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U.S. GIFT AND ESTATE TAX ISSUES
AFFECTING CANADIANS

Edward C. Northwood”

19.10  OVERVIEW OF U.S. TRANSFER TAX SYSTEM

Although Canada, both at the federal and provincial levels, eliminated its gifi and estate tax laws
by the mid 1970s, the United States continues to maintain a separate tax regime thal implements a
policy of imposing excise taxes on gratuilous transfers of assets during life and death. For over 35
years Lhe gilt and estate tax regime has been integrated so that lifetime gifis are taken into account
for estate tax purposes at death. A separate but related transfer tax regime, the generation-skipping
transfer lax,' was created Lo ensure that there would be some equivalent of estate taxation at each
generation level of a family. Without such a separate tax rule, irrevocable trusts could be utilized to
avoid the imposition of estate tax for generations.?

Gifi, estate and generation-skipping (ransfer laxes are imposed on the net value.of‘the property
transferred. Thus, for example, estate laxes may be imposed even where Lhe decedent owned no
retirement accounts nor had assets with any net appreciation.” The transfer Lax regime*applies (o all
of a U.S. cilizen’s, no matter where he or she resides, or U.S. resident’s assets, including, in some
cases, those beneficially owned. For purposes of the transfer tax system, the U.S. residency is not
determined in the same way as it is for U.S. income tax purposes. The transfer tax test is one of
domicile: upon consideration of all facts and circumstances, U.S. domicile exists where the
transferor or decedent resides in the U.S. with an intent to remain there permanently, determined at
the time of the transfer event. Holding a U.S. permanent resident visa does not necessarily establish
U.S. domiciliary status; nor is holding a U.S. temporary visa determinative of non-resident status.

Edited by Edward C. Northwood.

Seclion 2601, et, seq., of the fnternal Revenue Code of 1986, as amended (hereinafter “"IRC".)

As will be discussed below, such trusis may still be employed for such purposes, but the design of the trunsfer x system
limits the use of such techniques through the application of various exemplions.

Onesilver lining to the U.S. estate tax is that atl cost bases are readjusted to date of death values for determining future gain
and loss on disposition of assets by the estate or the beneficiaries of the estate, even if no estate tax is payable. Therefore, in
many cases, there will be no capital gains on the disposition of inherited ussets. See IRC, s, 1014, =
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19.10 ESTATE PLANNING

Non-residents, non-cilizens ol the U.S. (hereafter, “"NRAs™, for non-resident alien), may also be
subject to the U.S. transfer tax regimes with respect (o gratuitous transfers of U.S. sines ussels
during life or if they own {or are deemed lo own under the U.S. estate tax rules applicable to U.S.
citizens) U.S. situs assets on death. Accordingly, understanding how U.S. gift and estale taxes may
apply to a Canadian requires an understanding of how the transfer lax system applies to U.S.
cilizens. Such an understanding is also important with respect 10 a common cross-border planning
scenario, that arising when children of Cuanadian parents move permanently to the U.S. and/or
become U.S. citizens.

U.5. Gift and Estate Taxes: More than a Decade of Uncertainty Ended on New Year’s Day 2013

»

The decade from 2001 to 2011 was an exwraordinarily challenging one for U.S. estale planning
practitioners, largely due to the 10 year tax reduction legislation enacted in 2001, the first year of
President George Bush’s term. This legislation included substantial income tax and transfer tax
relief, But under U.S. law, none of such relief could last beyond 2010,

The U.S. gift and eslule tax regime has had the same basic unified system since 1976, In 1981
some major changes were introduced, primarily relating to marital deductions. Not only were the
types of marital/spousal trusts that give rise to a deduction expanded, but the deduction was made
unlimited. The result of this is that i1 became standard practice to defer estate laxes until the death
of the surviving spouse (much like the general strategy for Canadian estate planning).

Since that time, the primary changes to the U.S. ransfer tax system have related to increasing
exemptions and, under the 2001 legistation, reducing tax rates. The 2001 legislation also phased
out the credit for State death taxes. Until that time, the maximum federal estate tax rale was 55%
but in reality the maximum rate was only 39% payable 1o the U.S. because the State death tax
credit resulted in the exira 16% passing Lo the States. One consequence of the elimination of the
State death lax credil was the elimination of State estate and inheritance taxes in most States, such
as Florida, Texas, and California. In those States where the estate tax remains, it is separale from
the federal estate tax (although it is based on the same principles).

=

Under U.S. budget rules, any tax reduction that was not accompanied by corresponding revenue
increase meant that the tax reduction legislation could not remain in place more thafl 10 years.
Thus, for example, the estate tax exemplion rose from $675,000 in 2001 to $1,000,000 in 2002,
then $1,500,000 in 2004, then $2,000,000 in 2006, then $3,500,000 in 2009, and then a one year
repeal of the estate tax in 2010. On January 1, 2011 the law was to revert lo the pre-2001 rates and
a $1,000,000 exemplion.

No one ever expected the 2010 temporary repeal to take effect. But it did when the Senate failed to
enact extension legislation at the end of 2009. As a result, the estates of wealthy U.S. individuals
who died in 2010 not only had no federal estate tax liability but also had no deemed income tax
event either.

1
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H.R.4853, the "Tux Relief, Unemployment Insurance Reauthorization, and Job Creation Act of 2010," signed into law by
President Obama on December 17, 2010,

In 2010, the U.S. Congress added a tax surcharge to the Medicare hospilal insurance tax. (Pub, L. No. 111-152,
5.1402(a)(1), 124 Stat. 1029 (Mar. 30, 2010.)) This tax, which technically is not an income tax, applies, beginning in 2013,
only to U8, cilizens, U.S. tax residents and U.S. resident estates and trusts. The rate is 3.8%, and only the passive income
(specially defined “net investment income™) of high income tax payers is subject to this tax. For example, the threshold
below which no special tax applies for single U.S. taxpayers is USD $200,000. Because it is not considered to be an income
tax, it may not be offset by non U.S. income taxgs imposed on the same investment inconle, nor is the payment of this tax
credituble on the individual's noa U.S. tax return. Thus, forexample, a U.S. citizen resident in Canada who eams above the

threshold amount will pay this special 3.8% tax to the U.S. no matter how much C.madmn tax she or he pays on the same
investment income. :
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19.10 ESTATE PLANNING

Estate tax exemption portability between U.S. married couples has been made permanent .
. (but an estate tax return electing such treatment must be filed on the death of the first spovse).”

19.10.1¢ U.S. Citizens and Domiciliaries
19.10.10.10  Gilt Tax

U.S. gift taxes are based on the value of the property transferred, reduced by any consideration
received by the transferor. Both direct and indirect (such as laking corporate actions that increase
the value of stock) transfers are encompassed by the gift tax rules. Taxable gifts are those in excess
of permilted exclusions, such as the annual exclusion for gifts lo any person other than the
transferor’s spouse (from 2013 through 2016, U.S. $14,000 per year),-and the direct payment of
tuition expenses and medical expenses.® A special annual exclusion applies to gifts 1o a non-citizen
spouse which began at a $100,000 and is indexed for inflution.” Through such inflation
adjustments, this amount has risen to U.S. $143,000 for gifts in 2013 USD $145,000 for gifts in
2014, USD $147,000 for gifts in 2015, and USD $148,000 for gifts in 2016.

U.S. citizen spouses may agree Lo split a gilt made by one spouse, as though such gifts were made
equally by both. Thus, for example, one spouse may make a cash gilt to an individual of up lo
$28.000 in 2016 and have no taxable gift provided that his or her U.S. cilizen spouse consents (o
split the gilt. Such an election applies to all gifts made by either spouse in the calendar year.

19.10.10.20 Estate Tax

The U.S. estate tax base (the “‘gross eslate’”) includes the value of all personally owned assels as
well as the assets comprising certain trusts and similar structures that may not effectively provide
insulation from estate tax inclusion. Trusls created by others for the decedent over which the
decedent is considered 1o possess a general power of appointmem8 will result in the assels
comprising such Lrust being includible in the decedent’s estate for U.S. estate lax purposes. All
trusts 1o which the decedent contributed, was a trustee of, or had an interest in, should be examined
{o determine whether any part or all of the trust assets are included in the decedent’s eslate.
“Retained interest’’ trust rules (where the decedent was the contributor under U.S. gifl tax
principles) include economic interests (as a beneficiary) and powers 1o affect the beneficial
enjoyment by others (fiduciary or quasi-fiduciary powers.) And the rules are not restricled to
vehicles that are trusts.”

Assets comprising the gross estate include the death benefit of life insurance on the decedent’s life
unless the policy is owned in all respects by others (including an irrevocable trust of which the
insured is neither a Trustee nor a beneficiary). The gross estate is reduced by permited deductions,

& IRC.s. 2503(b). (¢) and (e).

7 IRC. 5. 25233)(2).

IRC, 5. 2041. The general power of appointment is essentially the ability 10 uppoint trust assets to or for the benefit of
oneself, his or her estate, his or her creditors or the creditors of his or her estate.

See, generally, IRC, s5. 2036 and 2038, and the regulations issued thereunder.
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yielding the “‘taxable estate’. Gift and estate taxes are unified by adding the cumulative lifetime
laxable gifts (o the taxable estate. The sum in excess of the exemption (U.S. $5,000,000 (2011),
U.S. 85,120,000 (2012), and U.S. $5,250,000 (2013), USD $5,340,000 (2014), USD $5,430,000
(2015) and USD $5,450,000 (2016) for 11.S. cilizens and domiciliaries) is subject to estate tax at
the rate of 40 percent.'© .
Permitted deductions include gifis to a U.S. citizen spouse (including a spousal trust, which is
known as a marital trust in the U.S.),"! gifis to qualified charities,'? liabilities of the decedent that
had accrued as of date of death (including income taxes),'3 and funeral and estate administration
expenses.'® There are no limits 1o these deductions. Therefore, estate taxes may easily be deferred
until the surviving spouse’s death by providing that the excess over the applicable credit amount
pass outright lo, or in a marital trust for the benefit of, the U.S. citizen surviving spouse.

Estate tax credits also are available to reduce the estate tax. The most common credits are: the
applicable credit amount (which implements the exemption and was formerly. known as the
“unified credit”);'> credit for gifl taxes payable (needed to effectuate the uniform system);'®
foreign death tax credit (which includes Canadian laxes on death under the Treaty);'” and
previously taxed property credit (where the decedent inherited from someone who died within ten
years of decedent and whose estate was subject 1o U.S. eslate taxes).'®

19.10.10.30  Generation-Skipping Transfer Tax

Alter predecessor statules proved unworkable, the generation-skipping transfer tax (also referred 1o
as the “GSTT"’) rules were redesigned and reintroduced in 1988. These complex set of rules piggy
back onto the gift and estate tax rules; the potential for a GSTT exists only where the initjal lralisfe;
to or for the ultimate benefit of any members of the generation below the children’s generation
(whether it be outright or in trust) is itself a transfer subject to gift or estate tax. Thus, for example,
a Canadian parent with no U.S. situs assets could leave her entire estate in an irrevgcable trust for
the benefit of U.S. family members with ho exposure to U.S. estale tax or the U.S. GSTT on the
death of any of the beneficiaries of the trust that may continue for generations. £

U.S. citizens or doniiciliaries, on the other hand, will have all of their lifetime gifts and worldwide
estate al death potentially subject to the GSTT. As with the gift and estate tax regime, however,
transferors may exempt an aggregate total of transfers from the GSTT. For the most part, this
exemption has matched the estate 1ax exemption. Thus, in 2009, the GSTT exemption was $3.5

9 IRC, 5. 2001 (€} provides the tax rates and IRC, s. 2010 sets forth the exemption amnount which actually translates to a tax

credit, now referred to as the applicable credit amnount. The 2013 Tax Act raised the rate 1o 40% froin 359, which rate was
effective in 2011 and 2012,

""" IRC, 5. 2036.

2 IRC, s. 2055,

¥ IRC, 5. 2053.

S ibid.,

5 IRC, s. 2010.

'* IRC,s.2012. T

s IRC, 5. 2014, made-applicable 1o Canadian income taxes ut death by Anicle XXIX-B(7) of the Tax Treaty.
IRC, 5. 2013,
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1910 ESTATE PLANNING

miilion and in 2011, 2012, 2013, 2014, 2015 and 2016, it was $5 million, $5.12 million, $5.35
million, $5.34 million, $5.43 million and $5.45 million, respectively.

As you can see, the GSTT exemption figures are identical to those that apply for U.S. gift and
estate tax purposes. The GSTT exemption, however, may be utilized with respect o transfers that
do not utilize a gift or estate tax exemption. The most common example occurs where Lhere are
gifts to an irrevocable wrust that is designed to be exempt from generation skipping transfer (ax.
Such gifts may be eligible for the gift tax annual exclusion (currently $14,000 per donee),but none
of such gifts is excluded for GSTT purposes, which means that the GSTT exemption will be
utilized for the entire amount of the centribution to such a trust.

There are three types of wransfer events that may give rise to a GSTT. A direct skip, whether done
by lifetime gift or upon death, occurs etther with an outright gift 10 an individual at least two
generations lower than the donor. A direct skip also occurs where a donor contributes o an
imevocable trust of which the class of beneficiaries are only persons two or more generations
lower.

Taxable distributions, the second type, occur where a trusiee makes a distribution to or for the
benefit of a skip person from a trust that is not a direct skip trust. Taxable lerminations, the third
type, occur when a trust that is not a direct skip trust has no further non-skip persons as
beneficiaries. A typical example of a taxable termination oceurs when a multi-generational trust,
created by a parent for his or her child and the child’s descendants, foses the child as a beneficiary
(either through death or the renunciation of the child’s interest).

Lifetime outright direct skips to individuals or single beneficiary trusts are eligible for the same
annual exclusion as for gifts. Thus, a grandparent’s gift of $14,000 to a grandchild is excluded for
both gift tax and GSTT purposes. A gift of $20,000 to a grandchild would have the first $14,000
excluded and the next $6,000 potentially subject to both gift tax and GSTT, although in both:cases,
the respective exemptions would be utilized [irst. "

For estate planning purposes, the best use of the GSTT exemption is to leverage it through
contributions (lifetime or upon death, or both) to an irrevocable trust that can benefit future
generations as fong as applicable rules against perpetuities permit.'” A lifeime gift o an
irrevocable trust may be made eligible for the annual exclusion for gift tax purposes through the
use of so-called Crummey Rights of Withdrawal, discussed al section 19.20.30.10 Rights of
Withdrawal, below. As noted earlier in this section, such rights do not yield, however, an exclusion
from the GSTT, which means that the GSTT exemption will be reduced by every dollar of gifts to
an irrevocable trust that is intended to be exempt from the GSTT (a so-cailed “dynasty trust”).

Accordingly, in almost all cases all transfers to an irrevocable trust that are subject 10 gift or estate
taxes are also potentially GSTT transfers and, therefore, such planning requires the use of the
GSTT exemption. If the gifts 1o the generation-skipping trust are complele and no assets would be
includible in the donor’s estate, exemptions may be automatically allocated in some circumslances
or must be allocated through the timely filing of a gift tax return. If exemptions apply to all

¥ Muny jurisdictions, including several U.S. States, huve effectively eliminated the rule ugainst perpetuiies, causing some

members of U.S. Congress to consider putting a limit on the sheltering accorded by ihe use of the GSTT exemption.
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contributions to such a trust, then such trust wifl be forever exempt from the GSTT. This means
that a trustee’s distributions to skip persons would be taxable distributions exempl from tax, and
the death of the last child beneficiary would not constitute a taxable termination of such a trust.
Note further that the use of the exemption is based on the amount transferred that is subject to
either gift tax or estale tax. Fulure growth in such assets, including the collection of the death
benefit of life insurance on the life of a donor, do not use up any additional exemption.

‘-

19.10.10.40  Spousal Planning

As noted in the explanation above, U.S. gift and estale tax policy is similar to that for Canada:
lifetime transfers or transfers at death are not subject to gifi or estate lax"[irovided that they are
made to a U.S. citizen spouse either outright or to a spousal trust or its legal equivalent (such as a
life estate in the case of real properly). Where the transfer is not outright but is in trust or a life
estate, the U.S. citizen spouse must be the sole beneficiary. Thus, for example, if the transfer is in
trust, the spouse must receive all of the income of the trust at least annually and the spouse is the
only permitted beneficiary of capital from the trust during the spouse’s lifetime.

Effective transfers to a U.S. citizen Spouse or spousal trust essentially defer the respective tax. No
gifl or estate tax is imposed on the transferor spouse because such transfers are entitled to a
complete and unlimited deduction, thereby resulting in a zero value net taxable transfer. In the case

gift or eslale tax return, as the case may be, must be filed, on which an election is made {o treat
such spousal trust (or legal life estate) as a “‘qualified terminable interest property”” (QTIP).?® In
exchange for the full deduction for the transferor, the value of the assets comprising such trust wil
be inciudibie in the beneficiary spouse’s estate for estate tax purposes. (Of course, outright gifis
automatically get added to the surviving spouse’s estate.)

Note that it is not always in the clients’ strategic best interests to make a gift or bequest to a spousal
trust eligible for the marita] deduciion. Insiead, where the U.S. citizens are Canadian resic‘Tems, it
may be advisable in certain circumstances to create a qualified Canadian spousal trust but not 1o
make the QTIP election for U.S. gilt (or estate) tax purposes. Thus, the transferor spouse would be
treated as having made a taxable gift {or not be eligible for an estate tax deduction) and would
utilize some of his or her lifetime gift tax (or estale tax) exemption. But the value of that trust on
the spouse’s later death would not be includible in his or her estate for eslate tax purposes. Thus, if
the propeity to be transferred to the Canadian spousal trust is likely to increase considerably in
value, it may be prudent to avoid a Canadian disposition with respect to the property that is
transferred to such trust but at the same time exclude future growth from the estates of both
spouses, for U.S. estate tax purposes,

®RCs. 2056(h)(7).
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19.10 ESTATE PLANNING

19.10,10.50 Issues with Portability

There is one strategic problem in nol doing any anticipatory planning to utilize each spouse’s
exemption during life or on the first death, instead relying on the new portability provisions. By
not making early use of the exemption, either by way of lifetime taxable gifis or full use with a
bypass trust on first death, the couple will have lost an opportunity to ensure that'growth on assels
set aside in a bypass trust will be excluded from both spouses’ estales. 1t also should be noted that
portability is only available with respect to estates of decedents who were citizens or residents of
the U.S. at the time of death,

g

19.10.20 Canadian Residenl NRAs
19.10.20.10 1U.S. Situs Assels

Canadians who are not U.S. citizens will be subject to the U.S. gifi tax and U.S. estate tax regimes
only with respect to their **U.S. sims assets™. U.S. situs assets for U.S. gilt tax purposes include
individually owned (or through a look-through entity, such as certain trusts), interests in real
properly and tangible personal property (generally, the contents of real property but including
boats and vehicles) that are located in the U.S.?' The same two categories are U.S. situs assets for
U.S. estate tax purposes, and in addition, shares of U.S. stocks and debts of U.S. persons or
companies are U.S. situs assets for U.S. estate tax purposes.”” U.S. stocks are those of companies
who are organized under the laws of a State; it does not maltter where the share are traded or
located. Most publicly traded U.S. bonds are excluded from the debt category.

Unlike a U.S. citizen or resident, however, a Canadian who transfers an asset that is subject 10 U.S, -

gilt tax (such as an interest in U.S. real property) has no exemption to avoid the actual payment of
gift tax. All that is available to reduce the gifl tax liability are the annual exclusions identified
above.

=z

R
As in Canada, estate taxes may be deferred until the death of the second-to-die of a married touple.
If the surviving spouse is not a U.S. citizen then the deferral is obtained only through the’use of a
“Qualified Domestic Trust’, the primary features of which are that the surviving spouse the only
beneficiary during his or her lifetime, such spouse must receive all of the income of the trust, there
must be a U.S. trustee, and the trust must be subject to a U.S. jurisdiction.*?

The QDOT requirements are imposed Lo assure the collection of the QDOT estate tax. Not only
must the terms meet the marital trust requirements, but also there must be a U.S. trustee, security
for the payment of QDOT estate taxes, and a U.S. jurisdiction.**

2 RC, 5. 2501 ()(2).

IRC, 5. 2101, eL. seq., IRC, ss. 2104 and 2105, und the Regulations thereunder, delineate U.S. situs assets and exceptions
thereto. .

IRC, 5. 2056A and the Treasury Regulations issued thereunder. The requirement is imposed under IRC, s. 2036(d).

M See IRC, ss. 2056(d) and 2056A, and the regulations thereunder.

3
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It is important to note that the use of the QDOT only defers the estate tax until the surviving
spouse’s death; it does not avoid the imposition of the estate tax at that time.

19.10.20.20 Treaty Benefits and Planning

Considerable relief with respect Lo the U.S. estate tax is accorded to Canadians under the treaty.
First, the Canadian estate is entitled to a pro-rated applicable credit amount against estate taxes (in
effect, a share of the U.S. estate tax exemption). The applicable fraction has a numerator equal to
the gross value of the U.S. situs assets, and a denominator equal to the gross value of the
decedent’s worldwide estate determined as though he or she were a U.S."Gitizen.

Another importanl treaty benefit is the marital credit which effectively doubles the pro-rated
applicable credit amount, determined as described above. The marital credit is available if property
passes (o a non-cilizen spouse (who must have been actually married to the decedent) in a way that
would have qualified for the U.S. marital deduction had such surviving spouse been a U.S. citizen
(namely, outright or in a spousal trust). This credit is only available, however, if the estate foregoes
the use of the deduction permitled for properly passing to a qualified domestic trust. Thus, il is of
practical and extremely important use for a Canadian who dies owning U.S. property, who is
survived by a qualifying spouse, and whose worldwide estate is between the U.S. exemption and
twice the U.S. exemption.

For example, if one spouse of a married Canadian couple acquires U.S. situs assels worth US
$1,000,000 and holds additional assets of US $9,000,000 (determined under U.S. eslale 1ax
principles), upon such spouse’s death in 2011, his or her estate would have been subject 10 U.S.
estate tax, tentatively computed at US $157,720, after taking into account the pro-rated applicable
credit amount of US $173,080.2% If the decedent were survived by his spouse this tentative estate
tax could be deferred by utilizing a qualified domestic trust. But the estate 1ax could be avoided
altogether by utilizing the treaty marital credit, which allows the use of as much of the initial pro-
rated applicable credit amount as is needed to minimize the otherwise payable U.5, estate tax.
Thus, if the first spouse to die had a worldwide estate of less than wice the amount shellered by
two applicable credit amounts (approximately US $10,000,000) and the surviving spousé receives
at least half of the estate from the first spouse to die, use of the treaty eliminates U.S. estate tax on
the U.S. situs assets. Furthermore, if the U.S. situs assets passed to a bypass trust (including a
standard Canadian spousal trust), such assets will not be subject to the U.S. estale tax on the
surviving spouse’s death.

Other important benefits under the treaty are mulual foreign death tax credits. In the case of a
Canadian owning U.S. real property, this benefit means that the U.S. estate taxes attributable to a
U.S. situs asset on which there is also a Canadian capital gains tax by reason of the deemed
disposition at death may offset the Canadian federal tax.

B canada-United States Tax Convention (1980). Article XXIX-B, added to the Treaty by the Third Protocol, provides the

benefiis described in this and following puragraphs.
1,000,000 divided by 10,000,000, multiplied by 1,730,800, which is the tax thit would be impased on a $5,000,000 estate,
of a decedent who died in 201 | (the applicable credil amount available to a U.S. citizen’s estate).
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19.10.20.30  Spousal Planning

Many Canadian married couples have *“‘mixed marriages’’: one spouse is a U.S, citizen, Canadian
resident, and the other spouse is a NRA. Because the U.S. citizen spouse will have his or her
world-wide eslate subject 1o U.S. estate tax, estate planning strategies must focus on limiting such
spouse’s net worth, both through asset allocation and expenditures during lifetime as well as
limiting the inheritance from the NRA spouse (should such spouse die first) in a structure that will
not increase the U.S. citizen spouse’s net worth. The classic example would be to leave such
inheritance in a Canadian testamentary spousal trust (or discretionary trust) over which the
surviving U.S. citizen spouse did not possess a level of control that would lead to includability for
U.S. estate tax purposes. This means thal such spouse may not have a.general power of
appointment. This does not mean, however, that the spouse may not be a trusiee or even the sole
trustee because as long encroachments are limited o the so-called **ascertainable standards® as set
forth in Treasury Regulation 20.2041-1(c)(2), the fiduciary power will not be considered a general
power of appointment. '

The US citizen spouse may reduce the value of her or his estate through lifetime gifts. As noted
previously, certain gifts are excluded from being treated as taxable gills, the most important
example of which are those that are less than or equal to the annual exclusion amount (USD
$14,000 for 2016.) Under IRC section 2523(i), the annual exclusion amount for outright gifts 1o a
non-citizen spouse is ten times the standard annuval exclusion. Due to annual cost-of-living
adjustments, that exclusion amount rose to USD $147,000 in 2015 and USD $148,000 in 2016.

Because a Canadian resident may be subject to U.S. estate tax if he or she owns U.S. sifus assets on
his or her death, the U.S. citizen spouse member of a “‘mixed marriage’’ should be the one who
acquires and owns all of the U.S. situs assets that may be accumulated during the marriage. Such
assets should be left in a Canadian testamentary spousal trust for the surviving spouse, with the
exacl same terms and limitations as described above in order to obtain both Canadian rollover and
exclusion for U.S. estate tax purposes.

The availability of the treaty benefits for transfers 1o non-citizen spouses must also be takert into
account. One example is using the marital credit to effectively double the exemption. As noted
above, such a benefit is available as long as propei'ty equal 1o the exemption passes either oyfright
to the surviving NRA spouse or in a qualified spousal trust (that would be designed 10 be excluded
for estate lax purposes if such trust were to hold U.S. situs assets). It must be emphasized,
however, that the treaty does not apply with respect to lifetime transfers, so use of the marital credit
is only relevant in planning for death taxes.

Spousal planning is also required where both spouses are NRAs but one or both own U.S. situs
assets. Planning utilizing the pro-rated applicable credit amount and the marital credit is also
available in this sitation.

Where an estate tax would be payable on the first death, either because the first spouse to die is a
U.S. person® or is a NRA who holds U.S. situs assets, and the exemplion (applicable credit
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amount), even afler taking into account the marital credil, is insufficient to avoid such esiate tax,
there is but one strategy available to defer the estate tax. In such a case, a marital deduction is
required, Thus, the estale plan must provide for a QDOT,

Because there are so many variables that come into play in determining whether estate taxes can be
minimized or avoided through the use of credits, or may only be deferred through the use of
deductions, a plan, particularly as implemented by a will or alter ego trust, should be very flexible.
The variables include: whether an estate tax is in force; the applicable estate tax exemplion; the
value of the decedent’s assets; and which spouse dies first. The author believes that in light of these
variables the proper wills must be designed to take advantage of either the marital credit or the
marital deduction afforded by the QDOT. Moreover, bypass trusts (including Canadian spousal
trusts for which the U.S. marital deduction is not elected) should be employed. The planning
scenario at section 19.30.20 illustrates such a design. )

19.18.30 Compliance
19.10.30.10  Gift Tax

AULS. gifi tax return (Form 709) is required whenever an individual makes an adjusted taxable gift
(basically any gifts that exceed the annual exclusion amounts) or makes a gift to a spousal trust for
which the donor wishes 1o make a QTIP election. The Form 709 is due April 15 {or June 15 for
U.S. citizens who reside outside the U.S.) following the calendar year in which such gifi is made
(or on the due date of the eslate tax return, if earlier, where the donor dies in the same year as
having made a taxable gift). The filing of a gift tax retwn may be autornatically extended by up 1o
six months. The gift tax return must include qualified appraisals of assets which do not have a
readily determinable market value such as stock in a private company, real estate, ordtanglble
personal property. ,

i
While penalties may be imposed [or late filing of gift tax returns and/or late payment ol gift taxes,
there is no penalty if there is no gift tax liability. Therefore, arguably, gift tax returns need not be
filed provided that the cumulative taxable gifts remain below the applicable credit amount. This
practice is not advisable, however, because filing the return does run the statute of limitations
(three years), which may be particularly advisable where privately held business interests are
transferred and there is a desire to take advantage of a low valuation. Appraisals that are not
prepared limely may be subject to particular scrutiny by the IRS at such time as the taxable gifts
are disclosed {as would be the case where the donor has died and an estate tax return is required).

19.10.30.20 Estate Tax

The U.S. estale tax return (Form 706 for U.S. citizens or residents, or Form 706-NA for estate of
decedents who are NRAs but owned U.S. situs assets) are due nine months following date of death,
The estate taxes are also due nine months after date of death. Extensions for filing an eslate tax

Hescafter, in this chapter, the term "U.S. person” shall refer to an individual who is either a U. S citizen or'a U.S.
domiciliary, as determined for U.S. gift and eslate lax pUIPOSES.
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return are available, and an automatic six month extension is available for estates of U.S. persons.
Extensions under other circumstances are generally granted provided that sulficient notice is given
to the IRS.

An estate tax relurn is not required for a U.S. citizen if the sum of the gross estale plus adjustable
taxable gifts is less than the applicable estate tax exemption.”® On the other hand, the estate of
virtually every NRA decedent who owned U.S. situs assets must file a non-resident estate tax
return, even where there is no estate tax by reason of deductions or treaty relief. The exception is
where the aggregate value of the U.S. siftus assets is less than $60,000.

In order to utilize a trealy benefit, a treaty election must be filed with the return (Form 8833)

The payment of estate taxes may be extended under numerous circumstances, particularly where
there are liquid assets or hardship. Application. for such extensions, which Lypically involve
installment payment elections, must be made on a timely basis, that is, on or before the due date for
the estate tax return. Interest is always payable on deferred estate taxes, at rates that are a function
of U.S. Treasury rates. '

19.10.30.30 Generation-Skipping Transfer Tax

Generation-skipping transfer tax events are reported as follows: (1) for direct skips, as part of the
gift tax return or estate tax return (for transfers at death); (2) taxable distributions are reported on
Form 706 GS(D), due April 15 of the year following the distributions; and (3) taxable terminations
are reported on Form 706 GS(T), due April 15 of the year following the trust termination.

19.20 USE OF TRUSTS IN U.S. ESTATE PLANNING
19.20.10 Overview

As should be apparent from the explanations in the preceding section, the solution to almost Every
U.S. estate tax minimization or avoidance strategy is an irrevocable trust. The trust may be created
and funded during lifetime (an inter vivos trust), or created and funded at death (a teslaméntary
trust or a trust created under a revocable trust agreement, such as an alter ego trust, upon the
settlor’s death). If formed by a U.S. person during lifetime, or if funded by a Canadian for purposes
of holding U.S. situs assets for the benefit of others, usually the trust needs to be designed o be a
completed gift for U.S. 1ax purposes (whether or not the donor would be subject to U.S. gift tax)
and in all events, the terms should ensure that none of the assets in the trust would be includible in
the estates of the donor or any beneficiary for U.S. tax purposes (except in the case of a trust that is
intended to shift assets from a donor spouse o his or her U.S. citizen spouse).

In the case of trusts created for the benefit of U.S. citizen or resident children, it is frequently
advantageous to provide that a child’s trust last for his or her lifetime and on the child’s death, the
value of the rust would be excluded from such child’s estate. Such trusts are frequently described

2% Nonetheless, if the exécutor decides to elect portability of an unused exemption, a form 706 must be timely filed.
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as “‘generation-skipping,”” signifying not that the child is not the primary beneficiary {(which he or
she is in most instances) but rather that the value of the assets comprising the child’s inheritance
trust will not be subject to U.S. estate tax on the child’s later death. When such trusts further
continue for the benefit of the grandchildren’s generation, and perhaps beyond, such trusts are
frequently described as ‘‘dynasty trusts’.

Most trusts employed for U.S. estate planning purposes are discretionary. The primary exception is
for the marital (spousal) trust where the marital deduction is desired for U.S. giit or estate tax
purposes or a “foreign grantor wust”? is desired for U.S. income tax purposes. As noted
previously, terms of such trusts require that all of the income be payabie at least annually to the
spouse and the spouse is the only capital beneficiary. Another situation utilizing a single
beneficiary trust is where the trust is intended hold stock in a U.S. corporation that qualilies as
an *‘S Corporation™ for U.S. income iax purposes.30

19.20.20 Typical Types of Trusts
19.20.20.10 Irrevocable Lile Insurance Trusts (ILITs)

Because Lhe death benefit of a policy of insurance on the life of the decedent who retains any
ownership rights to the policy forms pari of the insured’s estate for U.S. estate tax purposes, it is
fundamental U.S. estate planning for a U.S. person to transfer ownership of all of such policies to
an irrevocable trust that is a completed gift for U.S. gift tax purposes, or (0 form and fund such 2
trust which acquires the life insurance policy initially. The terms of such a trust provide that the
insured retain no interest in the trust so that the value of the trust (including the death benefit) is not
part of the insured’s estate. The trust may be formed and be the original applicant for the policy, or
existing policies may be transferred by gift. Where the insured/settlor is a U.S. person, the value of
the tansferred policy and payment of premiums are subject {0 the U.S. gift tax rules. Gengrally, an
ILIT provides tremendous leverage for the making of gifts because in most cases the death benefit
far exceeds the cumulative premiums paid. #

Note that an ILIT need not be exclusively for holding insurance policies. The terms of such trust
agreement would actually permit the trustees Lo invest in almost any asset. The importance of the
design is simply that whatever is held in the trust will not be includible in the settlor’s estate, and
typically not includible in any beneficiary’s estate upon the beneficiary’s later death.

19.20.20.20 Irrevocable Grantor Trust

As Chapter 20 discusses in more detail, it is generally quite beneficial to create irrevocable trusts
for moving vatue out of a U.S. person’s eslate in a way that the trust remains taxable to the settlor

2 Spe chapter 20 for a desailed description af such trusts.

*IRC, s 136I'(c)(2)(A](i) and (d). Qualified S Corporations are beneficial in thut there is a single fevel of taxation with
respect 1o the eamings of the corporation, which is a1 the shareholder level. Other U.S. corporations, known as =C
Corporations,” are taxed both at the corporate level and then again a1 the shareholder's leve! witl respect to dividends that
are puid out of the corporation’s earnings and profiis, '
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for U.S. income tax purposes. Such trusts are known as ““grantor trusts”’. By atiributing the income
to the settlor, the trust is able to grow on an income tax-free basis for U.S. income tax purposes, but
in most cases such a trust will be liable for Canadian income taxes assuming that the trust is
resident or deemed resident in Canada.. Furthermore, (he settlor’s estate is reduced by the payment
of those income taxes, which payments are not considered gifts for U.S. gift tax purposes.

If the trust is a U.S. resident trust, certain rights may be retained by the grantor that result in the
income attribution without making the value part of the settlor’s estate. Moreover, if the trust may
benefit the settlor’s spouse, the trust automatically is a grantor trust. If the trust is a foreign trust for
U.S. income tax purposes and may benefit any person who is a U.S. person (including a U.S.
income tax resident), the trust also is automatically a grantor trust for U.S. income tax purposes
where the settlor is a U.S. income laxpayer.

19.20.20.30 Marital (Spousal) Trust

As noted previously, it frequently is useful 10 shift value to a surviving spouse without the
surviving spouse being considered to own the property personally. If both spouses are U.S.
cilizens, the value of such a trust will be fully deductible for the donor spouse (thereby avoiding
any U.S. laxable gift) and can continue as an irrevocable trust for the benefit of the donor spouse if
the beneficiary spouse dies first, without the value of the successor trust being treated as part of the
original donor’s spouse’s estate. (Of course, the beneficiary spouse would include the value of the
Lrust in her or his estate for U.S. estale tax purposes, but assuming that the estate tax exemption
covers such value, there may be no U.S. estate tax with respect to the assets in this trust.)

.

Il the donor spouse is not a U.S. citizen, or is a U.S. citizen and chooses to utilize gift tax
exemption for purposes of the gift, the creation and funding of a lifetime spousal trust for Canadian
residents can achieve synchronization of the income taxes under both jurisdiction’s rules (that is,
for example, trealed as a foreign grantor trust for U.S. income tax purposes while at the same time
being attributable io the settlor for Canadian tax purposes). The estate tax planning purpose of such
a trust and gift is to prevent the value of the trust, including the appreciation over the beneficidfy’s
f

spouse’s lifetime, to be included in the beneficiary spouse’s estate. &

19.20.30 Common Features of U.S. Estate Planning Trusts

19.20.30.10 Rights of Withdrawal

“Crummey>’ Rights of Withdrawal. If the donor to an irrevocable trust is a U.S. person, in most
cases the donor will wish (o take advantage of the annual exclusion for gifts made on behalf of
each beneficiary. Since the annual exclusion is available only with respect 1o outright gifts, it
would seem that it may not be available for gifts to a trust. Annual exclusions are available in such
cases, however, pursuant to the principles established in the case of Crummey v. C.LR.>' This case
established the principle that as long as a beneficiary has a temporary right to withdraw a portion of

M 397 F.2d 82, 22 AF.T.R.2d 6023, 68-2 USTC P 12,541 (9th Cir,, 1968).
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the contribution to the trust, typically limited to the annual exclusion amount, the gifts do qualify
for the annual exclusion. A Lypical right of withdrawal that is granted at the (ime of a contribution
is as follows:

““This letter is to inform you of cash contributions made to the Trust on or abont [Date] amounting to a
total of CAN$ (or approximately US$ ) by [Grantor| and that |hefshe| granted
you the right, effective immediately, to withdraw up to US $14,000 (or less) out of this contribution.

This right of withdrawal is subject to ail of the terms provided in Section of the Trust Agreement,
and to the following additiona! term:

Withdrawals with respect to this contribution may be made at any time; provided that the right of
withdrawal shall terminate beginning with December 31, 20— as to the greater of Five Thousand Dollarg
($5,000) or five percent (5%) of the market value of the Trust Estate on such day; provided further that
this lapse shall be computed taking into account previously granted withdrawal rights that also are
subject to these terms.””

Annual Right of Withdrawal. Some donors are concerned that a primary beneficiary may notl have
access to cash because the distributions may be made in the discretion of trustees. Under U.S. gift
and eslate tax law, a beneficiary may be given a limited right to withdraw up to 5 percent of the
value of the trust on an annual basis without running afoul of the gift and estate 1ax rules.>? These
rights must be noncumulative; that is, if not exercised they must expire each year. A sample
provision appears below.

“The Beneficiary shall have the right on the last business day of each calendar year [following the
funding event) to withdraw from the principal of the trust, by a duly acknowledged instrument delivered
to the Trustee, an amount that is not in excess of five percent of the market value of the principal on the
last day of the calendar year in which such withdrawal is requested. Such rights of withdrawal shall be
noncumulative, and shall be limited 1o withdrawals taking effect during the Beneficiary’s lifetime.”

Testamentary Powers of Appointment. A common feature of a generation-skipping trust is to give
the primary beneficiary (for example, the child) a right 10 determine who the beneficiaries of the
trust will be when the primary beneficiary (the child) dies. If the power of appoiniment is oo
broad, the value of the trust will be includible in the powerholder’s estate. The broadest power that
may be given to a beneficiary without having the value of the trust includible in such beneficiary’s
estate is one that excludes the beneficiary, the beneficiary’s creditors, the beneficiary’s estate, and
the creditors of the beneficiary’s estate. It should be apparent that such exclusions are not really
very limiting. Frequently, donors will narrow the power further, as limiting it to descendants, or to
descendants and charitable beneficiaries. Many variations are possible, of course,

2 IRC, ss. 2041(b)2) und 2514(e).
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19.30 PLANNING SCENARIOS

19.30.10 U.S. Citizen Spouses Resident in Canada

Mamied U.S. citizens residing in Canada need to complete their estate planning so that the {axable
events and taxpayers are coordinated in both jurisdictions. Thus, spousal rollover should be
planned for Canadian purposes and appropriate use of the estate tax exemption (through bypass
trusts) and the marital deduction must be completed for U.S. purposes. It is axiomatic that both
types of death taxes should be deferred until the death of the surviving spouse, and should be
incurred in a way that the foreign Lax credits available under the treaty are taken advantage of.

19.30.10.10 Lifetime Planning

The most prudent planning for a couple whose assels may be subjecl 1o U.S. estate tax (in general,
where their total net worth determined for U.S. estale tax purposes exceeds the sum of both
exemptions), assets should be allocated between the spouses so that each owns in his or her own
name an amount equal 1o the estale tax exemption. This way, a bypass trust (which may be a
Canadian spousal trust for which the marital deduction is not elected) may be fully funded on first
death, no matter who dies first. Lifetime transfers between such spouses cause no laxable events
for either Canadian or U.S. purposes.

Their estates may be reduced, of course, through valvation techniques and lifelime giving that
takes advantage of annual exclusions and GSTT planning. It is fundamental that if either spouse, or
both, have policies of insurance on their lives of any significant value, such policy should be {
owned by irevocable trusts. A single life policy may be owned by a trust that benefits the non-
insured spouse as well as the children and grandchildren. Since the inside buildup on such policies
is not taxable for either Canadian or U.S. purposes (provided that the policy meets each country’s
definition of life insurance), no cross-border income tax problems arise by use of such a technique.
R

19.30.10.20 Will Design .
Exhibit 1 illustrates the design of the will of each spouse, no matter which spouse dies first. It
assumes thal the couple intends 10 make maximum uge of the GSTT exemptions, thereby
sheltering amounts from estate taxes for generations. It also illustrates that relirement accounts
should name the surviving spouse as beneficiary, even if that means that some significant assets do
not pass in a trust. This takes into account a Canadian rollover rule that only defers the income
taxes for an outright designation of the surviving spouse as beneficiary. Note that on the surviving
spouse’s death, when Canadian income taxes become payable on the remainder of such retirement
accounts, there is little risk of an added estate tax because the Canadian income taxes are creditable
against%z;ny U.S. estate tax that would otherwise be imposed with respect to such assets under the
trreaty.™

B Anicle XXiX-B, para, 7.
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Note tha the estate lax exemption amount should pass to a trust that is exempt (rom U.S. estate 1ax
wilh respect to the surviving spouse’s estate (thereby explaining the term ““bypass™). If rollover is
required for Canadian purposes, the bypass trust may be a Canadian lestamentary spousal trust (or the
continuation of a joint partner trust). It is important that the executors have the power Lo sever lrusts
crealed on first death so that allernative elections may be made to such trusts for U.S. tax purposes.

<
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19.30.20 Married Couple, One U.S. Citizen, One Not, Resident in Canada

As with the case of a married couple both of whom are U.S. citizens, where only one spouse is a
U.S. citizen, care must be taken to synchronize the taxable event and the taxpayer in both
Jurisdictions. For death tax planning this means that both countries’ taxes should be deferred until
the second death and be payable from the same entity. Moreover, because the U.S. citizen’s estate

will be subject to U.S. estate taxes, focus must be aimed at minimizing the value of the 1.S.
citizen’s spouse’s estate,
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19.30.20.10 Lifetime Planning

All steps should be taken to keep the U.S. citizen’s net worth as low as possible, and under the
1.S. estate tax exemption if possible. OF course, if the U.S. citizen spouse dies first, the exemption
can be effectively doubled through the use of the treaty marital credit, but one does not usually
know what the sequence of deaths will be.

Jointly held assets should be avoided. If the U.S. citizen survives, the full value of all jointly held
assets would then become part of such spouse’s estate. Even if the U.S. citizen died first, the Tull
value of the jointly held assets may be included in such spouse’s estate for estale tax purposes.
Furthermore, the survivorship element reduces the ability to do proper will planning under such
circumstances. ’

Full use of annual exclusion gifts should be taken advantage of by the U.S. citizen spouse,
including the annual spousal gifts of $147,000 (2015, indexed for inflation). Qwnership of private
companies and other privately held business entities should be made fractional, in order to make
such interests eligible for valuation discounts for U.S. gift and estate tax purposes.

The U.S. citizen spouse may want to ulilize some or all of his or her gift and estate tax exemption

during life in order 1o move future appreciation in the gifted assets out of his or her estate. In order

to avoid Canadian capital gains taxes, such gifts may be made to a Canadian spousal trust which is '
not treated as deductible for U.S. gift tax purposes.

19.30.20.20 Will Design

The design of both wills is illustrated on Exhibits 2 and 3, respectively. Note that if the non-citizen
spouse is the first to die, use of bypass trusts ensures that none of the inheritance passing to or for
the benelit of the surviving U.S. citizen spouse will increase such spouse’s estate for U.S. estate tax
purposes. The surviving spouse may be the trustee of any such trust provided that encroachments
of capital are limited to the ascerlainable standard. Much of the discussion in the previous section
also applies in this situation.
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19.30.30 Canadian Parents of U.S. Citizen or Resident Children

The general principles here are to shelter the child’s inheritance from U.S. estate taxes that would
be payable with respect to such inheritance when the child later dies. To the extent that the gifls or
inheritances to go into each child’s trust comes from a non-U.S. citizen parent, the total amount of
the gifts and inheritances that would be allowed to be set aside in their inheritance trust is not
limited under U.S. tax rules. Thus, they could have their entire inheritance pass into trust.

The advantages of aranging for each child’s inheritance 10 be received in the form of an
inheritance trust are summarized below.

Creditor Protection. Although the (rust assets will be available 1o be used for their benefit as well
as for the benefit of their children and grandchildren, no creditor of theirs or of any of their children
or grandchildren would be able (o reach the assets held in this type of trust. Therefore, they would
be able to use the trust assets, for example, to buy a vacation home anywhere, and know that no
claims against any of them or any member:of their family would result in a lien against the home
(as long as it is held in the trust.) Since each child will be the primary beneficiary, and may be the
sole trustee, holding title to such assets in the trust should be virtually transparent in terms of use
and enjoyment of such assets.

U.S. Estate Tax Exempt. Although each child would have greal access to the assets in the trust, the
access is limited to whal are known as *‘ascertainable standards™. In addition, the child may have a
power ol appointment over the remainder, but such power would be limited. These two features
ensure that the value of the trust will be excluded from the child’s personal estate upon his or her
later death. This is true even if the trusl were to grow considerably in value. Accordingly, the
grandchildren would inherit the benefits of this trust without any reduction for any U.S. inheritance
taxes.

19.30.30.10 Lifetime Planning '
Because of the differences in the Canadian and U.S. trust income lax rules, lifetime planning
typically is limited to creating the inter vivos trust that will become the inheritance*tmst.

19.30.30.20 Wil Design ' 4

Il the U.S. child is resident in the U.S., the will may simply “‘pour over” the child’s share into his
or her U.S, inter vivos trust. If the child is a Canadian resident, the trust may be testamentary
although now that the Canadian tax benefils previously available to a testamentary trust have been
eliminated, the author favors the use of an infer vives trust for Canadian resident, U.S. citizen
beneficiaries as well.
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19.30.40 Canadians Holding U.S. Assets
19.30.40.10 Purchasing or Acquiring Initially

Choosing the entity through which U.S. assets will be owned involves consideration of cross-
border income taxes, exposure to U.S. estate tax and non-tax ownership factors (such as whether a
residential association permits such ownership). The options includé: foreign or domestic
corporations; foreign or domestic partnerships; individually owned assets (including joint with
right of survivorship or tenants-in-common); and revocable or irrevocable trusts, U.S. estate taxes
are clearly avoided only through foreign corporations and irrevocable trust.

U.S. income tax rates currently in effect vary considerably depending on the type of entity through
which the foreign owner holds title as well as the length of time the property was owned. For
example, the maximum federal income tax rate on long-term capital gain property (that owned for
more than one year) is 20 percent for individuals and trusts {including individual partners where
the U.S. property is owned by a Canadian parinership). The maximum rate applicable (o a foreign
owner that is a corporation, on the other hand, is 35 percenl. Thus, for income tax reasons,
corporate ownership is less favoured.

Another well-known factor working against corporale ownership of personal use property is the
Canadian shareholder benefit rule under which personal use of a corporale assel by shareholders,
officers or their families will resull in imputed income to the corporation, subject to tax in Canada.
There are U.S. imputed income rules as well that apply to corporations (and possibly to
parinerships.) Finally, the IRS may argue that a wholly owned corporate owner may be ignored for
U.S. estate tax purposes. While there are no opinions or rulings in their favour, the IRS claims
success on this issue in audits.

Because a Canadian partnership is a flow-through entity for all U.S. tax purposes, upon the death
of an individual Canadian partner, his or her proportionate share of the underlying U.S. real
property will be considered a U.S. simuy asset for eslale tax purposes. There mpy be valuation
discounts available to reduce the value of the U.S. real property includible in such deceased
partner’s estate, but there may also be U.S. estate lax payable. The deferral of such estate tax
through the use of the marita! deduction rules described previously may be difficult if the
partnership restricts the transfer of interests upon the death of a pariner.

One method of avoiding the estate tax applying o a deceased partner’s interest in a Canadian
partnership that holds U.S. property (or other U.S. sirus assets) is lo elect under the *‘check-the-
box’" rules to have the partnership treated as a corporation for all U.S. tax purposes. Thus, a
Canadian parinership may elect 1o be treated as a Canadian corporation for all U.S. tax purposes.
Such an election is made on a Form 8832, and may be made at any time after the entity is formed.
The election may be made effective at any time 75 days prior 10 and 12 months afier the date of
filing. Consequently, the interest of any partner would be sheliered from U.S. estate lax in the
event of such partner’s death. Of course, such an election does make the gain from any sale of the
U.S. real property subject to the higher U.S. corporate income tax rates. That income tax, however,
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should be available 1o the Canadian pariners as a foreign tax credit to be applied against any gain
that they would report for Canadian purposes.

Ownership by a Canadian married couple jointly, with right of survivorship, could result in U.S.
estate taxation on both deaths. This type of ownership is called joint tenancy. On the death of the
first spouse to die, 100 percent of the value of the property is considered includible in that spouse’s
eslate for U.S. estate tax purposes unless the executor can prove contribution to the purchase of the
property by the surviving spouse. If the worldwide estale of the first spouse to die is greater than
twice the applicable credit amount (taking into account the 100 percent includibility rule for
worldwide assets that are held Jointly, as well as other assets that would comprise one’s estate [or
U.S. eslate tax purposes), then estate laxes would be payable on the first.death. But even if there
were no U.S. estate taxes on first death, the surviving spouse would own 100 percent of the
property by operation of law if such surviving spouse did not sell the property prior to his or her
later death, and have no marital credit option.

Nolte that under applicable estate tax T reasury regulations, a post-death QDOT may be established
and funded by the surviving spouse within the time for filing the U.S. estate tax return, thereby
enabling the deferral if the marital credit is insufficient to eliminate the estate tax on first death.
Whether a Canadian rollover is available in such circumstances is uncertain because the surviving
spouse would be transferring an appreciated asset (in most cases) to a trust that may not be eligible
under the alter ego trust rules.

I3t is desired or required that both spouses own an interest in the property, then the tille should be
as tenants-in-common, and wills should be structured so that on the first death the deceased
spouse’s interest passes in trust for the survivor.

Ownership of U.S. real estate by a Canadian discretionary inter vivos trust can, in many
circumstances, be an effective way of structuring the ownership of U.S. real property. Such a
structure should avoid U.S, estate lax and may also minimize the Canadian taxation of accrued
capital gains that would otherwise result from the deemed disposition of property that is owned by
a Canadian resident individual. &

Because a transfer of real property to an irrevocable trust would be a completed gift for' U.S. gift
tax purposes, il is imperative that the trust be funded with cash first and the Trustee actually
purchase the property.

19.30.40.20  Already Owning Individually

Where a Canadian individual does own a direct interest in U.S. real propeity and there is exposure
to U.S. estate tax even after applying the potential Treaty benefits, some sleps may be taken to
reduce the potential U.S. estate tax liability. The primary strategy for the individual owner {or
owners in the case of a tenancy-in-common or a partnership) is to obtain non-recourse financing. If
the U.S. sirus asset is subject Lo a non-recourse mortgage (or a similar type of collateralization

™ Treasury Reg. . 20.2056A-4(b).
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where the U.S, sifus asset is other than real property), the value of the U.S, situs asset is reduced
dollar for dollar by the amount of such financing. (A normal mortgage where the deceased NRA
borrower is also liable in the eveni of a default, only gives rise to a pro-rated deduction, and,
therefore, is far less beneficial than 2 liability that may reduce the value of ihe U.S. sifus asset ona
dollar for dollar basis.) Many U.S. financial institutions entered actively the non-recourse morigage
market in the last several years, but the debt to equity ratios racely exceed 60 percent in the
author’s experience. It is preferable that the Notes provide for paymept of interest only in order 1o
maintain the maximum deduction for U.S, estale tax purposes. Under Canadian income tax rules,
this interest may be deductible provided that the borrowed funds are invested to generate taxable
portfolio income.

Individually owned U.S. sitis assets may also be contributed to foreign corporations (or foreign
partnerships that elect o be treated as a foreign corporation for U.S. purposes) to eliminate the U.S.
Sifus statvs. Such transactions may have U.S. and Canadian income tax consequences, however,
Moreover, the IRS may attempt to apply the retained interest ruies to look through such entities, **

Finally, individually owned U.S. situs assels require a special will design, illustrated in Exhibil 4.

Exhikit 4
CANADI!AN CITIZEN

[CWNER OF U.S. PROPERTY]
wiLL

Residue (including
U5, situs assets)

Sefired QDOTIIN
h .
= AllincometoSpouse 4 n, * WS, Trustee and Jurisdict

* Princlpalio Spause lor heakh,
Tiainterance, support in
reasenable comfort

Sevared Canadian Fa m !
Testamentary Trust + |
E _. sd.‘i‘f ouiright]

= Income to Spouza’

nclipal distributions
Ly

anadin collover

On surviving
______ ——
Spouse’s Death Canadian Capita!
Canadhan Capital Gains Taxes Gains Taxes and U.S.
Estate Taves [Fic)
Beneficlarles

|
Beneficiaries Beneficiaries

[H U5, situs assets, continue in trust}

.

T . .
¥ See Michael JLA. Karlin & Stanley C. Ruchelman ,** Home thoughts From Abroad: Foreign Purchases af U.S. Homes™ -
(Tax Analysts Tax Notes, September 3, 2007), at pp. 863-85.
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19.30.50 Canadian Moving to United States

A Canadian who intends (o move to the U.S. permanently, whether or nol he or she expects to
become a U.S. citizen, will be diving into the full sea of the U.S. tax system. Worldwide income
will be subject to US., income (ax, and the value of such person’s assets, no matier where located,
will become subject to U.S. estate tax and gift tax and GSTT, once the Canadian becomes
domiciled in the U.S. It follows that the main pre-itnmigration planning strategy is to reduce the
value of the Canadian’s assets for estale tax purposes prior {o atlaining such domicile status (that is
prior to becoming subject to the U.S. gift tax rules).

benefit of the spouse and any descendants. In order to effectively remove the assets from (he
donor’s spouse’s estate, the donor may not be a beneficiary or a trustee. The dorior may benefit
indirectly, of course, because his or her Spouse would be primary beneficiary. The beneficiary
spouse may also be the trustee.

income tax rules the donor spouse will report the income earned by the trust personally; the trust
will be income tax-free in the U.S. while the donor’s Spouse 1s living. This provides a further estate
planning benefit for U.S, purposes In that the trust wil] BTOW on a tax-free basis and the payment of
the income taxes by the donor’s spouse will further reduce her or his eslate.
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