the CRA can verify that all deemed capital gains have been reported.
 
5 year rule for Unwinding: If a taxpayer returns to Canada and becomes a Canadian resident again in less than 5 years, he or she can unwind the deemed disposition on departure.
 

2. Entering Canada (Immigration)
When you become a resident of Canada, the cost of each of your properties except for taxable Canadian property, RRSPs, pensions (and a few other less common exceptions) (for Canadian tax purposes) is deemed to = FMV @ immigration date 

 4. HOW TAX TREATIES OVERRIDE THE ACT AND COMMON LAW
When a treaty is signed, Parliament passes a special Act saying that it overrides domestic law.

e.g. as discussed earlier, many tax treaties override the 183 day sojourning rule  

5. HOW U.S. ESTATE TAX AFFECTS CANADIAN RESIDENTS WHO ARE CANADIAN CITIZENS
Canadians residents who own U.S. real estate (Florida vacation properties) or other U.S. situs property (e.g. U.S. securities such as Walmart or Apple shares) may be subject to U.S. estate tax, which has a top rate of 40% and an annual exemption of $11 million US in 2018 (after Trump’s U.S. tax reforms passed in December 2017).


The Canada-U.S. tax treaty allows Canadians to benefit from the same exemption amount that U.S. persons can claim. However, the US exemption is prorated based on the ratio of the value of U.S. situs assets compared with the value of the estate as a whole  (e.g. if half of your estate is in the U.S., then you get an exemption of 50% x $11 million U.S.)
� As usual, any reference to spouse includes common-law partner. 


� If the will is simple and doesn't provide for a trust and can be dealt with fairly quickly with no disputes, executors often don't bother with the complexity of having an “estate” for tax purposes and amounts earned after death are taxed in beneficiaries’ hands.  Especially if there are only a couple of beneficiaries.   


� There is no deemed disposition or tax on death for a TFSA no matter who inherits it. But your TFSA can only become another person’s TFSA if they are your spouse. (If others inherit your TFSA, it loses its status on death.) Making a spouse a TFSA “successor holder” rather than just a “beneficiary” allows your TFSA to become their TFSA in a very simple way: the TFSA becomes your spouse’s TFSA after your death. If your spouse wants to merge yours TFSA with their own, they can do it or leave them separate. (But only spouses can be named successor holders.) If a spouse inherits an TFSA either as a direct “beneficiary” or in accordance with your will, they need to transfer your TFSA assets to their own TFSA by the end of the year (December 31) after you die in order to do this on a “rollover” basis…and there are forms to fill out.  If they miss the December 31 deadline, the income after death is taxed and if they want to put it in their TFSA, they have to use their own contribution room (just like others would). As you can see it is much easier just to make your spouse a TFSA “successor holder”…. then they don’t have to do anything… it just happens!


� Including a separated spouse because you are still spouses when you are separated (but not if you are divorced).


�2017 money limit.  2018 money limit is $26,230


� You will never get a PAR in this course. PAR = Pension Adjustment Reversal and occurs when a person leaves a job before retiring. A taxpayer's PAR equals the sum PAs reported over the years minus the RPP lump sum actually received on termination. The PAR is added to an individual's RRSP contribution room. 


� Only beneficiaries eligible for the disability credit can have an RDSP.


� In this course, you will always be given the eligible RA.  You will never have to calculate it.  This deduction (but not the formula) was still tested on the UFE as recently as 2008 and is mentioned in the CPA Canada Tax Elective case: Mandrake Construction


� For further discussion, see 


� HYPERLINK "http://www.canada.ca/en/revenue-agency/services/tax/individuals/life-events/what-when-someone-died/optional-returns/return-rights-things.html" �www.canada.ca/en/revenue-agency/services/tax/individuals/life-events/what-when-someone-died/optional-returns/return-rights-things.html�


� Example:  Taxpayer dies March 5 and is paid salary monthly.  


1. If employment income for February and prior months is owing, this = right or thing.  


2. The March pay is not a right or thing because the March pay period did not end before death. 


Only pay for a completed pay period that is paid AFTER the pay period AND after death = right or thing. 





� Many employers pay you for a month’s work before the end of a month. if you have a monthly salary.  But many employers wait until after the end of the month, particularly if you do hourly work and the hours vary from month to month… because you have to submit your hours to be paid.


� A GRE is an estate that meets  the following  6 conditions:


1.an “estate” that arose on and as a consequence of an individual’s death


2. no more than 36 months have passed since death


3. a “testamentary trust”


4. deceased’s SIN provided in estate tax return


5. estate designates itself as the GRE in its first tax return


6. no other estate is designated as GRE of deceased


Subsection 248(1) requires that an estate or trust must designate itself as the GRE of a deceased individual in its first taxation year  and that no other estate or trust can designate itself as the GRE of the same individual A GRE will have a deemed year-end when it ceases to qualify as a GRE – usually on the 3 year anniversary of death.  After that, it will have a December 31 year end for tax purposes.  


� Subsection 122(3) requires that a QDT must make an annual joint election with this individual and that this individual be specifically named (e.g., Mary Smith) as a beneficiary of the trust.  Further, an individual eligible for the DC who is the beneficiary of multiple trusts can only make a QDT election for one trust.


�To be a charitable gift by will, the terms must set out in the will and the gift must be made with assets owned on death.


� So… charitable gifts made by the deceased by will cannot be claimed by a spouse or any beneficiary.  Only the deceased and the trust/estate can claim them.


� See also Ch. 19 MCQ 2 on this point.


� Worldwide.  See also Ch. 19 MCQ 3 on this point. 


� employment and business income, taxable Canadian property  


� B is correct


� B is correct


� C is correct: $5K plus ½ x ($6K)


� Form T2062, Request By A Non-Resident Of Canada For A Certificate Of Compliance Related To The Disposition Of Taxable Canadian Property


� Form T2064, Certificate – Proposed Disposition Of Property By A Non-Resident Of Canada


� Cut their residential ties to Canada and establish new ties in their new country. See how the departure tax rules apply to their situation. Think about what they will lose as non-residents (e.g. OHIP).


� See, for example, the Tax Court of Canada case, Dysert et al. v. R, 2013 TCC 57 at � HYPERLINK "http://decision.tcc-cci.gc.ca/en/2013/2013tcc57/2013tcc57.html" �http://decision.tcc-cci.gc.ca/en/2013/2013tcc57/2013tcc57.html�  At the very end of the judgment, Boyle, J. gives his decision that “The Appellants are initially deemed by paragraph 250(1)(a) of the ITA to have been resident in Canada in 2005 and 2006 by virtue of having sojourned in Canada for 183 days or more. However, subsection 250(5) deems them not to have been resident in Canada nonetheless, by virtue of having been found to be residents of the US for the purposes of the Treaty.” One wonders why this case went to court.


� This principle was established in R. & L. Food Distributors Ltd. v. M.N.R., [1977] C.T.C. 2579 (T.R.B.).  In this case, R&L’s two shareholders R&L had their homes and personal and social ties in the U.S. and commuted across the border each day to work for their company in Canada. The shareholders argued that they were Canadian residents because they had sojourned 183 days or more (because they wanted R&L to be a CCPC).  The Court said no.


� The solution to Chapter 2, Exercise 1(F) could be improved on this point: The answer is correct but a more complete and accurate solution would be as follows:  She is not a common law resident of Canada based on the facts. She is not deemed to be a resident by any paragraph in subsection 250(1) since paragraph 250(1)( b) does not apply to spouses unless a tax treaty prevents the other country from taxing the spouse.


� Canada has tax treaties and information exchange agreements with many countries.  These can be found at http://www.fin.gc.ca/treaties-conventions/in_force--eng.asp


� C is correct


� A is correct


�Section 3 includes TCG in excess of ACL in income (and taxable income) and section 111 allows ACL in excess of TCG can be carried back 3 years and/or carried forward indefinitely against TCG..


� C is correct. Other examples include foreign real estate, art and other personal use property, any investments held outside a registered plan.


� No security is necessary if the taxable income resulting from the deemed TCG is < $50,000


� You must report all assets if FMV of assets > $25,000 on Form T1161, which is due onl April 30 of the year following the year of departure (same as tax return deadline). Assets that don't count for the $25,000 test and don't have to be reported 


	= cash (including bank deposits) 


	= RPPs, RRSPs, RRIFs, etc. 


= personal use property ( s. 54) each with individual  FMVs of <$10,000  


Rationale: To provide full information to the CRA to facilitate enforcement of deemed disposition rules. (We are the only country that has such deemed disposition rules.)


� Example: If you cease to be a resident in March 25, 2014 and return before March 25, 2019, you can unwind the prior deemed disposition on departure.
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